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Preface

This new edition of Management Control Systems provides concepts, text, and cases for a

course in management control systems. The book is designed to allow students to gain knowl-

edge, insights, and analytical skills related to how a firm’s managers go about designing, im-

plementing, and using planning and control systems to implement a firm’s strategies. It does

not deal extensively with topics such as cost accounting and budgeting procedures, which are

discussed in separate accounting courses. The book gives roughly equal emphasis to the tech-

niques of the management control process, such as transfer pricing, budget preparation, and

management compensation; and the behavioral considerations involved in the use of these

techniques, such as motivation, goal congruence, and relative roles of superiors and subordi-

nates.

The book is organized into three main parts, with Chapter 1 introducing the overall con-

ceptual framework for the book. Part One (Chapters 2 to 7) describes the environment in

which management control takes place, called responsibility centers. Part Two (Chapters 8 to

12) describes the sequential steps in the typical management control process: strategic plan-

ning, budget preparation, operations, and analysis of operations. Part Three (Chapters 13 to

16) describes variations in management control systems: controls for differentiated strategies,

service organizations, multinational organizations, and project control.

CHANGES TO TEXT MATERIAL
While retaining the strengths of the earlier edition, we have made a number of changes in both

text and case material that we hope will increase their usefulness. In undertaking this revi-

sion, we surveyed users and nonusers of the 11th edition. Their constructive comments and

suggestions have been beneficial to this revision.

Several improvements have been made to assist student learning. These include expanded

chapter introductions, more diagrams and exhibits, real-world examples, consistent terminology,

expanded chapter summaries, and an up-to-date reference list in each chapter.

We are confident that you will find the text material in this edition well organized, concisely

written, laden with current examples, and consistent with the current theory and practice of

management control.

CHANGES IN CASES
A key strength of this book is the collection of cases that emphasize actual practice. The cases

come from Harvard Business School, the Tuck School of Business at Dartmouth, and a number

of other schools, both in the United States and abroad. The cases not only require the student

to analyze situations, but also give the student a feel for what actually happens in companies,

a feeling that cannot be conveyed adequately in the theoretical text. In this sense, the cases can

be viewed as extended examples of practice.
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The cases are not necessarily intended to illustrate either correct or incorrect handling of

management problems. As in most cases of this type, there are no right answers. The educa-

tional value of the cases comes from the practice the student receives in analyzing management

control problems and in discussing and defending his or her analysis before the class.

Instructors will find that this case collection does an excellent job of meeting classroom needs

for several reasons:

• Many cases are based on major corporations such as General Electric, Champion Interna-

tional, Xerox, ITT, 3M, Texas Instruments, Hewlett-Packard, General Motors, Nestlé, Mo-

torola, Lincoln Electric, Nucor, Citibank, Chemical Bank, Nordstrom, Wal-Mart, Southwest

Airlines, Dell Computer, and Emerson Electric.

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

• These cases expose students to varied contexts: small organizations, large organizations,

manufacturing organizations, service organizations, and nonprofit organizations.

• The collection presents many familiar, contemporary cases, providing students with inter-

esting situations that they will enjoy, and from which they will learn.

• We have given significant attention to case length. A major effort has been made to ensure

that a majority of the cases are short. We still include a few medium to long cases, “two-day”

cases, and “two-part” cases.

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

teachable.

Please note that we have included additional cases and their teaching notes in the Instructor’s

Manual. These can be used in exams or can be used for classroom purposes.

TARGET AUDIENCE
This book is intended for any of the following uses:

• A one-semester or one-quarter course for graduate students who have had a course in man-

agement accounting and who wish to study management control in greater depth.

• A one-semester or one-quarter course for undergraduate juniors or seniors who have already

had one or two courses in management accounting.

• Executive development programs.

• A handbook for general managers, management consultants, computer-based systems de-

signers, and controllers—those who are involved in or are affected by the management con-

trol process.
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1

Chapter

The Nature 
of Management 
Control Systems

The central focus of this book is strategy implementation. In particular, the book provides

knowledge, insight, and analytical skills related to how a corporation’s senior executives de-

sign and implement the ongoing management systems that are used to plan and control the

firm’s performance. Elements of management control systems include strategic planning; bud-

geting; resource allocation; performance measurement, evaluation, and reward; responsibility

center allocation; and transfer pricing. The book builds on concepts from strategy, organiza-

tional behavior, human resources, and managerial accounting.

Management control is a must in any organization that practices decentralization. One view

argues that management control systems must fit the firm’s strategy. This implies the strategy

is first developed through a formal and rational process, and this strategy then dictates the de-

sign of the firm’s management systems. An alternative perspective is that strategies emerge

through experimentation, which are influenced by the firm’s management systems. In this

view, management control systems can affect the development of strategies. We will consider

both points of view, as well as their implications in terms of the design and operation of man-

agement control systems.

When firms operate in industry contexts where environmental changes are predictable, they

can use a formal and rational process to develop the strategy first and then design management

control systems to execute that strategy. However, in a rapidly changing environment, it is dif-

ficult for a firm to formulate the strategy first and then design management systems to execute

the chosen strategy. Perhaps in such contexts, strategies emerge through experimentation and

ad hoc processes that are significantly influenced by the firm’s management control systems.

The importance of the subject matter covered in this book is captured in the widely accepted

truism that more than 90 percent of businesses (as well as nonprofit organizations) founder on

the rocks of implementation; either the strategies never come into being or get distorted, or the

1



2 Chapter One The Nature of Management Control Systems

implementation is much more costly and time-consuming than anticipated. However laudable

strategic intentions may be, if they do not become reality, they usually are not worth the paper

on which they are written. Conversely, high-performing companies excel at execution. This

book provides concepts, frameworks, and tools to help the reader gain that “execution advan-

tage.”

Consider the collapse of companies such as Tyco, Global Crossing, WorldCom, and Enron.

Part of the reason for their demise was the lapse in controls. CEO and top management com-

pensation in these companies was so heavily tied to stock options that executives were moti-

vated to manipulate financials to buoy the short-term stock price.

Consider world-class companies such as Emerson Electric, Lincoln Electric, New York

Times, Worthington Industries, 3M Corporation, Nucor Corporation, Dell Computer, Wal-

Mart, Southwest Airlines, Cisco Systems, Corning, Hasbro, and Analog Devices. Their long-

term success is not just because they have developed good strategies; more importantly, they

have designed systems and processes that energize their employees to execute those strate-

gies effectively. This book includes case studies on these companies to drive home the power

of these companies’ implementation capabilities.

We begin this chapter by defining the three terms in the book’s title: control, management,

and systems. In the second section of the chapter, we distinguish the management control func-

tion, which is our focus, from two other functions that also involve planning and control: strategy

formulation and task control. The third section of this chapter contains a road map providing an

overview of the whole book and a brief description of the contents of each chapter.

Basic Concepts

Control

Press the accelerator, and your car goes faster. Rotate the steering wheel, and it changes di-

rection. Press the brake pedal, and the car slows or stops. With these devices, you control speed

and direction; if any of them is inoperative, the car does not do what you want it to. In other

words, it is out of control.

An organization must also be controlled; that is, devices must be in place to ensure that its

strategic intentions are achieved. But controlling an organization is much more complicated

than controlling a car. We will begin by describing the control process in simpler systems.

Elements of a Control System

Every control system has at least four elements:

1. A detector or sensor—a device that measures what is actually happening in the process

being controlled.

2. An assessor—a device that determines the significance of what is actually happening by

comparing it with some standard or expectation of what should happen.

3. An effector—a device (often called “feedback”) that alters behavior if the assessor indicates

the need to do so.

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

the assessor and between the assessor and the effector.
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These four basic elements of any control system are diagrammed in Exhibit 1.1. We shall de-

scribe their functioning in three examples of increasing complexity: the thermostat, which reg-

ulates room temperature; the biological process that regulates body temperature; and the dri-

ver of an automobile, who regulates the direction and speed of the vehicle.

Thermostat The components of the thermostat are (1) a thermometer (the detector), which

measures the current temperature of a room; (2) an assessor, which compares the current

temperature with the accepted standard for what the temperature should be; (3) an effector,

which prompts a furnace to emit heat (if the actual temperature is lower than the standard)

or activates an air conditioner (if the actual temperature is higher than the standard) and

which also shuts off these appliances when the temperature reaches the standard level; and

(4) a communications network, which transmits information from the thermometer to the as-

sessor and from the assessor to the heating or cooling element.

Body Temperature Most mammals are born with a built-in standard of desirable body tem-

perature; in humans that standard is 98.6°F. The elements of the control mechanism by which

the body strives to maintain that standard are (1) the sensory nerves (detectors) scattered

throughout the body; (2) the hypothalamus center in the brain (assessor), which compares in-

formation received from detectors with the 98.6°F standard; (3) the muscles and organs (effec-

tors) that reduce the temperature when it exceeds the standard (via panting and sweating, and

opening the skin pores) and raise the temperature when it falls below the standard (via shiv-

ering and closing the skin pores); and (4) the overall communications system of nerves.

This biological control system is homeostatic—that is, self-regulating. If the system is func-

tioning properly, it automatically corrects for deviations from the standard without requiring

conscious effort.

The body temperature control system is more complex than the thermostat, with body sen-

sors scattered throughout the body and hypothalamus directing actions that involve a variety

of muscles and organs. It is also more mysterious; scientists know what the hypothalamus does

but not how it does it.

Automobile Driver Assume you are driving on a highway where the legal (i.e., standard)

speed is 65 mph. Your control system acts as follows: (1) Your eyes (sensors) measure actual

2. Assessor. Comparison
with standard 

1. Detector. Information
about what is happening

3. Effector. Behavior
alteration, if needed

1.

Control
device

Entity
being

controlled

EXHIBIT 1.1
Elements of the

Control Process
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speed by observing the speedometer; (2) your brain (assessor) compares actual speed with de-
sired speed, and, upon detecting a deviation from the standard, (3) directs your foot (effector)
to ease up or press down on the accelerator; and (4) as in body temperature regulation, your
nerves form the communication system that transmits information from eyes to brain and
brain to foot.

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

Management

An organization consists of a group of people who work together to achieve certain common
goals (in a business organization a major goal is to earn a satisfactory profit). Organizations
are led by a hierarchy of managers, with the chief executive officer (CEO) at the top, and the
managers of business units, departments, functions, and other subunits ranked below him or
her in the organizational chart. The complexity of the organization determines the number of
layers in the hierarchy. All managers other than the CEO are both superiors and subordinates;
they supervise the people in their own units, and they are supervised by the managers to
whom they report.

The CEO (or, in some organizations, a team of senior managers) decides on the overall strate-

gies that will enable the organization to meet its goals.Subject to the approval of the CEO,the var-
ious business unit managers formulate additional strategies that will enable their respective
units to further these goals. The management control process is the process by which managers at

all levels ensure that the people they supervise implement their intended strategies.

Contrast with Simpler Control Processes

The control process used by managers contains the same elements as those in the simpler control
systems described earlier: detectors, assessors, effectors, and a communications system. Detec-
tors report what is happening throughout the organization; assessors compare this information
with the desired state; effectors take corrective action once a significant difference between the
actual state and the desired state has been perceived; and the communications system tells man-
agers what is happening and how that compares to the desired state.

There are, however, significant differences between the management control process and the
simpler processes described earlier:

1. Unlike in the thermostat or body temperature systems, the standard is not preset. Rather,
it is a result of a conscious planning process. In this process, management decides what the
organization should be doing, and part of the control process is a comparison of actual ac-
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complishments with these plans. Thus, the control process in an organization involves
planning. In many situations, planning and control can be viewed as two separate activi-
ties. Management control, however, involves both planning and control.

2. Like controlling an automobile (but unlike regulating room or body temperature), man-

agement control is not automatic. Some detectors in an organization may be mechanical,
but the manager often detects important information with her own eyes, ears, and other
senses. Although she may have routine ways of comparing certain reports of what is hap-
pening with standards of what should be happening, the manager must personally per-
form the assessor function, deciding for herself whether the difference between actual and
standard performance is significant enough to warrant action, and, if so, what action to
take. Then, because actions intended to alter an organization’s behavior involve human
beings, the manager must interact with at least one other person to effect change.

3. Unlike controlling an automobile, a function performed by a single individual, manage-

ment control requires coordination among individuals. An organization consists of many
separate parts, and management control must ensure that each part works in harmony
with the others, a need that exists only minimally in the case of the various organs that
control body temperature and not at all in the case of the thermostat.

4. The connection from perceiving the need for action to determining the action required to

obtain the desired result may not be clear. A manager acting as assessor may decide that
“costs are too high” but see no easy or automatic action guaranteed to bring costs down to
what the standard says they should be. The term black box describes an operation whose
exact nature cannot be observed. Unlike the thermostat or the automobile driver, a man-
agement control system is a black box. We cannot know what action a given manager will
take when there is a significant difference between actual and expected performance, nor
what (she assesses, if any) action others will take in response to the manager’s signal. By
contrast, we know exactly when the thermostat will signal the need for action and what

that action will be; and, in the case of the automobile driver, the assessor phase may in-
volve judgment, but the action itself is mechanical once the decision to act has been made.

5. Much management control is self-control; that is, control is maintained not by an exter-
nal regulating device like the thermostat, but by managers who are using their own judg-
ment rather than following instructions from a superior. Drivers who obey the 65 mph speed
limit do so not because a sign commands it, but because they have consciously decided that
it is in their best interest to obey the law.

Systems

A system is a prescribed and usually repetitious way of carrying out an activity or a set of ac-

tivities. Systems are characterized by a more or less rhythmic, coordinated, and recurring se-
ries of steps intended to accomplish a specified purpose. The thermostat and the body temper-
ature control processes described above are examples of systems. Management control
systems, as we have seen, are far more complex and judgmental.
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Many management actions are unsystematic. Managers regularly encounter situations for
which the rules are not well defined and thus must use their best judgment in deciding what
actions to take. The effectiveness of their actions is determined by their skill in dealing with
people, not by a rule specific to the system (though the system may suggest the general nature
of the appropriate response). If all systems ensured the correct action for all situations, there

would be no need for human managers.

In this book, we focus primarily on the systematic (i.e., formal) aspects of the management
control function. One can describe in considerable depth the various steps in the formal sys-
tem, the information that is collected and used in each step, and the principles that govern the
system’s operation as a whole. But it is very difficult, except in general terms, to describe the
appropriate actions for managers encountering situations not contemplated in the formal sys-
tem. These depend, among other factors, on the skills and personalities of the people involved,
their relationships with one another, and the environment within which a particular problem
arises. It is important to recognize, however, that these informal processes are strongly affected
by the way the organization’s formal control systems are designed and operated.

Boundaries of Management Control

In this section, we define management control and distinguish it from two other systems—or
activities—that also require both planning and control: strategy formulation and task control.
Serious mistakes can be made if principles and generalizations specific to one system are ap-
plied in another.

As you will see, management control fits between strategy formulation and task control in
several respects. Strategy formulation is the least systematic of the three, task control is the
most systematic, and management control lies in between. Strategy formulation focuses on
the long run, task control focuses on short-run activities, and management control is in be-
tween. Strategy formulation uses rough approximations of the future, task control uses cur-
rent accurate data, and management control is in between. Each activity involves both plan-
ning and control, but the emphasis varies with the type of activity. The planning process is
much more important in strategy formulation, the control process is much more important
in task control, and planning and control are of approximately equal importance in man-
agement control.

The relationships of these systems of activities to one another are indicated in Exhibit 1.2.
In the following sections we define management control, strategy formulation, and task control
in greater detail and further describe the differences between them.

Management Control

Management control is the process by which managers influence other members of the organi-

zation to implement the organization’s strategies. Several aspects of this process are amplified
here.
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Management Control Activities

Management control involves a variety of activities, including

• Planning what the organization should do.

• Coordinating the activities of several parts of the organization.

• Communicating information.

• Evaluating information.

• Deciding what, if any, action should be taken.

• Influencing people to change their behavior.

Management control does not necessarily require that all actions correspond to a previ-
ously determined plan, such as a budget. Such plans are based on circumstances believed to
exist at the time they were formulated. If these circumstances have changed at the time of
implementation, the actions dictated by the plan may no longer be appropriate. While a
thermostat responds to the actual temperature in a room, management control involves an-
ticipating future conditions to ensure that the organization’s objectives are attained. If a
manager discovers a better approach—one more likely than the predetermined plan to
achieve the organization’s goals—the management control system should not obstruct its
implementation. In other words, conforming to a budget is not necessarily good, and depar-

ture from a budget is not necessarily bad.

Goal Congruence

Although systematic, the management control process is by no means mechanical; rather, it in-
volves interactions among individuals, which cannot be described in mechanical ways. Man-
agers have personal as well as organizational goals. The central control problem is to induce
them to act in pursuit of their personal goals in ways that will help attain the organization’s
goals as well. Goal congruence means that, insofar as is feasible, the goals of an organization’s
individual members should be consistent with the goals of the organization itself. The man-
agement control system should be designed and operated with the principle of goal congruence
in mind.

Activity

Strategy
formulation

Management
control

Task
control

Goals, strategies, and policies

Implementation of strategies

Efficient and effective
performance of individual tasks

Nature of End ProductEXHIBIT 1.2
General

Relationships

among Planning

and Control

Functions
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Tool for Implementing Strategy

Management control systems help managers move an organization toward its strategic objec-
tives. Thus, management control focuses primarily on strategy execution.

Example. As of 2005, Wal-Mart, with sales revenues of more than $288 billion, was the largest re-
tailer in the world, thanks to its winning strategy of selling branded products at low cost. The com-
pany’s management control system was directed toward the efficient management of store opera-
tions, which in turn conferred a cost advantage companywide. Data from more than 5,300 individual
stores on items such as sales, expenses, and profit and loss were collected, analyzed, and transmitted
electronically on a real-time basis, rapidly revealing how a particular region, district, store, depart-
ment within a store, or item within a department was performing. This information enabled the com-
pany to reduce the likelihood of stock-outs and the need for markdowns on slow moving stock, and to
maximize inventory turnover. The data from “outstanding” performers among 5,300 stores were used
to improve operations in “problem” stores. Further, the company was able to reduce pilferage-related
losses, a major concern, by instituting a policy of sharing 50 percent of the savings from decreased
pilferage in a particular store, as compared to the industry standard, among that store’s employees.1

Management controls are only one of the tools managers use in implementing desired strate-
gies. As indicated in Exhibit 1.3, strategies are also implemented through the organization’s
structure, its management of human resources, and its particular culture.

Organizational structure specifies the roles, reporting relationships, and division of responsi-
bilities that shape decision-making within an organization. Human resource management is the
selection, training, evaluation, promotion, and termination of employees so as to develop the
knowledge and skills required to execute organizational strategy. Culture refers to the set of
common beliefs, attitudes, and norms that explicitly or implicitly guide managerial actions.

Financial and Nonfinancial Emphasis

Management control systems encompass both financial and nonfinancial performance mea-

sures. The financial dimension focuses on the monetary “bottom line”—net income, return on

1Wal-Mart, 2004 Annual Report.
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equity, and so forth. But virtually all organizational subunits have nonfinancial
objectives—product quality, market share, customer satisfaction, on-time deliv-
ery, and employee morale.

Aid in Developing New Strategies

As discussed earlier, the primary role of management control is to ensure the ex-
ecution of chosen strategies. In industries that are subject to rapid environmen-
tal changes, however, management control information, especially of a nonfi-
nancial nature, can also provide the basis for considering new strategies. This
function, illustrated in Exhibit 1.4, is referred to as interactive control.2 Interac-
tive control calls management’s attention to developments—both negative (e.g.,
loss of market share, customer complaints) and positive (e.g., the opening up of

a new market as a result of the elimination of certain government regulations)—that indicate
the need for new strategic initiatives. Interactive controls are an integral part of the manage-
ment control system.

Strategy Formulation

Strategy formulation is the process of deciding on the goals of the organization and the strate-

gies for attaining these goals. In this book, we use the word goals to describe the broad overall
aims of an organization, and the term objectives to describe specific steps to accomplish the
goals within a given time frame.

Goals are timeless; they exist until they are changed, and they are changed only rarely. For
many businesses, earning a satisfactory return on investment is an important goal; for others,
attaining a large market share is equally important. Nonprofit organizations also have goals;
in general, they seek to provide the maximum services possible with available funding. In the
strategy formulation process, the goals of the organization are usually taken as a given, al-
though on occasion strategic thinking can focus on the goals themselves.

Strategies are big plans, important plans. They state in a general way the direction in which
senior management wants the organization to move. A decision by an automobile manufac-
turer to produce and sell an electric automobile would be a strategic decision.

The need for formulating strategies usually arises in response to a perceived threat (e.g.,
market inroads by competitors, a shift in consumer tastes, or new government regulations) or
opportunity (e.g., technological innovations, new perceptions of customer behavior, or the de-
velopment of new applications for existing products). A new CEO, especially one brought in
from the outside, usually perceives both threats and opportunities differently from how his or
her predecessor did. Thus, changes in strategies often occur when a new CEO takes over.

Examples. Louis V. Gerstner became the CEO of IBM in 1993. In the course of the next six years, he
transformed the company from a mainframe computer manufacturer to a leader in networking sys-
tems, computer services, and e-business solutions.

When Edward Zander took over as the CEO of Motorola in December 2003, his first move was to
focus the legendary company on the customers rather than on technology. To do so he actively set out

Tomorrow’s
strategy

Today’s
controls
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EXHIBIT 1.4
Interactive

Control

2Robert Simons, “Control in an Age of Empowerment,” Harvard Business Review, March–April 1995, pp. 80–88.
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to elicit feedback from some of the company’s largest clients. Following this, the incentive structure
was changed to provide bonuses to employees based on the entire company’s performance as opposed
to the division’s performance, effectively putting an end to the war among the “six warring tribes,” as
Motorola’s six businesses were known under his predecessor. Even though most of the groundwork
was laid before his arrival, his renewed focus resulted in a 42 percent increase in sales, a tripling
of net profits, and a sixfold increase in the operating earnings in the first quarter of 2004 as com-
pared with the first quarter of 2003. Motorola’s stock price had gained 40 percent during the same
time period.3

Given poor results in 2000, 3M, for the first time in its history, chose an outsider, Jim McNerney,
as the CEO. Between 2000 and 2003, McNerney had turned things around. Both profits and stock
prices during this period increased by 35 percent. McNerney has made several bold moves:

1. He emphasized fast-growing sectors, such as health care and display and graphics.

2. He instituted six-sigma programs on a large scale.

3. He established metrics for new products introductions.

4. Instead of giving the same increase in research and development (R&D) for each division, he gave
differential R&D dollars across divisions based on the potential growth opportunities in each divi-
sion.4

Strategies to address a threat or opportunity can arise from anywhere in an organization
and at any time. New ideas do not emanate solely from the research and development team
or the headquarters staff. Virtually anyone might come up with a “bright idea,” which, after
analysis and discussion, can form the basis for a new strategy. Complete responsibility for

strategy formulation should never be assigned to a particular person or organizational unit.

Providing a means of bringing worthwhile ideas directly to the attention of senior manage-
ment without allowing them to be blocked at lower levels is important.

Distinctions between Strategy Formulation and Management Control

Strategy formulation is the process of deciding on new strategies; management control is the

process of implementing those strategies. From the standpoint of systems design, the most im-
portant distinction between strategy formulation and management control is that strategy for-
mulation is essentially unsystematic. Threats, opportunities, and new ideas do not occur at
regular intervals; thus, strategic decisions may be made at any time.

Furthermore, the analysis of a proposed strategy varies with the nature of the strategy.
Strategic analysis involves much judgment, and the numbers used in the process are usually
rough estimates. By contrast, the management control process involves a series of steps that
occur in a predictable sequence according to a more-or-less fixed timetable, and with reliable
estimates.

Analysis of a proposed strategy usually involves relatively few people—the sponsor of the
idea, headquarters staff, and senior management. By contrast, the management control
process involves managers and their staffs at all levels in the organization.

3www.motorola.com/content.
4BusinessWeek, April 12, 2004.
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Task Control

Task control is the process of ensuring that specified tasks are carried out effectively and effi-

ciently.

Task control is transaction-oriented—that is, it involves the performance of individual tasks
according to rules established in the management control process. Task control often consists
of seeing that these rules are followed, a function that in some cases does not even require the
presence of human beings. Numerically controlled machine tools, process control computers,
and robots are mechanical task control devices. Their function involves humans only when the
latter prove less expensive or more reliable; this is likely to happen only if unusual events
occur so frequently that programming a computer with rules for dealing with these events is
not worthwhile.

Many task control activities are scientific; that is, the optimal decision or the appropriate ac-
tion for bringing an out-of-control condition back to the desired state is predictable within ac-
ceptable limits. For instance, the rules for economic order quantity determine the amount and
timing of purchase orders. Task control is the focus of many management science and opera-
tions research techniques.

Most of the information in an organization is task control information: the number of items
ordered by customers, the pounds of material and units of components used in the manufac-
ture of products, the number of hours employees work, and the amount of cash disbursed.
Many of an organization’s central activities—including procurement, scheduling, order entry,
logistics, quality control, and cash management—are task control systems. Some of them,
though mechanical, can be extremely complicated.

Examples. An entire steel mill may be controlled by electronic devices, with each piece of equipment
instructed by a computer to carry out prescribed tasks. The computer senses the environment (e.g.,
the temperature of a steel ingot). If its findings indicate a departure from the desired state, it either
initiates corrective action or, if it lacks the capacity to do so on its own, conveys the need for correc-
tion to a computer that controls all the computers in one section of the mill. This computer in turn
may refer the problem to a coordinating computer for the mill as a whole. The Manufacturing Re-
source Planning (MRP II) system used to control manufacturing operations in many companies re-
quires millions of lines of computer instructions. The switching mechanisms used to connect two par-
ties in a telephone conversation cost billions of dollars. And systems for program trading and other
types of decisions made by traders in the financial markets involve complicated decision rules and
minute-by-minute information about the prices of hundreds of financial instruments.

As these examples suggest, certain activities that were once performed by managers are
now automated and have thus become task control activities. This shift from management
control to task control frees some of the manager’s time for other management activities (un-
less it eliminates the manager’s position).

Distinctions between Task Control and Management Control

The most important distinction between task control and management control is that many
task control systems are scientific, whereas management control can never be reduced to a
science. By definition, management control involves the behavior of managers, and this can-
not be expressed by equations. Serious errors may be made when principles developed by
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management scientists for task control situations are applied to management control situa-
tions. In management control, managers interact with other managers; in task control, either
human beings are not involved at all (as in some automated production processes), or the in-
teraction is between a manager and a nonmanager.

In management control the focus is on organizational units; in task control the focus is on
specific tasks performed by these organizational units (e.g., manufacturing Job No. 59268, or
ordering 100 units of Part No. 3642).

Management control is concerned with the broadly defined activities of managers deciding
what is to be done within the general constraints of strategies. Task control relates to specified
tasks, most of which require little or no judgment to perform.

Exhibit 1.5 identifies differences among management control, task control, and strategy for-
mulation by giving examples of each.

Impact of the Internet on Management Control

The information revolution started with the invention of the telephone by Alexander Graham
Bell in the late 19th century. For consumers, the telephone provided a significant benefit—
convenience. People no longer had to visit a store to get information about a product, deter-
mine its availability, or place an order. The pace of the information revolution accelerated with
the invention of computers, gaining tremendous momentum in the 1990s with the advent of
the Internet.

The Internet provides major benefits that the telephone does not:

• Instant access. On the Web, huge amounts of data can be sent to anyone, anywhere in the
world in a matter of seconds.

• Multi-targeted communication.The Internet has a vastly expanded one-to-many reach; one
Web entry can reach millions of people.

• Costless communication. A business that uses telephone operators to interface with customers
must pay for telephone personnel salaries, toll-free (“800”) calls, and the bricks and mortar to
support the customer service function. Communication with customers via the Internet avoids
all these costs.

EXHIBIT 1.5
Examples of

Decisions in

Planning and

Control

Functions

Strategy Formulation Management Control Task Control

Acquire an unrelated Introduce new product or Coordinate order entry
business brand within product line
Enter a new business Expand a plant Schedule production
Add direct mail selling Determine advertising Book TV commercials

budget
Change debt/equity ratio Issue new debt Manage cash flows
Adopt affirmative action Implement minority Maintain personnel records
policy recruitment program
Devise inventory  Decide inventory levels Reorder an item
speculation policy
Decide magnitude and Control research Run individual research 
direction of research organization project
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• Ability to display images. Unlike the telephone, the Web enables consumers to see the prod-
ucts being offered for sale.

• Shifting power and control to the individual. Perhaps the most dramatic benefit of the Web
is that the individual is “virtually king.” Consumers are in control and can use the Web 24
hours a day at their own convenience without being interrupted or unduly influenced by
sales representatives or telemarketers.

With these advantages the Internet has changed the rules of the game in the business-to-in-
dividual consumer sector.

Example. Prior to 1995, most books were purchased from bookstores or from printed catalogs. In
1995, Amazon.com began offering books on sale on its Web site. By 2005, Amazon.com had developed
an active customer base of 49 million from seven countries, expanded its product offerings to 31 cate-
gories from books to garden tools, and had more than $6.92 billion in revenues for fiscal 2004. The
virtual store format of Amazon.com provided better convenience, a better selection, and better prices
than traditional “brick and mortar” stores. From 2000 onward, major offline retailers established
partnerships with Amazon.com to set up and manage their online retail presence. Amazon.com’s al-
liances with Toys “R” Us, Nordstrom Inc., Macy’s Target, and even offline competitor Borders Groups
had positioned it to define the rules in the online retail sector. Even companies such as Office Depot
Inc. and Wine.com, who had a strong online retail presence, entered into partnerships with
Amazon.com. To attract small businesses, Amazon.com set up a hugely successful program to enlist
third-party sellers (nearly a million by end of 2003), whom they call “Associates,” to hawk their prod-
ucts on its Web site. For many of these associates, Amazon.com became their source of livelihood.5

The Internet has also changed business-to-business commerce.

Example. Companies have used the Internet to reconfigure their relationships with corporate
customers. Take the case of Cisco Systems, the Silicon Valley company, which supplied the hard-
ware—routers, servers, switches, etc.—that was at the heart of communication networks. In
2005, virtually all of sales revenues of Cisco came from unassisted transactions from its Web
site. To quote Bruce Judson: “Cisco’s Web site allows customers to configure products with com-
plex features, with its ‘intelligent configurator’ software rejecting orders where specific compo-
nents would be incompatible with other parts. Inaccuracies on orders processed through the In-
ternet have actually dropped from more than 25 percent before this automated system existed to
less than one-tenth of a percent now. Annual savings from Cisco’s site, which reflect the other
administrative efficiencies in addition to the elimination of order errors, are estimated at over
$250 million a year, and the absence of errors has also allowed Cisco to improve delivery time by
three days. For Cisco, the Internet has meant faster service, quicker production cycles, and sav-
ings.”6

The impact of the Internet on the world of business has been significant. What, then, has

been the Internet’s impact on management controls within an organization? Management con-

trol systems involve information, and organizations require an infrastructure to process that

information. The Internet provides that infrastructure, making the processing of information

5Amazon.com, Annual Reports and Web site.
6Bruce Judson, Hyper Wars (New York: Scribner, 1999), p. 93.
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easier and faster, with fewer errors. On the Web, a manager can collect huge amounts of data,

store that data, analyze it in different forms, and send it to anyone in the organization. Man-

agers can also use this information to customize and personalize their reports.

The Internet facilitates coordination and control through the efficient and effective pro-

cessing of information, but the Internet cannot substitute for the fundamental processes that

are involved in management control. This is because implementing strategies through man-

agement controls is essentially a social and behavioral process and thus cannot be fully au-

tomated. The availability of electronic access to databases contributes little to the judgment

calls required to design and operate an optimal control system. Such judgments involve

1. Understanding the relative importance of the various, and sometimes competing, goals that

drive individuals to act (e.g., personal achievement versus collective achievement, value cre-

ation for customers and shareholders rather than for oneself).

2. Aligning various individual goals with those of the organization.

3. Developing specific objectives by which business units, functional areas, and individual de-

partments will be judged.

4. Communicating strategy and specific performance objectives throughout the organization.

5. Determining the key variables to be measured in assessing an individual’s contribution to

strategic goals.

6. Evaluating actual performance relative to the standard and making inferences as to how

well the manager has performed.

7. Conducting productive performance review meetings.

8. Designing the right reward structure.

9. Influencing individuals to change their behavior.

In sum, although the Internet has vastly improved information processing, the fundamen-

tal elements of management control—what information to collect and how to use it—are es-

sentially behavioral in nature and thus not amenable to a formula approach.

Road Map for the Reader

This book is organized into three parts, each of which is described briefly here.

The Management Control Environment (Part 1)

Management control primarily involves the implementation of strategies. As background,
therefore, we describe generic types of organization strategies in Chapter 2.

In Chapter 3, we describe some of the characteristics of organizations that affect the man-
agement control process, focusing primarily on the behavior of individuals within an organiza-
tion.
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In Chapters 4, 5, 6, and 7 we define and describe different types of responsibility centers,
and discuss the considerations involved in assigning financial responsibility to various organi-
zational subunits. (The incorporation of nonfinancial measures into management control sys-
tems is discussed in Part 2 of the book, primarily in Chapter 11.)

Chapter 4 introduces the basic concept of responsibility centers. A responsibility center is an

organization unit headed by a manager who is responsible for its activities. Each responsibility
center has inputs and outputs. Inputs are the resources that the responsibility center uses in
doing whatever it does. Outputs are the results of the center’s work. Technically, these outputs
are products, but they are not necessarily products sold to outside customers. Services ren-
dered by one responsibility center to another are also products. Responsibility centers can be
classified according to the degree to which their inputs and outputs can be measured in mone-
tary terms.

Chapter 4 describes expense centers and revenue centers. In an expense center, inputs are

measured as monetary costs, but outputs either are not measured at all or are measured in quan-

titative, nonmonetary terms. In an expense center the manager is responsible primarily for ex-
pense control. There are two types of expense centers. In an engineered expense center, actual
costs are compared with standard costs to determine how efficiently the center has operated. In
a discretionary expense center, there is no way to determine reliable standard costs, and ex-
penses vary at the discretion of the manager and his or her superiors. The efficiency of a discre-
tionary expense center cannot be measured.

In a revenue center, revenues are measured in monetary terms, but expenses are not matched

with these revenues. Branch sales offices are often revenue centers. A comparison of budgeted
and actual revenues indicates the effectiveness of the revenue center.

Chapter 5 deals with profit centers, in which both revenues and the expenses associated with

generating these revenues are measured; the difference between them is profit. Actual profit com-
pared with budgeted profit is a measure of the manager’s efficiency.

If a profit center provides outputs to other responsibility centers, or if it receives inputs from
other responsibility centers, prices must be established for these outputs and inputs. These
prices are called transfer prices, as distinguished from market prices, that is, those charged to

outside customers. Developing transfer prices in a way that facilitates management control is
discussed in Chapter 6.

In Chapter 7, we discuss investment centers, in which both profit and the investment (i.e., the

assets) used in carrying out that center’s responsibility are measured. The return on investment
is the broadest measure of the manager’s efficiency and effectiveness.

The Management Control Process (Part 2)

Much of the management control process involves informal interactions between one man-
ager and another or between a manager and his or her subordinates. Informal communica-
tions occur by means of memoranda, meetings, conversations, and even by facial expressions.
Recently the term management by walking around has come to signify the importance of this
information. The informal interactions take place within a formal planning and control sys-
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tem. Such a system includes the following activities: (1) strategic planning, (2) budget prepa-
ration, (3) execution, and (4) evaluation of performance. Each activity leads to the next, in a
regular cycle. Collectively, they constitute a closed loop.

In Chapter 8, we discuss strategic planning, which is the process of deciding on the major

programs that the organization will undertake to implement its strategies and the approxi-

mate amount of resources that will be devoted to each. The output of the process results in a
document called the strategic plan (or, in some companies, the long-range plan). Strategic
plans cover a period that extends over several years (typically three or five). In a profit-
oriented company each principal product or product line is a program. In a nonprofit orga-
nization the principal services that the organization provides are its programs.

Strategic planning is the first step in the management control cycle. In a company that uses
a calendar year, the planning usually takes place in the spring or summer of the year that pre-
cedes the budget year. At that time decisions are made that take account of any changes in
strategies that have occurred since the last strategic plan was developed.

Budget preparation is discussed in Chapter 9. An operating budget is the organization’s plan

for a specified time period, usually a year. The budget represents a fine-tuning of the strategic
plan, incorporating the most current information. In the budget, revenues and expenses are re-
arranged from programs to responsibility centers; thus, the budget shows the expenses that
each manager is expected to incur. The process of preparing the budget is essentially one of
negotiation between the managers of each responsibility center and their superiors. The end
product of these negotiations is an agreed-upon statement of the anticipated expenses for the
coming year (if the responsibility center is an expense center), or the planned profit or expected
return on investment (if the responsibility center is a profit center or an investment center).

In Chapters 10, 11, and 12 we discuss performance measurement, performance evaluation,
and management compensation.

During the year, managers execute the program or part of a program for which they are re-
sponsible and also report on what has happened in the course of fulfilling that responsibility.

Ideally, reports are structured so that they provide information about both programs and re-
sponsibility centers. Reports on responsibility centers may show budgeted and actual informa-
tion, financial and nonfinancial performance measures, and internal and external information.
These reports keep managers at higher levels informed about the status of the various pro-
grams in their charge and also help to ensure that the work of the various responsibility cen-
ters is coordinated.

The managers’ reports also are used as a basis for control. The process of evaluation is a com-

parison of actual expenses and those that should have been incurred under the circumstances.

If the circumstances assumed in the budget process are unchanged, the comparison is between
budgeted and actual amounts. If circumstances have changed, these changes are taken into ac-
count. Ultimately, the analysis leads to praise or constructive criticism of the responsibility
center managers.

Chapter 10 deals with the analysis and evaluation of financial performance measures.
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Chapter 11 expands the focus of performance evaluation to discuss the incorporation of nonfi-
nancial measures and to consider the design of a balanced scorecard, incorporating both finan-
cial and nonfinancial measures. This chapter also contains a discussion of interactive controls—

the use of management control information (especially the nonfinancial variety) in developing
new strategies.

Chapter 12 describes the considerations involved in designing management incentive com-
pensation plans to induce goal congruence.

Variations in Management Control (Part 3)

The chapters in Part 2 describe the typical management control process. In Part 3 we describe
several variations from this pattern: differentiated controls for differentiated strategies (Chap-
ter 13), service organizations (Chapter 14), and multinational organizations (Chapter 15).

The final chapter (Chapter 16) describes the management control of projects. This differs
somewhat from the management control of ongoing operations, which has been our focus up to
this point.

Summary

A system is a prescribed way of carrying out any activity or set of activities. The system used
by management to control the activities of an organization is called the management control
system. Management control is the process by which managers influence other members of the
organization to implement the organization’s strategies. Management control is facilitated by
a formal system that includes a recurring cycle of activities.

Management control is one of three planning and control functions that are present in al-
most every organization. The other two are strategy formulation, the largely unsystematic
process of identifying threats and opportunities and deciding on new strategies in response;
and task control, the process of ensuring that specified tasks are carried out effectively and ef-
ficiently.

The book is divided into three parts. Part 1 discusses the control environment in an organi-
zation. Control is exercised by managers who supervise responsibility centers. Part 2 describes
the management control process, which consists of a set of regularly recurring activities:
strategic planning, budget preparation, execution, and performance evaluation. Part 3 de-
scribes control systems that depart from the typical pattern.
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Case 1-1

Nucor Corporation (A)
We are a cyclical business. . . . Basically when you are at the peak of the cycle—times are
good, interest rates are low, people are building—our margins increase. When we go to the
trough, of course, the margins are squeezed. But over the last 25 years Nucor has never had
a losing quarter. Not only a losing quarter, we have never had a losing month or a losing
week.1

John D. Correnti, President and CEO, Nucor

In 1998 Nucor was a Fortune 500 company with 6,900 employees and sales of $4.3 billion in
steel and steel-related products. Its chairman, F. Kenneth Iverson, had headed the company for
more than 30 years. During his tenure, the steel industry faced a number of problems, includ-
ing foreign competition, strained labor relations, and slowed demand for steel (related in part
to the substitution of alternative materials). Despite these industry challenges, Nucor’s sales
during Iverson’s tenure grew at an annual compound rate of about 17 percent per annum. Se-
lected comparative financial data are shown in Exhibit 1. In different years, both Iverson and
Nucor CEO John Correnti were named Steelmaker of the Year by New Steel magazine.

EXHIBIT 1 Selected Financial Data 1993–1997

Return on Equity Debt/ 5-Year Sales Profit 
Sales 1997 (5-year average) % Capital % Growth % Margin % 

($ in billions) 1993–1997 1997 1993–1997 1997

Nucor $4.1 18% 7% 23% 8%
Texas Industries* 
(parent of 
Chaparral Steel) 1.0 12 22 12 8
National Steel† 3.1 7 27 6 7
USX-US Steel† 6.8 10 21 7 6
Bethlehem Steel† 4.7 Deficit 28 3 Deficit
LTV† 4.3 11 18 3 1
Northwestern Steel* 0.6 2 71 7 Deficit
Industry Median $1.9 10% 30% 8% 3%

*Mini-mill.
†Integrated steel producer.
Source: Forbes, January 12, 1998, pp. 196–97.

This case was prepared by Vijay Govindarajan. The cooperation and help provided by F. Kenneth Iverson, chairman,

Nucor Corporation, in preparing this case study is greatly appreciated. Copyright © Dartmouth College.
1Richard Franklin, “An Interview with John D. Correnti, President and CEO, Nucor Corporation,” The Wall Street Corporate

Reporter, September 9–15, 1996, pp. 19–20.
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History

Nucor traced its origins to auto manufacturer Ransom E. Olds, who founded Oldsmobile and,
later, Reo Motor Cars. Through a series of transactions, the company Olds founded eventually
became the Nuclear Corporation of America, a company involved in the nuclear instrument
and electronics business in the 1950s and early 1960s.

The firm suffered several money-losing years and in 1965, facing bankruptcy, installed 39-
year-old Ken Iverson as president.

Iverson had a bachelor’s degree in aeronautical engineering from Cornell and a master’s de-
gree in mechanical engineering from Purdue. He began his professional career as a research
physicist and held several technical and management positions in the metals industry. He
joined Nuclear Corporation of America as a vice president in 1962 and was appointed presi-
dent three years later.

Iverson focused the failing company on two businesses: making steel from recycled scrap
metal and fabricating steel joists for use in nonresidential construction. In 1972 the firm
changed its name to Nucor Corporation. By 1998 it had become America’s second-largest steel
maker.

Operations

Nucor located its diverse facilities in rural areas across the United States, establishing strong
ties to its local communities and its work force.As a leading employer with the ability to pay top
wages, it attracted hard-working, dedicated employees. These factors also allowed Nucor to se-
lect from among competing locales, siting its operations in states with tax structures that en-
couraged business growth and regulatory policies that favored the company’s commitment to
remaining union-free. By 1998 Nucor and its subsidiaries consisted of nine businesses, with 25
plants. These businesses included the following:

Nucor Steel
Products: steel sheet, bars, angles, light structural carbon and alloy steels
Plants: Darlington, S.C.; Norfolk, Nebr.; Jewett, Tex.; Plymouth, Utah; Crawfordsville, Ind.;
Hickman, Ark.; Mt. Pleasant, S.C.

Nucor-Yamato Steel Company
Products: wide-flange steel beams, pilings, heavy structural steel products
Plant: Blytheville, Ark.

Vulcraft
Products: steel joists, joist girders and steel deck for building construction
Plants: Florence, S.C.; Norfolk, Nebr.; Fort Payne, Ala.; Grapeland, Tex.; Saint Joe, Ind.;
Brigham City, Utah

Nucor Cold Finish
Products: cold-finished steel products for shafting, precision machined parts
Plants: Norfolk, Nebr.; Darlington, S.C.; Brigham City, Utah

Nucor Fastener
Products: standard steel hexhead cap screws, hex bolts, socket head cap screws
Plants: Saint Joe, Ind.; Conway, Ark.
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Nucor Bearing Products, Inc.
Products: unground and semi-ground automotive steel bearings, machined steel parts
Plant: Wilson, N.C.

Nucor Building Systems
Products: metal buildings, metal building components
Plants: Waterloo, Ind.; Swansea, S.C.

Nucor Grinding Balls
Products: steel grinding balls used by the mining industry to process ores
Plant: Brigham City, Utah

Nucor Wire
Products: stainless steel wire
Plant: Lancaster, S.C.

Strategy

Nucor’s strategy focused on two major competencies: building steel manufacturing facilities
economically and operating them productively. The company’s hallmarks were continuous in-
novation, modern equipment, individualized customer service, and a commitment to producing
high-quality steel and steel products at competitive prices. Nucor was the first in its industry
to adopt a number of new products and innovative processes, including thin-slab cast steel,
iron carbide, and the direct casting of stainless wire.

In 1998 Nucor produced a greater variety of steel products than did any other steel company
in the United States—both low-end (non-flat) steel, such as reinforcing bar, and high-end (flat)
steel, including motor lamination steel used in dishwashers, washers, and dryers, as well as
stainless steel used in automotive catalytic converters and exhaust systems.

Nucor’s major customer segments were the construction industry (60 percent), the automo-
tive and appliance industries (15 percent), and the oil and gas industries (15 percent), with the
remaining 10 percent divided among miscellaneous users. All the company’s low-end steel
products (50 percent of its total output) were distributed through steel service centers. Its
high-end products (the other 50 percent) were sold directly to original equipment manufactur-
ers (OEMs), fabricators, or end-use customers.

Nucor’s ratio of debt to total capital was not allowed to exceed 30 percent. In 1997 that ratio
was 7 percent. The company did not believe in acquisitions or mergers, choosing instead to
commit to internally generated growth. It had no plans to diversify beyond steel and steel-re-
lated products.

Organization Structure

Compared to the typical Fortune 500 company with 10 or more management layers, Nucor’s
structure was decentralized, with only the four management layers, illustrated below:

Chairman / Vice Chairman / President

Vice President / Plant General Manager

Department Manager

Supervisor
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“We have a very flat organization structure,” said president and CEO John Correnti. “The
standard joke in the company is if you are a janitor and you get five promotions, you have Cor-
renti’s job. If you take a typical organization chart, it is the typical pyramid. You take our com-
pany, you turn the pyramid upside down; 6,800 people do not work for me, I work for 6,800 peo-
ple.”2

In 1998 Nucor’s board of directors had only six members: the current chairman, president,
and chief financial officer, and three retired Nucor executives. Only 22 employees (including
clerical staff) worked at the corporate head office, which was located in an unassuming of-
fice building across the street from a shopping mall. All other employees worked in one of
the company’s 25 plants, each of which employed, on average, between 250 and 300 people.

The general manager at each plant was granted considerable autonomy, essentially oper-
ating the facility as an independent business. Each plant could source its inputs either from
another Nucor plant or from the outside market. With the day-to-day decisions being made
on site and the lines of communication to employees kept open and informal, problems could
be solved quickly without having to wait for decisions from headquarters. “We are honest-to-
God autonomous,” said the general manager of one plant. “That means that we duplicate ef-
forts made in other parts of Nucor. The company might develop the same computer program
six times. But the advantages of local autonomy are so great, we think it is worth it.”3 One
such advantage, noted Iverson, was greater operating efficiency. “None of our divisions are in
the same town as our Charlotte, North Carolina, headquarters,” he said. “If any of them
were, us headquarters types would always be over there making suggestions and wasting
their time with our opinions. A general manager running a division in Charlotte would feel
like he was living with his mother-in-law.”4

Other remarks by Iverson provided insight into the company’s tolerance for experimenta-
tion and willingness to take risks: “We try to impress on our employees that we are not King
Solomon. We use an expression that I really like: ‘Good managers make bad decisions.’ We be-
lieve that if you take an average person and put him in a management position, he’ll make 50
percent good decisions and 50 percent bad decisions. A good manager makes 60 percent good
decisions. That means 40 percent of those decisions could have been better. We continually tell
our employees that it is their responsibility to the company to let the managers know when
they make those 40 percent decisions that could have been better. . . . The only other point I’d
like to make about decision making is, don’t keep making the same bad decisions.”5

In a 1998 interview, Iverson said that “management can’t be effective without taking some
amount of risk. A group of us were just recently thinking about the pluses and minuses of sink-
ing millions of dollars into a new process for pickling steel, removing all the rust before finish-
ing it. Right now, that’s done by using acid. But maybe it can be done better, faster, cheaper elec-

2Ibid., p. 20.
3Ken Iverson, Plain Talk (New York: John Wiley & Sons, 1998), p. 27.
4Ibid., p. 37.
5F. Kenneth Iverson, “Effective Leadership: The Key Is Simplicity,” in Y. K. Shetty and V. M. Buchler, eds., The Quest for Compet-

itiveness (New York: Quorum Books, 1991), p. 287. Quoted in Pankaj Ghemawat and Henrions J. Stander, “Nucor at Cross-

roads,” Harvard Business School Case, 1984, pp. 8–9.
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trolytically. . . . I can’t stand it when there are not strange ideas (like this one) floating around
the company.”6

Human Resource Policies

Nucor was very selective in recruiting employees and was able to choose from a large applicant
pool. Noted Iverson, “Darlington [S.C.] needed eight people, and we put a little ad in the county
weekly newspaper that said, ‘Nucor Steel will take some applications on Saturday morning at
8:30 for new employees.’ When we went out there for the interviewing, there were 1,200 people
lined up in that plant. We couldn’t even get into the plant to get to the personnel depart-
ment. . . . Finally, we called the state police and said, “You’ve got to do something. We’ve got a
traffic jam out here.’ And the cop on duty said, ‘We can’t do it, because we’ve got three people
out there applying for jobs ourselves!’ ”7

Employee relations at Nucor were based on four principles:

1. Management is obligated to manage Nucor in such a way that employees will have the op-
portunity to earn according to their productivity.

2. Employees should feel confident that if they do their jobs properly, they will have a job to-
morrow.

3. Employees have the right to be treated fairly.

4. Employees must have an avenue of appeal when they believe they are being treated un-
fairly.

As part of its commitment to fairness, Nucor had a grievance procedure that allowed any
employee to ask for a review of a grievance if he or she felt the supervisor had not provided a
fair hearing. The grievance could move up to the general manager level and, if the employee
was still not satisfied, could be submitted to headquarters management for final appeal.

General managers were required to hold annual dinners with every employee, meeting with
groups of 25 to 100 at a time. These meetings gave employees a chance to discuss problems re-
lating to scheduling, equipment, organization, and production.The ground rules were simple:All
comments were to be business related and not involve personalities, and all criticism was to be
taken under advisement by management for decisive action. Like traditional New England town
meetings, the format was free and open. Topics varied widely from year to year, and sometimes
the sessions lasted well beyond midnight.

Another key aspect of Nucor’s relationship with its workers was its commitment not to lay
off or furlough employees in periods when business was down. Instead of reducing the work
force during recessionary periods (as was the usual industry practice), Nucor would reduce the
work week. A former employee of an integrated steel company said, “At Nucor, the cold-mill
manager says that almost all of the improvements have come from operators and operating su-
pervisors. At my former plant, operators are reluctant to suggest improvements for fear of re-
ducing or eliminating another worker’s job.”8

6“The Art of Keeping Management Simple,” interview with Ken Iverson, Harvard Management Update, May 1998, p. 7.
7Ibid., p. 42.
8Anthony Edwards, “How Efficient Are Our Work Practices?” New Steel, July 1996, p. 31.
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Nucor’s labor force was not unionized. An employee at Nucor Steel in Hickman, Arkansas,
presented the majority view: “Why is Nucor nonunion? I see two main reasons. First, it’s just
not needed. Nucor takes very good care of its employees. Its pay and benefits package is top-
notch. No one has been capriciously fired. There are no layoffs. Nucor listens to its employees
through monthly crew meetings, annual dinners, and employee surveys. We just don’t need
union mediators. . . . The second reason is that we all work together. We don’t need divisiveness.
We don’t need adversaries. We can talk among ourselves and work out our own problems.”9

Iverson noted the effectiveness of this approach: “People like to work here. For example, the
last time we had a union organizer in Darlington, we had to send management out to protect
the union guy passing out the pamphlets.”10

Compensation

Nucor provided employees with a performance-related compensation system. All employees
were covered under one of four compensation plans, each featuring incentives for meeting spe-
cific goals and targets.

1. Production Incentive Plan

This covered most Nucor workers. Under this plan, employees directly involved in manufactur-
ing were paid weekly bonuses based on actual output in relation to anticipated production ton-
nages produced. The bonuses were paid only for work that met quality standards and were
pegged to work group, rather than individual output. (Each work group contained 25 to 40 work-
ers.) Once the standard output was determined, it was not revised unless there was a significant
change in the way a production process was performed due to a source other than the workers
in the bonus group. Bonuses were tied to attendance and tardiness standards. If one worker’s
tardiness or attendance problems caused the group to miss its weekly output target, every mem-
ber of the group was denied a bonus for that week. “This bonus system is very tough,” said Iver-
son. “If you are late, even only five minutes, you lose your bonus for the day. If you are thirty min-
utes late or you are absent for sickness or anything else, you lose your bonus for the week. Now,
we have four forgiveness days per year when you might need to close on a house or your wife is
having a baby, but only four.”11

Maintenance personnel were assigned to each shift, and they participated in the bonus along
with the other members operating on that shift; no bonus was paid if equipment was not oper-
ating. Production supervisors were also a part of the bonus group and received the same bonus
as the employees they supervised. The weekly output by, and bonus for, each work group were
displayed at the front entrance to the factory. While there were no upper caps, the production
incentive bonus, in general, averaged 80 to 150 percent of the base wage.

Iverson gave an example of how this plan worked: “In the steel mills, there are nine bonus
groups: three in melting and casting, three in rolling, and three in finishing and shipping. Take
melting and casting, for example. We start with a base of 12 tons of good billets per hour: Above

9 Claude Riggin, “Freedom and a Hell of a Lot More at Nucor,” Newsfront column, New Steel, July 1996.
10 “Steel Man Ken Iverson,” Inc, April 1986, pp. 41–42.
11 Ibid., pp. 44–45.
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that, the people in the group get a 4 percent bonus for every ton per hour. So if they have a week
in which they run, say, 32 tons per hour—and that would be low—that’s an 80 percent bonus.
Take the regular pay, the overtime pay, everything, multiply it by an additional 80 percent—
and we give them that check along with their regular check the next week.”12

2. Department Manager Incentive Plan

Nucor’s department managers oversaw the production supervisors and, in turn, reported di-
rectly to the general manager of their plant. They earned an annual incentive bonus based on
the performance of the entire plant to which they belonged. The targeted performance criterion
here was return on assets. Every plant operated as a stand-alone business unit. All the plants
had the same performance target: a return of 25 percent or better on the assets employed within
that plant. In recent years, bonuses averaged 82 percent of base salary.

3. Non-Production and Non-Department Manager Incentive Plan

All employees not on the Production Incentive Plan or the Department Manager Incentive
Plan—including accountants, engineers, secretaries, clerks, and receptionists—received a bonus
based primarily on each plant’s return on assets. It could total over 25 percent of an employee’s
base salary. Every month each plant received a chart showing its return on assets on a year-to-
date basis. This chart was posted in the employee cafeteria or break area together with another
chart that showed the bonus payout; this kept employees appraised of their expected bonus lev-
els throughout the year.

4. Senior Officers Incentive Plan

The designation “senior officers” included all corporate executives and plant general managers.
Nucor senior officers did not have employment contracts, nor did they participate in any profit
sharing, pension, or retirement plans. Their base salaries were lower than those received by ex-
ecutives in comparable companies. Senior officers had only one incentive compensation system,
based on Nucor’s return on stockholders’ equity above certain minimum earnings. A portion of
pretax earnings was placed into a pool that was divided among the officers. If Nucor did well, the
officers’ bonuses, in the form of stock (about 60 percent) and cash (about 40 percent), could
amount to several times their base salaries. If Nucor did poorly, an officer’s compensation was
only base salary and, therefore, significantly below the average pay for this level of responsibility.

During a slack period in the 1980s, Iverson was named the Fortune 500 CEO with the lowest
compensation. He saw this as an honor. “When I walked through a plant during that period of
time when we had to cut back to a four-day work week, or even three-and-a-half days, I never
heard an employee who complained,”he said.“His pay may have been cut 25 percent,but he knew
that his department head was cut even more and that the officers were cut, percentagewise, even
more than that. I call it our ‘share-the-pain’ program. . . . I think in 1980 I earned $430,000. In
1982, I earned $108,000. Management should take the biggest drop in pay because they have the
most responsibility.”13

12Ibid.
13Ibid., p. 44.



26 Chapter One The Nature of Management Control Systems

Information Systems

Every week each plant sent data to headquarters on the following six operations-related vari-
ables: bids, orders, production, backlog, inventory, and shipments. Taken together, these num-
bers provided a snapshot of the plant’s basic operations. The figures for all 25 plants were
pulled together onto one 8.5" * 11" sheet of paper. Each plant also submitted a second weekly
report comparing the numbers on the six variables for the current week with those for the pre-
vious week, and the numbers for the most recent 13-week period with those for the corre-
sponding period in the previous year. This second group of data from all 25 plants was compiled
in a four-page report. Thus, all weekly data for the 25 plants were pulled together onto just five
sheets of paper for corporate review.

Each plant also submitted a monthly report comparing actual to budgeted figures for sales
revenue, costs, contribution, and return on assets employed.

Iverson made the following observations regarding the design of Nucor’s information sys-
tems: “We don’t look over the shoulders of our general managers and we don’t ask them to sub-
mit voluminous reports explaining their actions. But that doesn’t mean we are not paying at-
tention. Delegation without information is suicide. . . . In short, while we work hard to get the
information we need, we’ve worked just as hard to keep our reports streamlined and ourselves
free of ‘information overload.’ A lot of managers seem to miss the link between information
overload and their compulsion to overcontrol their operations. But the connection is really ob-
vious. Too much information puts you in the same position as too little information—you don’t
know what’s going on. And when you don’t know what’s going on, it is hard to stay out of your
people’s hair. It’s hard to tell them ‘trust your instincts,’ and really mean it.”14

All the plant general managers met as a group with headquarters management three times
a year—in February, May, and November—to review each plant’s performance and to plan for
the months and years ahead. In addition, detailed performance data on each plant were dis-
tributed to all plant managers on a regular basis. Plant general managers and machine oper-
ators also commonly visited each other’s mills.

Benefits

Nucor took an egalitarian approach toward employee benefits. Senior executives did not enjoy
such traditional perquisites as company cars, corporate jets, executive dining rooms, or execu-
tive parking places. “Our corporate dining room is the deli across the street,” remarked Iver-
son.15 All employees traveled in economy class, including Ken Iverson. Certain benefits, such as
Nucor’s profit-sharing and scholarship programs, its employee stock purchase plan, and its ser-
vice awards, were not available to Nucor’s officers. All employees had the same holidays, vaca-
tion schedules, and insurance programs, and all, including the CEO, wore the same green hard
hats. (In a typical manufacturing company, people wore different colored hats in accordance

14Iverson, Plain Talk, pp. 37–39.
15Ibid., p. 59.
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with status or seniority, and the CEO’s often was gold-plated!) Every Nucor annual report con-
tained the names of every employee listed alphabetically on the front cover.

The company maintained a profit-sharing plan for employees below the officer level, con-
tributing a minimum of 10 percent of Nucor’s pretax earnings each year. Of this amount, ap-
proximately 15 to 20 percent was paid out to employees in March of the following year as cash
profit sharing. The remainder was placed in trust and allocated to employees based on their
earnings as a percentage of the total earnings paid throughout Nucor. The employees them-
selves made no contributions to this plan. They became fully vested after seven full years of
service and received payment when they retired or terminated employment with Nucor. In the
1990s, several employees had more than $300,000 in the trust.

Nucor had a monthly stock purchase plan featuring a 10 percent Nucor matching contribu-
tion, and a 401(k) retirement savings plan that included a matching contribution of 5 to 25 per-
cent of the employee’s contribution based on Nucor’s return on shareholders’ equity. Addition-
ally, employees received five shares of Nucor common stock for each five years of continuous
service as well as standard medical, dental, disability, and life insurance coverage and stan-
dard vacation and holiday packages.

Nucor’s benefit program also attested to the company’s commitment to education. On-the-
job training was a matter of policy, with employees being taught to perform multiple functions.
The Nucor Scholarship Fund provided awards of up to $2,200 a year for up to four years to em-
ployees’ children who pursued higher education or vocational training past high school. In
1996 the plan covered more than 600 students attending some 200 different learning institu-
tions. According to Correnti, these scholarships cost Nucor about $1.3 million a year but cre-
ated a priceless reservoir of good will. “This gets Nucor around the dinner table at night,” he
said. “It creates loyalty among our employees. . . . Our turnover is so miniscule we do not even
measure it.”16

Nucor encouraged employees to recruit their friends and relatives to work for the company.
As an industry observer remarked, “In fact, for existing employees, Nucor often means
Nephews, Uncles, Cousins, and Other Relatives.”17

Technology

Nucor did not have a formal R&D department, a corporate engineering group, or a chief tech-
nology officer. Instead, it relied on equipment suppliers and other companies to do the R&D,
and they adopted the technological advancements they developed—whether in steel or iron
making, or in fabrication. Teams composed of managers, engineers, and machine operators de-
cided what technology to adopt.

Integrated steel companies produced steel from iron ore using blast furnaces. Nucor suc-
cessfully adopted the “mini-mill” concept—first developed in Europe and Japan—in the plant
it built in Darlington, South Carolina, in 1969. Unlike integrated steel companies, mini-mills

16Franklin, “An Interview with John D. Correnti,” p. 19.
17Joseph A. Maciariello, Lasting Value (New York: John Wiley & Sons, 2000), pp. 140–41.
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did not start with iron ore; instead, they converted scrap steel into finished steel using small-
scale electric furnaces. Nucor purchased its scrap requirements from third-party agents at
open market prices. For the non-flat, commodity segment of the steel industry (reinforcing bar
for construction and rods for pipe, rail, and screws), mini-mills had a cost advantage over inte-
grated steel producers, eventually driving the latter out of the low end of the steel industry.

Until the mid-1980s, however, mini-mills could not produce the flat steel products required
by automotive and appliance customers, and this high-end market was monopolized by the in-
tegrated steel producers. Then, in 1987, Nucor made history by building the first mini-mill that
could make flat steel (in Crawfordsville, Indiana), thus gaining entry into the premium seg-
ment of the steel industry.

At its Crawfordsville facility, Nucor gambled on the thin-slab casting technology developed
by SMS Schloemann-Siemag, a West German company. Staff engineers from more than 100
steel companies visited SMS to explore this technology, which had been demonstrated in a
small pilot but not yet proven commercially. But Nucor adopted the process first, obtaining the
rights from SMS by signing a nonexclusive contract with an additional technology flow-back
clause. Nucor’s investment in the Crawfordsville plant represented approximately five times
the company’s 1987 net earnings and virtually equaled the stockholders’ total equity in the
company that year!

By 1997 Nucor had built two more mini-mills (in Hickman, Arkansas, and Charleston,
South Carolina), both using the thin-slab casting process to produce flat-rolled sheet steel. The
first competitive facility to make thin-slab-cast flat-rolled steel did not appear until 1995—

eight years after Nucor’s pioneering effort.
In 1987 Nucor’s pursuit of technical excellence had led to the establishment of Nucor-Yam-

ato Steel Company, a facility jointly owned by Nucor and Yamato Kogyo of Japan, which oper-
ated a structural steel mill in the United States that used its own continuous-casting technol-
ogy.

Several years later, Nucor became concerned that mini-mill start-ups by several other com-
panies would significantly increase the price of scrap steel or even cause scrap to become
wholly unavailable. To guard against that possibility, the company established a plant in

Trinidad, West Indies, in 1994. This plant successfully adopted a commercially unproven tech-
nology to make iron carbide, a substitute for scrap steel, which it supplied to the flat-rolled

plant in Crawfordsville. However, in 1998 Nucor concluded that the iron carbide supplied by
the Trinidad facility was uneconomical and closed the facility.

In addition to developing new plants, Nucor was committed to continuously modernizing its
existing ones. Its philosophy was to build or rebuild at least one mill every year, in the latter
case rebuilding entirely rather than just “put(ting) new pipes in parts of the old mill.” In build-
ing new plants or rebuilding existing plants, the company did not rely on outside contractors,
but instead handed the responsibility for design and construction management to a small
group of engineers selected from existing Nucor facilities. For example, when it decided to add
a second rolling mill at Nucor-Yamato in Blytheville, Arkansas, it assigned the meltshop su-
pervisor in the first mill to coordinate the design and construction of the meltshop in the sec-
ond mill. As Greg Mathis, this meltshop supervisor, observed, “They put it all on my shoul-
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ders—the planning, the engineering, the contracting, the budgets. . . . I mean, we are talking
about an investment of millions of dollars and I was accountable for all of it. It worked out fine
. . . because my team and I knew what not to do from our experience running the meltshop on
the first line.”18

Further, the actual construction of the plant was done by workers from the local area, who
were aware that they would subsequently be recruited to operate the mills as well.

Iverson explained the rationale behind this approach to technology management: “We accept
that roughly half of our investments in new ideas and new technologies will yield no usable re-
sults. . . . Every Nucor plant has its little storehouse of equipment that was bought, tried, and
discarded. The knowledge we gather from our so-called ‘failures’ may lead us to spectacular
success. . . . We let employees invest in technology. People in the mills identify and select most
of the technology. Technology is advancing too quickly on too many fronts. No small group of
executives can possibly keep fully informed.”19

In 1991 President Bush awarded Iverson the National Medal of Technology, America’s high-
est award for technological achievement and innovation.

Future

For Iverson, the national medal was not a culmination but a signpost along the way. “Our
biggest challenge (in the future) is to continue to grow the company at 15–20 percent per year,
and to keep earnings parallel with this growth,” he said. “Business is like a flower: You either
grow or die.”20

Questions

1. Why has Nucor performed so well?

a. Is Nucor’s industry the answer?
b. Is it the “mini-mill” effect?
c. Is it market power (scale economies)?
d. Is it a distribution channel advantage?
e. Is it a raw material advantage?
f. Is it a technology advantage?
g. Is it a location advantage?
h. Is it the result of an entrenched brand name?
i. Is it Nucor’s choice of a unique strategy?
j. Is it Nucor’s ability to execute its strategy?

2. What are the most important aspects of Nucor’s overall approach to organization and con-
trol that help explain why this company is so successful? How well do Nucor’s organization
and control mechanisms fit the company’s strategic requirements?

18Ibid., pp. 89–90.
19Ibid., pp. 5, 96, 150.
20“The Art of Keeping Management Simple,” Interview with Ken Iverson.
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3. A crucial element of Nucor’s success is its ability to mobilize two types of knowledge: plant
construction and start-up know-how; and manufacturing process know-how. What mecha-
nisms does Nucor employ to manage knowledge effectively?

a. What mechanisms help the company accumulate these two types of knowledge in indi-
vidual plants?

b. What mechanisms exist within the company to facilitate sharing this knowledge
among its 25 plants?

c. How does Nucor transfer knowledge to a greenfield, start-up operation?
4. Nucor repeatedly has demonstrated the ability to be a successful first mover in the adoption

of new technology. How does the company’s approach to organization and control contribute
to this first-mover advantage?

5. Would you like to work for Nucor?

6. Why have competitors not been able to imitate Nucor’s performance so far?
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Case 1-2

Wal-Mart Stores, Inc.
Founded by Sam Walton, the first Wal-Mart store opened in Rogers, Arkansas, in 1962. Seven-
teen years later, annual sales topped $1 billion. By the end of January 2005, Wal-Mart Stores,
Inc. (Wal-Mart) was the world’s largest retailer, with $288 billion in sales. (See Exhibit 1 for
comparative financial data.) In 1995, Wal-Mart sold no grocery; by 2005, the company was the
market leader among supermarkets in the U.S. Wal-Mart was the largest private-sector em-
ployer in the world. The information technology that powered Wal-Mart’s supply chain and lo-
gistics was the most powerful, next only to the computer capability of the Pentagon. The com-
pany owned over 20 aircrafts—which were used by managers to travel to its stores in far-flung
locations. The number of miles flown by Wal-Mart managers in the company-owned aircrafts
would place Wal-Mart on par with a medium-sized commercial airline. Wal-Mart had the
largest privately owned satellite communication network in the U.S. and broadcasted more
television than any network TV.1

Wal-Mart’s winning strategy in the U.S. was based on selling branded products at low cost.
Each week, about 138 million customers visited a Wal-Mart store somewhere in the world. The

This case was written by Professor Vijay Govindarajan and Julie B. Lang (T’93) of the Tuck School of Business at Dart-

mouth. © Trustees of Dartmouth College.

Sources: The Quest for Global Dominance: Transforming Global Presence into Global Competitive Advantage by

Vijay Govindarajan and Anil K. Gupta © 2001 by John Wiley & Sons, Inc. Chapter 4. What Management Is: How it

works and why it’s everyone’s business by Joan Magretta, © 2002 The Free Press. Sam Walton, Made In America: My

Story by Sam Walton, 

© 1992 Doubleday. http://www.walmart.com
1”Wal Around The World,” The Economist, December 6, 2001; and “Can Wal-Mart Conquer Markets Outside The US,” 

Financial Times, January 7, 2003.

EXHIBIT 1 Comparative Financial Data on Selected Companies

Five-Year Average: 1999–2004

Wal-Mart Home Depot Kroger Costco Target

Return on equity (percentage) 21.2 19.7 20.1 13.4 17.3
Sales growth (percentage) 11.6 13.7 4.5 11.9 6.8
Operating income growth (percentage) 11.1 15.9 (13.8) 10.0 13.3

2004 Data

Sales ($B) 288.2 73.1 56.4 48.1 46.8
As percentage of sales:

Cost of goods sold 76.3 66.6 74.7 87.5 68.7
Gross margin 22.7 33.4 25.3 12.5 31.3
Selling and administration 17.8 22.6 20.0 9.6 20.9
Operating income 5.9 10.8 1.5 2.9 7.7
Net Income 3.6 6.8 (0.2) 1.8 6.8

Inventory turnover 7.5 4.8 9.8 11.3 5.9
Return on equity (percentage) 23.2 22.1 (2.5) 12.8 15.6
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company employed more than 1.6 million associates (Wal-Mart’s term for employees) worldwide
through more than 3,700 stores in the United States and more than 1,600 units in Mexico, Puerto
Rico, Canada, Argentina, Brazil, China, Korea, Germany, and the United Kingdom. (The first in-
ternational store opened in Mexico City in 1991.) Wal-Mart also obtained a 38% controlling share
in the Japanese retail chain Seiyu in order to capture a slice of the world’s second largest market
estimated at $1.3 trillion.

In 2002, Wal-Mart was presented with the Ron Brown Award for Corporate Leadership, a
presidential award that recognizes companies for outstanding achievement in employee and
community relations. In 2004, Fortune magazine placed Wal-Mart in the top spot on its “Most
Admired Companies” list for the second year in a row.

By 2005, Wal-Mart held an 8.9% retail store market share in the United States. Put simply,
of every $100 that Americans spent in retail stores, $8.9 was spent in Wal-Mart. Procter &
Gamble, Clorox, and Johnson & Johnson were among its nearly 3,000 suppliers. Though Wal-
Mart may have been the top customer for consumer product manufacturers, it deliberately en-
sured it did not become too dependent on any one supplier; no single vendor constituted more
than 4 percent of its overall purchase volume. In order to drive up supply chain efficiencies,
Wal-Mart had also persuaded its suppliers to have electronic “hook-ups” with its stores and
adapt to the latest supply chain technologies like RFID which could increase monitoring and
management of the inventory.

Wal-Mart used a “saturation”strategy for store expansion.The standard was to be able to drive
from a distribution center to a store within a day. A distribution center was strategically placed
so that it could eventually serve 150-200 Wal-Mart stores within a day. Stores were built as far
away as possible but still within a day’s drive of the distribution center; the area then was filled
back (or saturated back) to the distribution center. Each distribution center operated 24 hours a
day using laser-guided conveyer belts and cross-docking techniques that received goods on one
side while simultaneously filling orders on the other. Wal-Mart’s distribution system was so effi-
cient that they incurred only 1.3% of sales as distribution costs compared to 3.5% for their near-
est competitor.

The company owned a fleet of more than 6,100 trailer trucks and employed over 7,600 truck

drivers making it one of the largest trucking companies in the United States. (Most competi-
tors outsourced trucking.) Wal-Mart had implemented a satellite network system that allowed

information to be shared between the company’s wide network of stores, distribution centers,
and suppliers. The system consolidated orders for goods, enabling the company to buy full
truckload quantities without incurring the inventory costs.

In its early years, Wal-Mart’s strategy was to build large discount stores in small rural
towns. By contrast, competitors such as Kmart focused on large towns with populations
greater than 50,000. Wal-Mart’s marketing strategy was to guarantee “everyday low prices” as
a way to pull in customers. Traditional discount retailers relied on advertised “sales.”

Management Systems

Each store constituted an investment center and was evaluated on its profits relative to its in-
ventory investments. Data from over 5,300 individual stores on items such as sales, expenses,
and profit and loss were collected, analyzed, and transmitted electronically on a real-time
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basis, rapidly revealing how a particular region, district, store, department within a store, or
item within a department was performing. The information enabled the company to reduce the
likelihood of stock-outs and the need for markdowns on slow moving stock, and to maximize in-
ventory turnover. The data from “outstanding” performers among 5,300 stores were used to im-
prove operations in “problem” stores.

One of the significant costs for retailers was shoplifting, or pilferage. Wal-Mart addressed
this issue by instituting a policy that shared 50 percent of the savings from decreases in a
store’s pilferage in a particular store, as compared to the industry standard, among that store’s
employees through store incentive plans.

Early in Wal-Mart’s history, Sam Walton implemented a process requiring store managers to
fill out “Best Yesterday” ledgers. These relatively straightforward forms tracked daily sales per-
formance against the numbers from one-year prior. Recalled Walton, “We were really trying to
become the very best operators—the most professional managers—that we could. . . . I have al-
ways had the soul of an operator, someone who wants to make things work well, then better, then
the best they possibly can.”2 His organization was really a “store within a store,” encouraging de-
partment managers to be accountable and giving them an incentive to be creative. Successful
experiments were recognized and applied to other stores. One example was the “people greeter,”
an associate who welcomed shoppers as they entered the store.These greeters not only provided
a personal service, their presence served to reduce pilferage.The “10-Foot Attitude” was another
customer service approach Walton encouraged.When the founder visited his stores, he asked as-
sociates to make a pledge, telling them, “I want you to promise that whenever you come within
10 feet of a customer, you will look him in the eye, greet him, and ask him if you can help him.”3

In return for employees’ loyalty and dedication, Walton began offering profit sharing in
1971. “Every associate that had been with us for at least one year, and who worked at least
1,000 hours a year, was eligible for it,” he explained. “Using a formula based on profit growth,
we contribute a percentage of every eligible associate’s wages to his or her plan, which the as-
sociate can take when they leave the company, either in cash or in Wal-Mart stock.”4 In fiscal
2005, Wal-Mart’s annual company contribution totaled $756 million.

Wal-Mart also instituted several other policies and programs for its associates: incentive
bonuses, a discount stock purchase plan, promotion from within, pay raises based on perfor-
mance not seniority, and an open-door policy.

Sam Walton, the founder of Wal-Mart, believed in being frugal. He drove an old beat-up truck
and flew economy class, despite being a billionaire. He instilled frugality as part of Wal-Mart’s
DNA.

Discussion Questions

1. What is Wal-Mart’s strategy? What is the basis on which Wal-Mart builds its competitive ad-
vantage?

2. How do Wal-Mart’s control systems help execute the firm’s strategy?

2Joan Magretta, What Management Is: How It Works and Why It’s Everyone’s Business (The Free Press, 2002),189.
3http://www.walmart.com
4Sam Walton, Sam Walton, Made In America: My Story (Doubleday, 1992), 132.
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This case was prepared by Lawrence P. Carr, Associate Professor at Babson College. Copyright © by Lawrence Carr.

Case 1-3

Xerox Corporation (A)
Al Senter, after 25 years with Xerox, reached the top of his profession in 1990—Vice President
of Finance. A director said, “In many ways Al is the product of the Xerox society, self-confident
and outspoken. He is vocal about the proactive role the Xerox financial people must play to
make the new company culture work. Al firmly believes in the active participation of the busi-
ness controllers in decision making.” Al remembered the analytical era of the 1970s where ac-
curacy and rigid systems were more important than listening to the customer. The controllers
were the numbers people, and there was never enough data or analysis. During this era some
good people left the company, and Xerox faced new competitors in the battle for market share.
The company, however, changed with the quality cultural revolution of the 1980s. One never
satisfied to harvest history, Al had a new agenda which continues and enhances the work
started during the previous decade. According to Al,

The control function must add value to the products by working with line management. We need
to actively participate with management in making better decisions. The only way we can do this
is to have open communication, top-flight and well-trained people, and to be on the cutting edge of
information technology. Finance has to partner with marketing and technology and make clear the
value we add. If we can’t add value, then we don’t belong at Xerox. Our financial team is pretty
darn good. We trust each other, and the FEC (Financial Executive Council) is highly respected
throughout the company. I keep looking at world-class financial organizations for ideas, and the
more I look, the more I appreciate what we have at Xerox. We know, of course, that there are
areas where we can improve, and we are addressing them.

Company Background

Xerox, the document company, was a multinational corporation serving the global document-
processing and financial services markets. They developed, manufactured, and marketed
copiers and duplicators, facsimile products, scanners, workstations, computer software, sup-
plies, and other related equipment in over 130 countries. Their financial services operations in-
cluded insurance, equipment financing, investments, and investment banking. This case fo-
cuses on the document-processing activities of the company.

Xerox was one of the outstanding business success stories in the world. From 1946 to 1973,
their annual sales growth exceeded 25 percent, while the annual growth of earnings exceeded
35 percent. This amazing record was due to the dominant position Xerox created in the plain
paper copier business. In 1959 the company introduced the revolutionary 914 plain paper
copier. This generation of equipment motivated the explosion in the copying business from 20
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million copies made annually in 1957 to 9.5 billion copies made annually in 1965.1 In 1990,
the world copy business was over 900 billion copies.

The original patent for the plain paper copier expired in 1970, sending an invitation to po-
tential competitors. In the next decade US firms (IBM and Kodak) and Japanese firms (Canon,
Minolta, and others) entered the large and small copy machine industry. Exhibit 1 provides the
Xerox corporate financial highlights for the past three decades.

During this rapid growth period, Xerox built its worldwide business network. Joe Wilson, the
legendary chairman and creator of the name Xerox, decided to grow the company as rapidly as
possible.2 The company sought foreign partners who offered immediate entry into overseas mar-

kets. The swift growth, proprietary technology and sales methods (leasing contracts rather than
equipment sales) required local people familiar with the culture and market. In 1956 Xerox en-
tered into a 50/50 joint venture with the Rank Organization PLC, forming Rank Xerox Limited.
This gave Xerox market access to Europe, Africa, and the Middle East. In 1962 Xerox formed a
partnership with Fuji Photo Film Company in Japan to create Fuji Xerox.This gave Xerox access
to Japan and Asia.At the same time, separate arrangements were made with the South and Cen-
tral American countries. Their ownership structure varied based on the country and the local
partner.

In the early 70s, Xerox was more concerned with a US government antitrust suit than
with the market entry of domestic and foreign competition. Only at the end of the decade did
they recognize the serious competitive problem. The growth, income, and balance sheet
strength of Xerox were impressive, attracting more investors who were pleased with the fi-

EXHIBIT 1 Financial Highlights of Xerox Corporation (Dollars in Millions, except per Share

and Employee Data)

1991 1990 1989 1980 1970 1960

Revenue
Document Processing 13,819 13,583 12,431 8,037 1,690 40
Total Xerox 17,830 17,973 17,229 8,037 1,690 40

Net income
Document Processing 537 549 488 553 192 3
Total Xerox 454 243 704 565 192 3

Financial position (Total Xerox)
Current assets 21,766 20,178 18,253 3,515 842 15

Total assets 31,658 31,635 30,088 7,514 1,929 56
Long-term debt 6,247 7,149 7,511 898 382 5
Shareholders’ equity 5,140 5,051 5,035 3,630 918 29
Net income per common share $3.86 $1.66 $6.41 $6.69 $2.33 $0.13
Dividend per common share $3.00 $3.00 $3.00 $2.80 $0.65 $0.05
Employees at year-end 
(Document Processing) 100,900 99,000 99,000 117,247 59,267 2,973

1These data and other pertinent information are contained in the story of the Xerox revitalization. 

See Gary Jacobson and John Hillkirk, Xerox: American Samurai (New York: Macmillan, 1986).
2Jacobson and Hillkirk, Xerox, p. 63.



nancial performance. Xerox operating managers, however, began to feel the competitive pres-
sure. Between 1970 and 1980, Xerox’s market share, as measured by US copier revenues, fell
from 96 percent to 45 percent. The Japanese attacked the low and medium range of the
copier market, while the domestic competitors made inroads in the high-end equipment mar-
ket. To further frustrate Xerox management, the Japanese firms were selling their equip-
ment at Xerox’s manufacturing cost.

David Kearns became chairman in 1982, and was well aware of the significant market share
losses. The competition was formidable since they were financially strong, technologically ad-
vanced, and enjoyed excellent customer relations. Xerox developed a corporate revitalization
plan called “Leadership through Quality.” It was built upon the early work in competitive
benchmarking and employee involvement. Exhibit 2 outlines the central features of these pro-
grams, which served as the cornerstone of the new Xerox culture. In addition, Xerox senior
managers started to improve the cumbersome management process. The corporate reporting
and planning process was very long and bureaucratic, with more detail than most managers
could absorb. Even worse, the reporting formats were not even consistent between divisions.
Xerox improved its management information system and standardized reporting formats to
address many of these problems.
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EXHIBIT 2 Excerpts from the Xerox Training Literature

The Xerox Quality Strategy—“Leadership through Quality”
• The fundamental principle of this quality strategy is meeting customer requirements.
• The definition of quality is meeting the customer’s requirements all of the time.
• The program started with a vision at the top. Senior management drives the program. However,

employee involvement is absolutely key. It is the people who do the work, and they know how to do it
best. Training and sharing of information are critical to the LTQ implementation.

• Quality is a strategic tool used to improve competitiveness and organizational effectiveness. The focus is
on the processes as well as products.

• Quality is a long-term process requiring continuous improvement and management patience.
• Three major components of LTQ are:

1. Employee Involvement (EI): Problem-solving process using quality circles, people empowerment,
Ishikawa’s fish bone chart, and other tools to understand cause and effect of problems.

2. Competitive Benchmarking: Establish standards for comparing internal performance. Implement the
best practices learned to improve performance.

3. The Quality Improvement Process: Review and continually improve all internal processes by following
a process which focuses on meeting customer requirements.

• Leadership through quality is a fully integrated business process.

Competitive Benchmarking
• The continuous process of measuring Xerox’s products, services, and business practices against the

toughest competitors or those companies renowned as the leaders.
• The goal is superiority in all areas—quality, product reliability, and cost.
• Benchmarking is a learning experience where the best practices are observed and measured to create

targets for future achievement.
• It is part of the total quality leadership program requiring employee involvement and is linked to each

operating unit’s business plan and strategy.
• It requires the integration of competitive information, practices, and performance into decisionmaking

and communication functions at all levels of the business.
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Kearns passed the leadership of Xerox to Paul Allaire in 1991, having achieved a company
turnaround in the 80s. His strategy changed the culture of Xerox and gave it the competitive
muscle to regain market share and make improvements in the company operations. The 1990
annual report reflects some of their success.

Document Processing achieved the following demonstrable results:

• Customer satisfaction levels increased in every market served by the company.

• Revenues rose by 9 percent to a record $13.6 billion.

• Profits increased by 23 percent to $599 million.

• Return on assets improved by over 2 points to 14.6 percent.

• $1.1 billion in cash was generated.3

Organization

The emphasis was on 9 business divisions, supported by 3 geographic customer operations di-
visions. These 12 units were organized under three operation families. The primary focus for
the management of Xerox was the business management level, which promoted more effective
linkages between markets and technologies. These divisions had end-to-end responsibility for
satisfying the customer. They were “. . . responsible for Xerox offerings—research and technol-
ogy, development, manufacturing, marketing, sales, service, administration all work together
seamlessly to ‘put it together’ better and faster for the customers . . .”4

The Finance and Control Function

The central focal point for the finance function at Xerox was the Financial Executive Coun-
cil (FEC). The membership consisted of the senior Corporate Finance staff and the chief fi-
nancial officers from the major Xerox operating organizations. The FEC evolved in the 1980s
in response to the senior financial managers’ goal of further improving the finance operations
and obtaining a greater involvement by the Finance executives. According to Al, “. . . they felt
financial managers (controllers) could contribute in the formulation of management deci-
sions at the operating units. The move was basically from an accounting policy group to a
group which added more value to the management process. In the spirit of Leadership
through Quality, the financial practices required streamlining and major revision. The FEC
set the course for becoming a world-class financial operation based on their benchmark stud-
ies.”

Note, the FEC evolved in parallel with the start of the LTQ and Benchmarking activities. The
new Xerox LTQ culture demanded an involved and proactive finance group. The key to the value
added concept was in helping line managers make more enlightened business decisions. In ad-

3Xerox 1990, Annual Report.
4Xerox 2000: Putting It Together, a company document describing the organizational changes made in 1992.



dition, the FEC was the central developer of the company’s financial human resource talent. Ex-
ecutive management recognized the strength and talent of the FEC and regularly used them as
a sounding board for policy and strategic considerations.

The FEC actively promoted the building of trust in the Xerox finance community. They typ-
ically met once a quarter for 2 days and discussed a wide range of financial and business mat-
ters with a structured but informal atmosphere. Many of the members had been on the FEC
for 10 years. They knew one another very well, and freely expressed their ideas and opinions.
This group engineered the finance and accounting changes in Xerox as the organization and
business practices changed drastically in the 1980s. Raghunandan Sachdev (“Sach”), corpo-
rate controller and one of the FEC founding members, made the following comment, “It is not
clear how the FEC evolved, but Finance needed to stop second-guessing line managers. We
had a choice either to become glorified auditors or to get involved in decisions early and be-
come part of the management process. We knew we could add value to the process and provide
managers with valuable analysis and advice. Today the general managers listen to their fi-
nance people, use them as sounding boards and have a very close working relationship.”

Financial Organization

The 12 business unit controllers in the document processing organization reported directly
(solid line) to the general manager of their respective business unit. They had a dotted line re-
lationship to corporate finance for their fiduciary roles, financial reporting, and professional de-
velopment. The document processing financial organization of Xerox was a modified matrix,
multinational organization with the business unit controller having both solid and dotted line
reporting responsibility. The Business divisions, with responsibility for product development
and manufacturing, managed their business throughout the world. The Customer Operations
divisions were organized geographically and managed customer relationships. The manage-
ment control system concentrated on the responsibility and performance of the 12 business di-
visions.

There were numerous subunits, such as manufacturing facilities, distribution and service
centers, and sales offices, within each business division. Each business unit had its own orga-
nization whereby the subunit controller reported directly to his or her general manager and
dotted line to the division controller. The following summarizes the global document process-
ing operational organization.

Business Divisions As outlined above, the Business divisions were responsible for the overall
management of their product business areas worldwide.

US Customer Operations US Customer Operations provided sales, service, and customer ad-
ministration support to the United States as contracted with the Business divisions. They pur-
chased document processing and related equipment from the 9 business divisions.

Rank Xerox Limited They were a 51/49 percent joint venture with the Rank organization

when Xerox acquired the majority share in 1969 and operated the company. Rank Xerox mar-
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keted and serviced document processing and related equipment in Europe, Africa, and parts

of Asia for the Business divisions. The Rank Xerox legal entity also contained manufacturing

facilities in Europe. For example, in Holland, they had an extensive sales organization as well

as a major production facility that supplied equipment for many other countries including the

United States. In this case, the Venray plant results legally were consolidated with the Rank

Xerox results. For performance purposes, the plant provided product to the Business division.

Thus, the plant controller was at the intersection of the performance organization matrix.

He reported dotted line to the Rank Xerox CFO and solid line to the plant general manager.

The plant general manager reported directly to the Office Document Products Business Divi-

sion CEO with a dotted line to the Rank Xerox Business Division CEO.

Americas Customer Operations This group marketed and serviced document processing prod-

ucts for the Business divisions in Canada, South and Central America, China, and Hong Kong.

Some of the South and Central American operations were joint ventures with local companies.

In these instances Xerox maintained a majority share and management responsibility.

Fuji Xerox This was a 50/50 joint venture with Fuji Film Corporation of Japan. They devel-

oped, manufactured, marketed, and serviced Fuji Xerox document processing products in

Japan and other territories in the Pacific Rim. They functioned as an independent Japanese

corporation, buying and selling to other Xerox divisions.

Development & Manufacturing In 1992 the functions of this organization (to develop and

manufacture Xerox document processing products, including copiers, duplicators, electronic

printers, facsimiles products, scanners, computer software, and supplies) were integrated into

the 9 business divisions wherever possible. A core Corporate Strategic Services organization

provided contracted support to the divisions. In general, if the development or manufacturing

facility produced at least 90 percent of their output for a specific business, they were placed

in that business group. If these facilities supported multiple business groups, they were

placed in the Corporate Strategic Services group.

For external financial reporting purposes, Xerox followed the legal organizational structure.

For example, Fuji Xerox was an affiliated company, and Xerox only reported the results of the

equity investment in Fuji Xerox. In the Venray example above, they consolidated the factory

results with the Rank Xerox results. Xerox incorporated the Rank Xerox (a majority-owned

subsidiary) results with the total company through consolidation. For performance mea-

surement, Venray results were reported through their Business divisions. The operational

management accounting reports, or performance reporting, focused on Business division re-

sults. Management wanted to match accountability and responsibility by operating unit within

a business area. Both the financial and management control reporting systems functioned in

parallel. A former foreign business unit controller said, “We have to focus on our key objectives

and deliver the planned results. This requires we manage our local environment, which may

not cooperate with the original plan.”
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Management Control

The measurement system began with the planning process. Each operating unit within a
Business division or Customer Operations division developed its annual and long-range
plans. These plans were consolidated into the Business and Customer Operations division
plans. This was a common business practice, with reviews and feedback sessions as the plan-
ning process cycled through the organization. The overriding principle was that the division
general managers were responsible for managing and controlling their environments to de-
liver the committed results.

With Leadership through Quality (which included competitive benchmarking), manage-
ment utilized operational measures, such as market share, customer satisfaction, and various
quality statistics, as a major part of their measurement scheme. These data augmented the
traditional financial-based performance measures, such as return on investment. Competitive
benchmarking provided standards of world class performance, and managers were expected
to improve, over time, to these levels. Operating units set targets (number of machine installs
per machine type, number of customers per territory, on-time delivery rates, service response
time levels, customer satisfaction ratings, etc.) for achievement. John McGinty, vice president
of control, explains, “We learned that activities of a business cause the numbers to happen.
Also, we need to get a better notion of time and be able to put an equivalent dollar on time.
These quality-related concepts help provide the control framework process of predictive de-
liverables.”

Measurements were a combination of financial and operational targets. Return on assets
and a set of operational statistics, based on the critical success factors of the business unit,
were the measures. Each operating unit had a set of custom-designed targets. Management
linked growth and profit measures to the unit’s business economy with operational measures
linked to world-class benchmarking performance.

Reporting

Until 1987 the monthly reporting process included a complete financial package. Reports were
due on a very tight time schedule, with full reporting to be complete on the fourth work day.
Operating activity statistics, added to the schedule in 1987, were readily available at month’s
end and did not have to wait for the accounting close. The FEC discussed the time and costs
versus the information value of global monthly financial results. They determined that
monthly financial results in full detail from all the units were not necessary. Units now re-
ported specific, but limited, data (consisting of sales, profits, and key operational statistics) on
a monthly basis. For corporate reporting, only a quarterly full financial close of the books was
necessary. The value of information had not changed, but there was a significant reduction in
the number of indirect people involved in the process. The individual operations continued to
produce the data needed to manage their respective business, but with a decrease in corporate
reporting requirements.

An informal reporting system had also evolved. Open and honest communication rein-
forced the controller’s dotted line connection to corporate. For example, Sach talked to all of
his dotted line associates at least once a week to understand the direction their businesses
were taking in the current quarter and the full year. These talks were informative and cen-



Chapter 1 The Nature of Management Control Systems 41

tered around problems and business risks. The FEC maintained a standard of “no surprises”

and promoted trust among the controllers. The unit controllers knew both the financial and
operational matters of their business unit. This was the result of the partnering with line
management. The informal network was not a hammer but rather an open discussion of is-
sues. Naturally the informal channel of reporting complemented the formal channel.

Questions

1. Outline the management control system at Xerox. What are the key elements that make the
system work?

2. What recent trends at Xerox do you see influencing the management control process?

3. In your opinion, how important are organizational culture and individual personalities in
the Xerox control process?
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Case 1-4

Motorola Inc.
The controller of Motorola’s newly formed Application Specific Integrated Circuit (ASIC) Divi-
sion sensed that he and his staff could play a significant part in determining the success of
what promised to be an important new business. Not only was his division competing in a new
and dynamic market with unique requirements but it also was radically changing the way in
which it delivered its product. These circumstances led the controller to reassess the most
basic issues involved in designing a management control system: What should be measured?
How should it be measured? Who should measure it? and, For whom should it be measured?

The Company

Founded in 1928, Motorola soon became widely known for its radios and other consumer elec-
trical and electronic products. By the 1960s, it sold semiconductor products, communications
equipment, and components to consumers, industrial companies, and the military throughout
the world.

Headquartered in Schaumburg, Illinois, in 1984, Motorola achieved over $5.5 billion in
sales, employed over 99,000 people, and spent $411 million in research and development. It
was one of the few American companies that marketed a wide range of electronic products,
from highly sophisticated integrated circuits to consumer electronic products.

Organization

The company was organized along product and technology lines. Each business unit was struc-
tured as a sector, group, or division, depending on size.

The Semiconductor Products Sector (SPS) was headquartered in Phoenix, Arizona; sales in
1984 were over $2.2 billion, which was 39 percent of Motorola’s net sales.The sector sold its prod-
ucts worldwide to original equipment manufacturers through its own sales force. Semiconductor
products were subject to rapid changes in technology. Accordingly, SPS maintained an extensive
research and development program in advanced semiconductor technology.

Formation of the ASIC Division

In the early 1980s, the Semiconductor Products Sector produced a large line of both discrete
semiconductor components and integrated circuits. Integrated circuits (ICs) can be thought of
(at least functionally) as miniature circuit boards. For example, the designer of a video cassette
recorder could replace a 12" * 12" circuit board and all its individual components with a single
1" * 1" integrated circuit on a silicon chip, saving space and reducing power consumption. By
1985, worldwide sales of integrated circuits reached $20.2 billion.

This case was prepared and copyrighted by Joseph Fisher and Steven Knight, The Amos Tuck School of Business Adminis-

tration, Dartmouth College.
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Among integrated circuit manufacturers, Motorola was widely known for its design and
process expertise, and it became a leader in the increasingly popular semicustom integrated
circuits.

Semicustom integrated circuits are designed using predetermined functional blocks. In the
early 1980s, Motorola produced a version of semicustom ICs called “gate arrays.” Each “gate”

on a gate array was a transistor that performed a single operation. These were interconnected
to produce the desired set of functions. One chip could contain a thousand or more gates. Each
was designed to meet the requirements of a specific customer. Gate array customizations were
relatively cheap and quick to manufacture, and they were designed by computer-aided design
systems. By 1984, the market for gate arrays had grown to $455 million. Sales in 1985 were ex-
pected to be $740 million, and the market was estimated to reach $1.4 billion in sales annually
by 1990. The high-performance gate array market totaled $90 million in 1984. Forecasts stated
that the market should grow to $600 million by 1990.

Motorola manufactured high-performance gate arrays using two different semiconductor
technologies: (1) bipolar and (2) complementary metal-oxide semiconductor (CMOS). Bipolar
technology provided increased speeds at which the circuit could perform but at the cost of in-
creased power consumption (and increased difficulty in meeting cooling requirements) when
compared to CMOS technology. For this reason, the demand for CMOS gate arrays was ex-
pected to grow more rapidly than that for bipolar gate arrays. In 1984, CMOS captured 40
percent of the market. This was expected to increase to 70 percent.

Bipolar gate arrays were produced in Phoenix by the Logic Division of the SPS. Under the
Logic Division, Motorola’s bipolar gate array business grew rapidly. Motorola achieved a dom-
inant share of this market and became the acknowledged technological leader.

CMOS gate arrays were produced in Austin, Texas, by the Microprocessor Products Group.
Since Motorola focused on maintaining its position in the microprocessor market, the CMOS
gate arrays did not receive adequate attention in this group. As a result, Motorola had only a
small share of the CMOS gate arrays market and faced stiff competition from such companies
as LSI, Hitachi, Toshiba, Fujitsu, and NEC.

To exploit fully the growing demand for semicustom integrated circuits, Motorola organized

the Application Specific Integrated Circuit (ASIC) Division as part of the Semiconductor Prod-
ucts Sector in 1984. In 1985, the ASIC Division occupied Motorola’s Chandler facility, the

newest of the company’s five Phoenix-area locations. Typically, Motorola worked closely with a
customer to design the semicustom integrated circuit. However, several designs were consid-
ered standard designs and were kept in stock.

Organization of ASIC Division

The division was organized along functional lines (see Exhibit 1).

Product Engineering Department

Product engineering interacted with the customer and assumed the role of a troubleshooter in
dealing with customer complaints. It was responsible for the technical aspects of ongoing prod-
uct manufacturing. Engineers were assigned to one or more products and served the customers



for these products. If a customer had a complaint about an integrated circuit, product engi-
neering responded to the request. Therefore, product engineering was the technical interface
between the company and customer for existing products.

Product engineers designed the manufacturing process for existing products, and they typi-
cally were responsible for customer-driven capital expenditures. If a customer wanted or re-
quired an additional manufacturing process that required a capital expenditure, the process
engineering department made a feasibility study. This study divided costs between nonrecur-
ring engineering expenses (NRE) and the per unit cost of production after the initial NRE. In
addition, an estimate of revenues was made to estimate product profitability. This report was
examined by the marketing department to ensure that the assumptions and estimates made
by the product engineers were reasonable.

Part of the start-up cost of a new product was the nonrecurring engineering cost (NRE). This
cost included design and software development cost but typically did not include investment in
process technologies, unless a very specialized piece of equipment was a unique requirement of
the product’s manufacture. The NRE was billed to the customer in two stages: 30 percent upon
agreement of the development contract and 70 percent upon the shipment of the first proto-
type-units.

Production Planning Department

The production planning and customer service department scheduled orders from the customer.
This department told manufacturing when to start production and when the product run
should be finished. Since Motorola did not have a computerized production planning system,
this work was done with only standard microcomputer software, such as spreadsheets. Orders
had to be tracked manually through the factory floor. When the product was shipped, the de-
partment billed the client and reported this information to the financial controller.

Marketing Department

The marketing department was responsible for identifying initial prospects and making sales
to them. In addition, the department had certain responsibilities for product pricing and accu-
rate forecasting of market demands.
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Once a prospect was identified, the marketing department acted as a liaison to ensure that
the requirements of the product were accurately communicated from the prospect to the new
products development group. The new products development group then estimated a manu-
facturing cost, and the marketing department calculated a price, using a target margin of
around 60 percent above manufacturing cost. This price was adjusted to take into account the
competitive conditions of the market. The marketing department also forecasted the sales vol-
ume for the product for the next five years.

New Product Development Department

The new product development group was responsible for the translation of customer product
specifications into manufacturable designs and for the production of prototypes. As mentioned
above, this group provided an estimate of the manufacturing cost to the marketing group. After
the design was completed, the cost estimate was refined; it was included in the product imple-
mentation plan, along with yield requirements. Before the product design could be released to
the manufacturing department, the product was produced in the development fabrication area
with production tooling. At this stage the process had to meet minimum yield specifications.
This yield was not the yield estimated in calculating the long-run manufacturing cost of the
product, but simply a yield that would be satisfactory as production moved rapidly down a
learning curve. The learning curve was estimated to be about 70 percent for most products in
the ASIC Division. A 70 percent learning curve implies that unit costs for total production vol-
ume will decrease by 30 percent every time the cumulative production volume doubles.

Each month the new products development group provided the financial controller depart-
ment an updated forecast of future capital expense requirements; this was used in capital
planning by the finance department.

Quality Assurance Department

Quality assurance (QA) was responsible for the outgoing quality of the product. After many of
the processes on the manufacturing floor, QA inspectors sampled the product for quality. These
tests included electrical and visual/ mechanical tests. The electrical tests were straightforward
(i.e., if the product failed to conduct properly, the product was rejected). The visual/mechanical
tests were more subjective. Defects in this area could be misprinting, illegible printing, discol-
ored components, or bent lead wires. Many of these did not affect the viability of the circuit but
only its visual appearance. Quality assurance people knew that the Japanese were very sensi-
tive to visual quality and that the product had to be visually perfect if Motorola was to be com-
petitive in the Japanese market. One of the major responsibilities of QA was to convey to man-
ufacturing what constituted a rejection of the product. One manager in QA said that the group
should assume the role of a pseudo customer.

QA attempted to take a noncombative role with the other departments; it preferred to func-
tion in a preventive role. QA had trainers who discussed with manufacturing operators what
constituted a rejection. This program had two benefits: (1) operators became aware that they
needed to produce to a certain quality level; and (2) if the product was below acceptable qual-
ity at any stage in production, it would be rejected immediately by the operator, thus saving
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further manufacturing costs. Recently, a procedure was instituted that, if a product was re-
jected, the whole line stopped until QA and the production floor could determine the cause(s).

Manufacturing Department

The manufacturing department consisted of hourly workers, supervisors, and a manufacturing
engineering staff. The hourly workers were directly involved in operating production machin-
ery and inspecting work-in-process. Manufacturing engineering was charged with sustaining
the production processes and methods used in the assembly and test operations. The group’s
focus was on the manufacturing process, rather than on specific products.

ASIC Market

The managers of the new division realized that the semicustom integrated circuit business had
different requirements for success than the commodity-type business from which it grew.

In the semicustom gate arrays market, the customer created a unique design from the
“building blocks” provided by Motorola designers. This involvement by the customer in the
middle of the development cycle was different from that in the other semiconductor products
offered by Motorola. Motorola provided design services to the customer and managed a rela-
tively involved customer relationship. Thus, Motorola’s organization focused on its customers,
rather than on its products.

The customers of the ASIC division were typically computer manufacturers, such as DEC,
Apple Computer, Unisys, Cray, and Prime Computer. These customers competed in markets
characterized by rapidly changing technology and rapid introduction of new products. Short-
ening the product delivery time was a primary concern for them. High quality, quick develop-
ment time, and the ability to achieve volume production rapidly were paramount in capturing
the business of these customers. Compared with these factors, price was of secondary impor-
tance.

Some customers, such as Hewlett-Packard, were developing just-in-time (JIT) manufactur-
ing systems and stated their needs for timely deliveries and high-quality incoming compo-
nents.

Motorola Manufacturing and Accounting Systems

Prior to moving, the ASIC Division was part of another corporate sector. Bipolar production,
prior to moving, used Motorola’s existing manufacturing and accounting systems. In the plant,
machines and workers were organized along functional lines. Each machine was controlled as
part of a functional group, and was in close physical proximity with other machines that per-
formed a similar function. This functional design resulted in large physical movements of prod-
uct over relatively large distances on the factory floor. Each manufactured part had a desig-
nated routing through the factory.

In this factory design, there were 29 cost centers, whose inventory was valued at standard
cost. The inventory was grouped by stage of completion for costing purposes. The routing of the
product through the factory typically included the following steps: (1) piece parts, where the
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various raw materials were purchased and prepared; (2) wafer fabrication, where the silicon
wafers containing the logic arrays were produced; (3) die, where the wafers were tested and cut
into individual circuits or chips and mounted to the substrate of the package (permanent chip
enclosure); (4) assembly, where lead wires were attached to the chip and the packaging com-
pleted; (5) test, where the packaged chip was tested according to customer specifications; and
(6) finished goods, where the finished products were packaged for shipping.

This system required extensive recordkeeping. An entry was made every time the product
was moved from one cost center to another. A frequent physical audit of inventories was re-
quired to track and verify product amounts.

Material, labor, and overhead standards were updated twice a year. Nevertheless, the stan-
dards were often obsolete, because of the dynamic environment and the steep learning curves.
Overhead was allocated to the product based on direct labor. Direct labor was meticulously
tracked in order to cost labor to the product and to provide allocation of overhead to the prod-
uct. The manufacturing manager estimated that between 8 percent and 12 percent of an em-
ployee’s productive time was spent in recordkeeping.

Direct labor was paid an hourly wage and a bonus. The bonus was largely determined by
comparison of actual direct labor hours to standard labor hours for each employee.

The functional design of the factory caused difficulty in placing responsibility for an indi-
vidual product. Expediters in the production planning department performed a crucial task in
making sure important products were being completed in a timely fashion. Even so, the plant
was plagued with slow throughput times. Management felt that turn-around time on the inte-
grated circuits was too slow, compared with competing Japanese firms.

The functional design also resulted in large inventories and large batch sizes. The large
batch size resulted in work-in-process (WIP) inventories between functional stations and re-
sulted in large finished goods inventories that were effectively produced but perhaps un-
wanted by the customer.

Many people felt that, rather than helping managers cope with the complexity of the manu-
facturing system, the accounting system was actually exacerbating the problem. The division
controller noted, “The first important realization of the accounting department is that we were

sometimes a barrier to progress. The accounting systems resulted in overall dysfunctional ac-
tivities and impeded movement to new manufacturing techniques.”

The standard cost system was cumbersome and not well understood by factory employees.Fac-
tory employees had difficulty in tying a variance to a specific problem. Because a variance did not
highlight the actual problem, an appropriate solution to a variance was difficult to determine.
The typical factory worker thought the variance report was irrelevant and, therefore, ignored it.

The timeliness of reports was also a problem. Standard costs were generated monthly. The
lack of daily or weekly feedback made it difficult to pinpoint the cause of an unfavorable vari-
ance. The monthly variance was an accumulation of many favorable and unfavorable activi-
ties, which variance analysis did not specifically identify. Moreover, the variance reports
were not timely. The books were closed on the seventh working day after the end of the
month. An additional seven working days were required to generate actual costs and the
variance report. By the time the reports were received in the factory floor, the manufactur-
ing department was halfway through another accounting period.
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Because of the dynamic environment facing a chip manufacturer, the determination of stan-
dards was very difficult. New chip designs were constantly flowing through the factory, and the
steep learning curve contributed to the rapid obsolescence of standards. The standards were
generally perceived as being out of date.

Since the variances were affected by volume, in many cases the way to decrease an individ-
ual variance was to keep the employees and machines fully used and produce large lot sizes.
This had the undesired result of building up WIP inventory between the work stations and pro-
duction of products that were not immediately required by a customer. At the same time, prod-
ucts required by a customer might not be produced. This resulted in a buildup of finished goods
inventory and out-of-stock orders simultaneously.

In the new plant, there was a dramatic increase in overhead costs and a corresponding de-
crease in direct labor costs. The allocation of overhead by direct labor no longer seemed rele-
vant.

Opportunities for Change

The manager of the newly formed ASIC Division realized that the opening of a new production
facility in Chandler represented an opportunity to introduce substantial changes in the divi-
sion’s manufacturing operations. Accordingly, the new plant’s floor layout was designed to be
particularly suited to the JIT philosophy and to the specific processes of the plant. One man-
ager at the Chandler site expressed the opinion that reorganizing an existing functional facil-
ity to accomplish a JIT plant would have been far more difficult.

The factory was organized around nine cells: (1) assembly preparation; (2) 72-pin assembly;
(3) 149-pin assembly; (4) other assembly; (5) sealing, mechanical testing, and marking; (6) heat
sink; (7) burn-in; (8) production testing and packing; and (9) warehousing and shipping. (Ex-
hibit 2 is a diagram of the plant layout.) Not all products went through all cells—for example,
not all chips required heat sinks. However, all of the chips produced at the Chandler plant were
processed in most of the cells.

Products moved from cell to cell in the order shown in Exhibit 2. The wafers (each consist-
ing of a number of chips) were placed in a die cage when they arrived at the plant. From the
die cage, the wafers were taken to the die prep cell, where the gate arrays on wafers that had
not been tested at the wafer fabrication facility were checked with a probe to determine which
arrays were good. Arrays that did not pass inspection were marked, and, when the wafer was
cut into individual chips, the marked arrays were thrown away.

Next, the chips were taken to one of the three assembly cells (72-pin, 149-pin, other), de-
pending on the product family and number of connections that needed to be made to the chip.
In the assembly cells, the electrical connections to the chip were made. In the sealing, mechan-
ical testing, and marking cell, the chips were sealed in a protective package, tested, and marked
for identification. In this cell, some low-volume chips were diverted from the normal product
flow into a special option line. This line was for very-low-volume ICs, which were usually built
for customers who used them for prototypes and testing. The focus of this option line was fast
turnaround time; for new ICs, a dozen or so units could be shipped within three weeks from the
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time the design was accepted. Higher-volume ICs were routed through the remaining cells. As
noted, not all ICs were sent to the heat sink and burn-in cells, but all went through the testing,
warehousing, and shipping cells.

Most of the processes were machine-paced, and most of the machinery was complex and ex-
pensive. This was particularly true of the assembly and test cells. For example, automated test
machines at the end of the option line cost over $2 million each.

Each of the cells was run by a production team, which was supervised by a team leader.
Work flow was controlled through a pull system, with designated areas where limited inven-
tory was allowed between work stations. (A pull manufacturing system is characterized by
triggering production when inventory is removed from finished goods stock.) If the storage
area before a work station was full, the preceding station had to remain idle. One of the as-
sembly cells is diagrammed in Exhibit 3. In this cell, chips were attached to the bottom por-
tion of the permanent enclosure (package) in the die bond station, and they moved through
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the cell as shown by the arrows; the final operation performed in the cell was attaching lead
wires in the wirebond stations. The cell was so designed that the product moved in one di-
rection along a U-shaped path.

The Role of the Management Control System

The controller of the ASIC Division was acutely aware of the tendency of outdated and cum-
bersome control systems to hinder progress in manufacturing operations. He felt strongly that
his office should not merely stand aside but should take a positive position in promoting the
changes throughout the division. However, he wondered what kind of managerial control sys-
tem would complement and even guide the progressive changes taking place in the division’s
operations.

Questions

1. What are the key success factors for Motorola’s ASIC Division?

2. Does a traditional standard cost system address these key success factors?

3. What are good measures of these key success factors?

4. How would you control the plant using these measures and the current structure of the
plant?
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1The Management 
Control Environment
In Chapter 1 we defined management control as the process by which managers influence

other members of the organization to implement the organization’s strategies. This process

relates to two different types of activities: ongoing operations and discrete projects. In Part 1

and Part 2 we discuss the management control of ongoing operations. The management

control of discrete projects (e.g., research and development projects, construction projects, the

production of a motion picture) is described in Chapter 16.

Chapter 2 describes typical strategies that an organization may adopt. The strategy a

company chooses is part of the environment that influences the design of the management

control system.

In Chapter 3 we discuss the broad area of behavior in organizations: goal congruence, the

multiple stakeholder approach, formal and informal management systems, organization

structure, and the controller function.

In the next four chapters, we discuss responsibility centers, which are the organization

units that are central to the management control process. A responsibility center is an

organization unit headed by a manager who is responsible for its activities.

In Chapter 4, we discuss the characteristics of a responsibility center. All responsibility

centers produce outputs (i.e., they do something), and all have inputs (i.e., they use

resources). They fall into four categories, based on the measurements used to report the

inputs and outputs of their operations. These categories are (1) revenue centers, (2) expense

centers, (3) profit centers, and (4) investment centers.

In revenue centers, which are typically found in a company’s marketing operation, the

management control system measures output in monetary terms. Revenue centers are

discussed in Chapter 4.

In expense centers the opposite is the case; the system measures input (i.e., costs) in

monetary terms. Expense centers are also discussed in Chapter 4.

In profit centers the system tracks both inputs and outputs in monetary terms; inputs

consist of expenses, and outputs consist of revenues. Profit is the difference between them.

Profit centers are discussed in Chapter 5.



Many profit centers transfer products (both goods and services) to other profit centers

within the company. The value of these transferred products is called a transfer price.

Chapter 6 describes how this value is determined and other aspects of transfer pricing.

In investment centers the control system applies monetary measures to both inputs and

outputs and to the investment used within the responsibility center itself. We discuss

investment centers in Chapter 7 and describe some of the organizational considerations

involved in deciding whether a responsibility center should, or should not, be treated as an

investment center.

Chapters 4 through 7 describe the considerations involved in assigning financial

responsibility to responsibility centers. The choice of a financial metric depends on the

behavior expected from subordinates relative to the organization’s strategies. The managers

of cost centers emphasize cost control, the managers of revenue centers focus on generating

revenues, the managers of profit centers direct their actions toward improving profits, and

the managers of investment centers look to enhancing profits in relation to the assets

employed. In Chapter 11 we will describe the balanced scorecard, which blends financial

measures with nonfinancial measures, as a tool for strategy execution.
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2Chapter

Understanding Strategies

Management control systems are tools to implement strategies. Strategies differ between or-
ganizations, and controls should be tailored to the requirements of specific strategies. Dif-
ferent strategies require different task priorities; different key success factors; and different
skills, perspectives, and behaviors. Thus, a continuing concern in the design of control sys-
tems should be whether the behavior induced by the system is the one called for by the
strategy.

Strategies are plans to achieve organization goals. Therefore, in this chapter we first de-
scribe some typical goals in organizations. Then we discuss strategies at two levels in an orga-
nization: the corporate level and the business unit level. Strategies provide the broad context
within which one can evaluate the optimality of the elements of the management control sys-
tems discussed in Chapters 4 through 12. In Chapter 13 we discuss how to vary the form and
structure of control systems in accordance with variations in corporate and business unit
strategies.

Goals

Although we often refer to the goals of a corporation, a corporation does not have goals; it is an
artificial being with no mind or decision-making ability of its own. Corporate goals are deter-
mined by the chief executive officer (CEO) of the corporation, with the advice of other members
of senior management, and they are usually ratified by the board of directors. In many corpo-
rations, the goals originally set by the founder persist for generations. Examples are Henry
Ford, Ford Motor Company; Alfred P. Sloan, General Motors Corporation; Walt Disney, Walt
Disney Company; George Eastman, Eastman Kodak; and Sam Walton, Wal-Mart.
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Profitability

In a business, profitability is usually the most important goal. Profitability is expressed, in the
broadest and most conceptually sound sense, by an equation that is the product of two ratios:

An example is

The first ratio in this equation is the profit margin percentage:

($10,000 ⫺ $9,500)/$10,000 ⫽ 5%

The second ratio is the investment turnover:

$10,000/$4,000 ⫽ 2.5 times

The product of these two ratios is the return on investment: 5% * 2.5 times ⫽ 12.5%. Return
on investment can be found by simply dividing profit (i.e., revenues minus expenses) by in-
vestment, but this method does not draw attention to the two principal components: profit mar-
gin and investment turnover.

In the basic form of this equation, “investment” refers to the shareholders’ investment,
which consists of proceeds from the issuance of stock, plus retained earnings. One of manage-
ment’s responsibilities is to arrive at the right balance between the two main sources of fi-
nancing: debt and equity. The shareholders’ investment (i.e., equity) is the amount of financ-
ing that was not obtained by debt, that is, by borrowing. For many purposes, the source of
financing is not relevant; “investment” thus means the total of debt capital and equity capital.

“Profitability” refers to profits in the long run, rather than in the current quarter or year.
Many current expenditures (e.g., amounts spent on advertising or research and development)
reduce current profits but increase profits over time.

Some CEOs stress only part of the profitability equation. Jack Welch, former CEO of Gen-

eral Electric Company, explicitly focused on revenue; he stated that General Electric should
not be in any business in which its sales revenues were not the largest or the second largest of
any company in that business. This does not imply that Welch neglected the other components
of the equation; rather, it suggests that in his mind there was a close correlation between mar-
ket share and return on investment.

Other CEOs, however, emphasize revenues for a different reason: For them, company size is
a goal. Such a priority can lead to problems. If expenses are too high, the profit margin will not
give shareholders a good return on their investment. Even if the profit margin is satisfactory,
the organization may still not earn a good return if the investment is too large.

Some CEOs focus on profit either as a monetary amount or as a percentage of revenue. This
focus does not recognize the simple fact that if additional profits are obtained by a greater-
than-proportional increase in investment, each dollar of investment has earned less.

$10,000 ⫺ $9,500

$10,000 *
$10,000

$4,000
⫽ 12.5%

Revenues ⫺ Expenses

Revenues
*

Revenues

Investment
⫽ Return on Investment
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Maximizing Shareholder Value

In the 1980s and 1990s the term shareholder value appeared frequently in the business liter-
ature. This concept is that the appropriate goal of a for-profit corporation is to maximize share-
holder value. Although the meaning of this term was not always clear, it probably refers to the
market price of the corporation’s stock. We believe, however, that achieving satisfactory profit

is a better way of stating a corporation’s goal, for two reasons.1

First, “maximizing” implies that there is a way of finding the maximum amount that a com-
pany can earn. This is not the case. In deciding between two courses of action, management
usually selects the one it believes will increase profitability the most. But management rarely,
if ever, identifies all the possible alternatives and their respective effects on profitability. Fur-
thermore, profit maximization requires that marginal costs and a demand curve be calculated,
and managers usually do not know what these are. If maximization were the goal, managers
would spend every working hour (and many sleepless nights) thinking about endless alterna-
tives for increasing profitability; life is generally considered to be too short to warrant such an
effort.

Second, although optimizing shareholder value may be a major goal, it is by no means the
only goal for most organizations. Certainly a business that does not earn a profit at least equal
to its cost of capital is not doing its job; unless it does so, it cannot discharge any other respon-
sibilities. But economic performance is not the sole responsibility of a business, nor is share-
holder value. Most managers want to behave ethically, and most feel an obligation to other
stakeholders in the organization in addition to shareholders.

Example. Henry Ford’s operating philosophy was satisfactory profit, not maximum profit. He
wrote, “And let me say right here that I do not believe that we should make such an awful profit
on our cars. A reasonable profit is right, but not too much. So it has been my policy to force the
price of the car down as fast as production would permit, and give the benefits to the users and la-
borers—with resulting surprisingly enormous benefits to ourselves.”2

By rejecting the maximization concept, we do not mean to question the validity of certain ob-
vious principles. A course of action that decreases expenses without affecting another element,
such as market share, is sound. So is a course of action that increases expenses with a greater-
than-proportional increase in revenues, such as expanding the advertising budget. So, too, are
actions that increase profit with a less than proportional increase in shareholder investment
(or, of course, with no such increase at all), such as purchasing a cost-saving machine. These
principles assume, in all cases, that the course of action is ethical and consistent with the cor-
poration’s other goals.

Risk

An organization’s pursuit of profitability is affected by management’s willingness to take
risks. The degree of risk-taking varies with the personalities of individual managers. Never-

1In 1957 Herbert Simon coined the term satisficing to describe the appropriate goal, a concept that was an important
basis for his award of the Nobel Prize for economics. Although later than his original paper on this topic, a convenient
source for his analysis is Herbert A. Simon, The New Science of Management Decision (Englewood Cliffs, NJ: Prentice Hall,
1977).

2Henry Ford, My Life and Work (Garden City, NY: Doubleday, Page & Co., 1922), p. 162.
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theless, there is always an upper limit; some organizations explicitly state that management’s
primary responsibility is to preserve the company’s assets, with profitability considered a sec-
ondary goal. The Asian financial crisis during 1996–1998 is traceable, in large part, to the fact
that banks in Asia’s emerging markets made what appeared to be highly profitable loans with-
out paying adequate attention to the level of risk involved.

Multiple Stakeholder Approach

Organizations participate in three markets: the capital market, the product market, and the
factor market. A firm raises funds in the capital market, and the public stockholders are there-
fore an important constituency. The firm sells its goods and services in the product market, and
customers form a key constituency. It competes for resources such as human capital and raw
materials in the factor market, and the prime constituencies are the company’s employees and
suppliers and the various communities in which the resources and the company’s operations
are located.

The firm has a responsibility to all these multiple stakeholders—shareholders, customers, em-
ployees, suppliers, and communities. Ideally, its management control system should identify the
goals for each of these groups and develop scorecards to track performance.

Example. In 2005, the Acer Group, headquartered in Taiwan, was one of the largest computer
companies in the world, with annual sales of nearly $7 billion and 4 percent of the global PC mar-
ket share. The company subscribed to the multiple stakeholder approach and managed its inter-
nal operations to satisfy the needs of several constituencies. To quote Stan Shih, the founder, “The
customer is number 1, the employee is number 2, the shareholder is number 3. I keep this mes-
sage consistent with all my colleagues. I even consider the company’s banks, suppliers, and others
we do business with are our stakeholders; even society is stakeholder. I do my best to run the com-
pany that way.”3

Lincoln Electric Company is well known for its philosophy that employee satisfaction was
more important than shareholder value. James Lincoln wrote: “The last group to be considered is
the stockholders who own stock because they think it will be more profitable than investing more
in any other way. The absentee stockholder is not of any value to the customer or to the worker,
since he has no knowledge of nor interest in the company other than greater dividends and an ad-
vance in the price of his stock.”4 Donald F. Hastings, chairman and chief executive officer, empha-
sized that this was still the company’s philosophy in 1996.5

The Concept of Strategy

Although definitions differ, there is general agreement that a strategy describes the general di-

rection in which an organization plans to move to attain its goals. Every well-managed organi-
zation has one or more strategies, although they may not be stated explicitly. In the previous

3“The ‘Fast Food’ Computer Company: An Interview with Stan Shih,” Strategy & Business, Fourth Quarter 1996,
pp. 52–56.

4James Lincoln, A New Approach to Industrial Economics (New York: Devin-Adair Company, 1961), pp. 38–39.
5Quoted in J. A. Maciariello, Lasting Value (New York: Wiley, 1999), pp. 121–26.
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section we described the typical goals of an organization. The rest of this chapter will deal with
generic types of strategies that can help an organization achieve its goals.

A firm develops its strategies by matching its core competencies with industry opportuni-
ties. Exhibit 2.1 lays out schematically the development of a firm’s strategies. Kenneth R. An-
drews advanced this basic concept. According to Andrews, strategy formulation is a process
that senior executives use to evaluate a company’s strengths and weaknesses in light of the op-
portunities and threats present in the environment and then to decide on strategies that fit the
company’s core competencies with environmental opportunities.6 Much attention during the
past 30 years has focused on developing more rigorous frameworks to conduct environmental
analysis (to identify opportunities and threats)7 and internal analysis (to identify core compe-
tencies).8

Strategies can be found at two levels: (1) strategies for a whole organization, and (2) strate-
gies for business units within the organization. About 85 percent of Fortune 500 industrial
firms in the United States have more than one business unit and consequently formulate
strategies at both levels.

Although strategic choices are different at different hierarchical levels, there is a clear need
for consistency in strategies across business unit and corporate levels. Exhibit 2.2 summarizes
the strategy concerns at the two organizational levels and the generic strategic options. The re-

EXHIBIT 2.1
Strategy

Formulation

Environmental
analysis

Competitor
Customer
Supplier
Regulatory
Social/Political

Opportunities
and threats

Identify opportunities

Internal
analysis

Technology know-how
Manufacturing know-how
Marketing know-how
Distribution know-how
Logistics know-how

Strengths and
weaknesses

Identify core competencies

Fix internal competencies
with external opportunities

Firm’s strategies

6Kenneth R. Andrews, The Concept of Corporate Strategy (Homewood, IL: Dow Jones-Irwin, 1971).
7Michael E. Porter, Competitive Strategy: Techniques for Analyzing Industries and Competitors (New York: The Free Press,
1980).

8C. K. Prahalad and G. Hamel, “The Core Competence of the Corporation,” Harvard Business Review, May–June 1990,
pp. 79–91.
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mainder of this chapter will elaborate on the ideas summarized in Exhibit 2.2. Given the sys-
tems orientation of this book, we will not attempt an exhaustive analysis of the appropriate
content of strategies. We rather provide enough appreciation for the strategy formulation
process so the reader is able to identify the strategies at various organizational levels as part
of an evaluation of the firm’s management control system.

Corporate-Level Strategy

Corporate strategy is about being in the right mix of businesses. Thus, corporate strategy is
concerned more with the question of where to compete than with how to compete in a particu-
lar industry; the latter is a business unit strategy. At the corporate level, the issues are (1) the
definition of businesses in which the firm will participate and (2) the deployment of resources
among those businesses. Corporatewide strategic analysis results in decisions involving busi-
nesses to add, businesses to retain, businesses to emphasize, businesses to deemphasize, and
businesses to divest.

In terms of their corporate-level strategy, companies can be classified into one of three cate-
gories. A single industry firm operates in one line of business. ExxonMobil, which is in the petro-
leum industry, is an example. A related diversified firm operates in several industries, and the
business units benefit from a common set of core competencies. Procter & Gamble (P&G) is an ex-
ample of a related diversified firm; it has business units in diapers (Pampers), detergent (Tide),
soap (Ivory), toothpaste (Crest), shampoo (Head & Shoulders),and other branded consumer prod-
ucts. P&G has two core competencies that benefit all of its business units: (1) core skills in several
chemical technologies and (2) marketing and distribution expertise in low-ticket branded con-
sumer products moving through supermarkets. An unrelated business firm operates in busi-
nesses that are not related to one another; the connection between business units is purely fi-
nancial. Textron is an example.Textron operates in businesses as diverse as writing instruments,
helicopters, chain saws, aircraft engine components, forklifts, machine tools, specialty fasteners,
and gas turbine engines.

EXHIBIT 2.2
Two Levels

of Strategy

Strategy Key Strategic Generic Strategic Primary Organizational 
Level Issues Options Levels Involved

Corporate Are we in the right Single industry Corporate office
level mix of industries? Related 

What industries diversification
or subindustries Unrelated
should we be in? diversification

Business  What should be Build Corporate office and 
unit level the mission of the Hold business unit general 

business unit? Harvest manager
Divest

How should the Low cost Business unit 
business unit compete Differentiation general manager
to realize its mission?
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At the corporate level, one of the most significant dimensions along which strategic contexts
differ is the extent and type of diversification undertaken by different firms, as depicted in Ex-
hibit 2.3.

Single Industry Firms

One axis in Exhibit 2.3—extent of diversification—relates to the number of industries in which
the company operates. At one extreme, the company may be totally committed to one industry.
Firms that pursue a single industry strategy include Maytag (major household appliances),
Wrigley (chewing gum), Perdue Farms (poultry), and NuCor (steel). A single industry firm uses
its core competencies to pursue growth within that industry.

Example. NuCor achieved growth of 20 percent annually over a 38-year period (1966–2004) by
focusing exclusively on the steel industry. The company used its three core competencies (manu-
facturing process know-how, technology adoption and implementation know-how, and plant con-
struction know-how) in achieving these results.9

Unrelated Diversified Firms

At the other extreme, there are firms, such as Textron, that operate in a number of different in-
dustries.

The other axis in Exhibit 2.3—degree of relatedness—refers to the nature of linkages across
the multiple business units. Here we refer to operating synergies across businesses based on
common core competencies and on sharing of common resources. In the case of Textron, except
for financial transactions, its business units have little in common. There are few operating
synergies across business units within Textron. Textron headquarters functions like a holding

EXHIBIT 2.3
Corporate-Level

Strategies:

Graphical

Representation

of Generic

Corporate

Strategies

High Single industry
(McDonald’s, Wrigley)

Degree
of

Relatedness

Extent of Diversification
Low High

Related diversification
(Procter & Gamble,
Dow-Corning, Corning Glass)

Unrelated diversification
(Textron, ITT)

92004 NuCor Annual Reports, Letter to the Shareholders.
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company, lending money to business units that are expected to generate high financial re-
turns. We refer to such firms as unrelated diversified firms or conglomerates. Conglomerates
grow primarily through acquisition. Other examples of unrelated diversified firms are Litton
and LTV.

Related Diversified Firms

Another group consists of firms that operate in a number of industries and their businesses are
connected to each other through operating synergies. We refer to these firms as related diver-

sified firms.

Operating synergies consist of two types of linkages across business units: (1) ability to
share common resources, and (2) ability to share common core competencies. One way related
diversified firms create operating synergies is by having two or more business units share re-
sources such as a common sales force, common manufacturing facilities, and a common pro-
curement function. Such sharing of resources helps the firm reap benefits of economies of scale
and economies of scope.

Example. Most of Procter & Gamble’s individual products share a common salesforce and a com-
mon logistics; most of its products are distributed through supermarkets.

Another key characteristic of related diversified firms is that they possess core competencies
that benefit many of their business units. They grow by leveraging core competencies devel-
oped in one business when they diversify into other businesses.

Example. Dow Corning diversified into several products and markets that use its core competen-
cies in silicon chemistry. Texas Instruments used its competence in electronic technology to diver-
sify into several industrial consumer products. In 2002, DaimlerChrysler AG diversified into used
car trade through a new unit called Motormeile. Motormeile sold all brands including those of its
competitors. Other examples of related diversified firms include Procter & Gamble, NEC, Canon,
Philip Morris, Emerson Electric, and DuPont.

Related diversified firms typically grow internally through research and development.
The role of the corporate office in a related diversified firm is twofold: (1) similar to a con-

glomerate, the chief executive of a related diversified firm must make resource allocation deci-
sions across business units; (2) but, unlike a conglomerate, the chief executive of a related di-
versified firm must also identify, nurture, deepen, and leverage corporatewide core
competencies that benefit multiple business units.

Core Competence and Corporate Diversification

Despite the dismal track record of companies pursuing diversification, many have pursued this
strategy since the 1960s. Porter writes:

I studied the diversification records of 33 large, prestigious U.S. companies over the 1950–1986
period and found that most of them had divested many more acquisitions than they had kept. The
corporate strategies of most companies have dissipated, instead of creating shareholder value.10

10Michael E. Porter, “From Competitive Advantage to Corporate Strategy,” Harvard Business Review, May–June 1987,
p. 28.
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Research has shown that, on average, related diversified firms perform the best, single in-
dustry firms perform next best, and unrelated diversified firms do not perform well over the
long term.11 This is because corporate headquarters, in a related diversified firm, has the abil-
ity to transfer core competencies from one business unit to another. A core competency is what
a firm excels at and what adds significant value for customers. Competency-based growth and
diversification therefore have significant potential for success.

Examples. Honda’s key core competency is its ability to design small engines. Honda used this
competency initially to enter the motorcycle business. Since then, Honda has leveraged its compe-
tency in small engine technology in a variety of businesses such as automobiles, lawn mowers,
snow blowers, snowmobiles, and outdoor power tools.

One of Federal Express’s core competencies is logistics know-how. It used this competency to
create the overnight mail business. Since then, the company has used this competency to enter
several new businesses. For instance, FedEx manages all logistics (including internal inventory)
for Laura Ashley, a leading cosmetics company.

The business units of a related diversified firm might be worse off if they were split up into
separate companies since a related diversified firm can exploit operating synergies across its
business units. For instance, if the business units of Honda (motorcycles, automobiles, lawn
mowers, etc.) were split up as separate companies, they would then lose the benefit of Honda’s
expertise in small engine technology.

Unrelated diversified firms, on the other hand, do not possess operating synergies. Most of
the failed corporate diversification attempts in the past were of this type. Nevertheless, some
unrelated diversified firms (e.g., General Electric) are highly profitable. Since we continue to
see examples of unrelated diversified firms, we discuss this type of corporate strategy.

Implications of Control System Design

Corporate strategy is a continuum with single industry strategy at one end of the spectrum
and unrelated diversification at the other end (related diversification is in the middle of the
spectrum). Many companies do not fit neatly into one of the three classes. However, most com-
panies can be classified along the continuum. A firm’s location on this continuum depends on
the extent and type of its diversification. Exhibit 2.4 summarizes the key characteristics of the
generic corporate strategies.

The planning and control requirements of companies pursuing different corporate level di-
versification strategies (i.e., extent and type of diversification) are quite different. The key
issue for control systems designers, therefore, is: How should the structure and form of con-
trol differ across a NuCor (a single industry firm), a Procter & Gamble (a related diversified
firm), or a Textron (an unrelated diversified firm)? In Chapters 4 through 12 we discuss the el-
ements of the management control system. In Chapter 13 we discuss how these control sys-
tem elements should be designed so they implement a given firm’s strategies.

11Richard P. Rumself, Strategy, Structure and Economic Performance (Boston: Division of Research, Harvard Business School,
1974), pp. 128–42.
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Business Unit Strategies

Competition between diversified firms does not take place at the corporate level. Rather, a

business unit in one firm (Procter & Gamble’s Pampers unit) competes with a business unit in
another firm (Kimberly Clark’s Huggies unit). The corporate office of a diversified firm does not
produce profit by itself; revenues are generated and costs are incurred in the business units.
Business unit strategies deal with how to create and maintain competitive advantage in each
of the industries in which a company has chosen to participate. The strategy of a business unit
depends on two interrelated aspects: (1) its mission (“what are its overall objectives?”) and
(2) its competitive advantage (“how should the business unit compete in its industry to accom-
plish its mission?”).

Business Unit Mission

In a diversified firm one of the important tasks of senior management is resource deployment,
that is, make decisions regarding the use of the cash generated from some business units to fi-
nance growth in other business units. Several planning models have been developed to help
corporate level managers of diversified firms to effectively allocate resources. These models
suggest that a firm has business units in several categories, identified by their mission; the ap-
propriate strategies for each category differ. Together, the several units make up a portfolio, the
components of which differ as to their risk/reward characteristics just as the components of an

EXHIBIT 2.4 Corporate-Level Strategies: Summary of Three Generic Strategies

Type of corporate strategy Single industry firm Related diversified firm Unrelated diversified firm

Pictorial representation
of strategy

Identifying features

Examples

Competes in only
one industry

McDonald’s Corporation
Perdue Farms
Iowa Beef
Wrigley
Crown, Cork & Seal
Maytag
Texas Air
Ford Motor
NuCor

Sharing of core
competencies
across businesses

Procter & Gamble
Emerson Electric
Corning Glass
Johnson & Johnson
Philip Morris
Dow-Corning
Du Pont
General Foods
Gillette
Texas Instruments
AT&T

Totally autonomous
businesses in very
different markets

ITT
Textron
LTV
Litton
Rockwell
General Electric
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investment portfolio differ. Both the corporate office and the business unit general manager
are involved in identifying the missions of individual business units.

Of the many planning models, two of the most widely used are Boston Consulting
Group’s two-by-two growth–share matrix (Exhibit 2.5) and General Electric Company/McK-
insey & Company’s three-by-three industry attractiveness–business strength matrix (Ex-
hibit 2.6). While these models differ in the methodologies they use to develop the most ap-
propriate missions for the various business units, they have the same set of missions from
which to choose: build, hold, harvest, and divest.

Build

This mission implies an objective of increased market share, even at the expense of short-term
earnings and cash flow (e.g., Merck’s bio-technology, Black and Decker’s handheld electric
tools).

Hold

This strategic mission is geared to the protection of the business unit’s market share and com-
petitive position (e.g.: IBM’s mainframe computers).

Harvest

This mission has the objective of maximizing short-term earnings and cash flow, even at the ex-
pense of market share (e.g., American Brands’ tobacco products, General Electric’s and Sylva-
nia’s lightbulbs).

Divest

This mission indicates a decision to withdraw from the business either through a process of
slow liquidation or outright sale.

While the planning models can aid in the formulation of missions, they are not cookbooks. A
business unit’s position on a planning grid should not be the sole basis for deciding its mission.

EXHIBIT 2.5
Business Unit

Mission: The BCG

Model

Sources: Adapted from R. A.
Kerin, V. Mahajan, and P. R.
Varadarajan, Strategic

Market Planning (Boston:
Allyn & Bacon, 1990). B. D.
Henderson. Corporate

Strategy (Cambridge, MA:
Abt Books, 1979).
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In the Boston Consulting Group (BCG) model, every business unit is placed in one of four
categories—question mark, star, cash cow, and dog—that represent the four cells of a 2 ⫻
2 matrix, which measures industry growth rate on one axis and relative market share on the
other (Exhibit 2.5). BCG views industry growth rate as an indicator of relative industry at-
tractiveness and relative market share as an indicator of the relative competitive position of a
business unit within a given industry.

BCG singles out market share as the primary strategy variable because of the importance
it places on the notion of experience curve. According to BCG, cost per unit decreases pre-
dictably with the number of units produced over time (cumulative experience). Since the mar-
ket share leader will have the greatest accumulated production experience, such a firm should
have the lowest costs and highest profits in the industry. The association between market
share and profitability has also been empirically supported by the Profit Impact of Market
Strategy (PIMS) database.12

Although the experience curve is a powerful analytical tool, it has limitations:

1. The concept applies to undifferentiated products where the primary basis of competition is
on price. For these products, becoming the low-cost player is critical. However, market share

EXHIBIT 2.6
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12Robert D. Buzzell, Bradley T. Gale, and Ralph G. M. Sultan, “Market Share—A Key to Profitability,” Harvard Business 

Review, January–February 1975, pp. 97–106.
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and low cost are not the only ways to succeed. There are low market share firms (such as
Porsche in automobiles) that earn high profits by emphasizing product uniqueness rather
than low cost.

2. In certain situations improvements in process technology may have a greater impact on the re-
duction of per-unit cost than cumulative volume per se.

Example. Certain companies in the U.S. steel industry have greatly reduced their per-unit (ton)
cost of producing steel and recouped a large portion of worldwide market share by vast invest-
ments in technological improvements, not by producing more tons of steel (on a cumulative basis)
than their competitors.

3. An aggressive pursuit of reducing cost via accumulated production of standardized items
can lead to loss of flexibility in the marketplace.

Example. The classic example of this problem is when, during the 1920s, Henry Ford standard-
ized the car (“I will give you any color provided it is black”) and aggressively reduced costs. Ford
lost its leadership in the auto industry when General Motors sold the consumers on product vari-
ety (“A car for every purse and every purpose”), so much so that in 1927 Ford discontinued the
Model T and suffered a 12-month shutdown for retooling.13

4. Commitment to the experience curve concept can be a severe disadvantage if new technolo-
gies emerge in the industry.

Example. Timex’s low-cost position in the watch industry, built over several years, was erased
overnight when Texas Instruments entered the market with digital watches.

5. Experience is not the only cost driver. Other drivers that affect cost behavior are: scale,
scope, technology, and complexity.14 A firm needs to consider carefully the relevant cost dri-
vers at work to achieve the low-cost position.

BCG used the following logic to make strategic prescriptions for each of the four cells in Ex-
hibit 2.5. Business units that fall in the question mark quadrant are typically assigned the
mission: “build” market share. The logic behind this recommendation is related to the beneficial
effects of the experience curve. BCG argued that, by building market share early in the growth
phase of an industry, the business unit will enjoy a low-cost position.These units are major users
of cash, since cash outlays are needed in the areas of product development, market development,
and capacity expansion.These expenditures are aimed at establishing market leadership in the
short term, which will depress short-term profits. However, the increased market share is in-
tended to result in long-term profitability. Some businesses in the question mark quadrant
might also be divested if their cash needs to build competitive position are extremely high.

Example. In the early 70s, RCA decided to divest its computer division because of the enormous
cash outflows that would have been required to build market share in such a capital-intensive
and highly competitive industry.

Business units that fall in the star quadrant are typically assigned the mission: “hold” mar-
ket share. These units already have a high market share in their industry, and the objective is

13William J. Abernathy and Kenneth Wayne, “Limits of the Learning Curve,” Harvard Business Review, September–October

1974, pp. 109–19.
14For a discussion on multiple cost drivers, see J. K. Shank and V. Govindarajan, Strategic Cost Management (New York: The

Free Press, 1993), Chapter 10.
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to invest cash to maintain that position. These units generate significant amounts of cash (be-
cause of their market leadership), but they also need significant cash outlays to maintain their
competitive strength in a growing market. On balance, therefore, these units are self-sufficient
and do not require cash from other parts of the organization.

Business units that fall in the cash cow quadrant are the primary sources of cash for the

firm. Because these units have high relative market share, they probably have the lowest unit

costs and consequently the highest profits. On the other hand, because these units operate in

low-growth or declining industries, they do not need to reinvest all the cash generated. There-

fore, on a net basis, these units generate significant amounts of positive cash flows. Such units

are typically assigned the mission: “harvest” for short-term profits and cash flows.

Businesses in the dog quadrant have a weak competitive position in unattractive indus-

tries. They should be divested unless there is a good possibility of turning them around.

The corporate office should identify cash cows with positive cash flows and redeploy these

resources to build market share in question marks.

The General Electric Company/McKinsey & Company grid (Exhibit 2.6) is similar to the

BCG grid in helping corporations assign missions across business units. However, its method-

ology differs from the BCG approach in the following respects:

1. BCG uses industry growth rate as a proxy for industry attractiveness. In the General Elec-

tric grid, industry attractiveness is based on weighted judgments about such factors as mar-

ket size, market growth, entry barriers, technological obsolescence, and the like.

2. BCG uses relative market share as a proxy for the business unit’s current competitive posi-

tion. The General Electric grid, on the other hand, uses multiple factors such as market

share, distribution strengths, and engineering strengths to assess the competitive position

of the business unit.

Control system designers need to know what the mission of a particular business unit is,

but not necessarily why the firm has chosen that particular mission. Since this book focuses

on designing control systems for ongoing businesses, it deals with the implementation of the

build, hold, and harvest—but not divest—missions. These missions constitute a continuum,

with “pure build” at one end and “pure harvest” at the other end. A business unit could be

anywhere on this continuum, depending upon the trade-off it is supposed to make between

building market share and maximizing short-term profits.

Business Unit Competitive Advantage

Every business unit should develop a competitive advantage in order to accomplish its mis-
sion. Three interrelated questions have to be considered in developing the business unit’s com-
petitive advantage. First, what is the structure of the industry in which the business unit op-
erates? Second, how should the business unit exploit the industry’s structure? Third, what will
be the basis of the business unit’s competitive advantage? Michael Porter has described two
analytical approaches—industry analysis and value chain analysis—as aids in developing a
superior and sustainable competitive advantage. Each is described below.
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Industry Analysis

Research has highlighted the important role industry conditions play in the performance of in-
dividual firms. Studies have shown that average industry profitability is, by far, the most sig-
nificant predictor of firm performance.15 According to Porter, the structure of an industry
should be analyzed in terms of the collective strength of five competitive forces (see Exhibit
2.7):16

1. The intensity of rivalry among existing competitors. Factors affecting direct rivalry are in-
dustry growth, product differentiability, number and diversity of competitors, level of fixed
costs, intermittent overcapacity, and exit barriers.

2. The bargaining power of customers. Factors affecting buyer power are number of buyers,
buyer’s switching costs, buyer’s ability to integrate backward, impact of the business
unit’s product on buyer’s total costs, impact of the business unit’s product on buyer’s prod-
uct quality/ performance, and significance of the business unit’s volume to buyers.

3. The bargaining power of suppliers. Factors affecting supplier power are number of suppli-
ers, supplier’s ability to integrate forward, presence of substitute inputs, and importance of
the business unit’s volume to suppliers.

4. Threat from substitutes. Factors affecting substitute threat are relative price/performance of
substitutes, buyer’s switching costs, and buyer’s propensity to substitute.

5. The threat of new entry. Factors affecting entry barriers are capital requirements, access to
distribution channels, economies of scale, product differentiation, technological complexity
of product or process, expected retaliation from existing firms, and government policy.

EXHIBIT 2.7
Industry

Structure

Analysis: Porter’s

Five Forces

Model

Source: Adapted from
Michael E. Porter,
Competitive Advantage

(New York: The Free Press,
1985).

Suppliers
Industry

Competitors

Substitutes

New
Entrants

Customers

15Birger Wernerfelt and Cynthia A. Montgomery, “Tobin’s q and the Importance of Focus in Firm Performance,” American

Economic Review, March 1988, p. 249; Richard Schmalensee, “Do Markets Differ Much?,” American Economic Review, June

1985, pp. 341–51.
16Michael E. Porter, Competitive Advantage (New York: The Free Press, 1985).
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We make three observations with regard to the industry analysis:

1. The more powerful the five forces are, the less profitable an industry is likely to be. In in-
dustries where average profitability is high (such as soft drinks and pharmaceuticals), the
five forces are weak (e.g., in the soft drink industry, entry barriers are high). In industries
where the average profitability is low (such as steel and coal), the five forces are strong (e.g.,
in the steel industry, threat from substitutes is high).

2. Depending on the relative strength of the five forces, the key strategic issues facing the
business unit will differ from one industry to another.

3. Understanding the nature of each force helps the firm to formulate effective strategies. Sup-
plier selection (a strategic issue) is aided by the analysis of the relative power of several sup-
plier groups; the business unit should link with the supplier group for which it has the best
competitive advantage. Similarly, analyzing the relative bargaining power of several buyer
groups will facilitate selection of target customer segments.

Generic Competitive Advantage

The five-force analysis is the starting point for developing a competitive advantage since it
helps to identify the opportunities and threats in the external environment. With this un-
derstanding, Porter claims that the business unit has two generic ways of responding to the
opportunities in the external environment and developing a sustainable competitive advan-
tage: low cost and differentiation.

Low Cost Cost leadership can be achieved through such approaches as economies of scale in
production, experience curve effects, tight cost control, and cost minimization (in such areas as
research and development, service, sales force, or advertising). Some firms following this strat-
egy include Charles Schwab in discount brokerage, Wal-Mart in discount retailing, Texas In-
struments in consumer electronics, Emerson Electric in electric motors, Hyundai in automo-
biles, Dell in computers, Black and Decker in machine tools, NuCor in steel, Lincoln Electric in
arc welding equipment, and BIC in pens.

Differentiation The primary focus of this strategy is to differentiate the product offering of the
business unit, creating something that is perceived by customers as being unique. Approaches
to product differentiation include brand loyalty (Coca-Cola and Pepsi Cola in soft drinks), su-
perior customer service (Nordstrom in retailing), dealer network (Caterpillar Tractors in con-
struction equipment), product design and product features (Hewlett-Packard in electronics),
and technology (Cisco in communications infrastructure). Other examples of firms following a
differentiation strategy include BMW in automobiles, Stouffer’s in frozen foods, Neiman-Mar-
cus in retailing, Mont Blanc in pens, and Rolex in wristwatches.

Value Chain Analysis As noted in the previous section and as depicted in Exhibit 2.8, busi-
ness units can develop competitive advantage based on low cost, differentiation, or both. The
most attractive competitive position is to achieve cost-cum-differentiation.

Both intuitively and theoretically, competitive advantage in the market-place ultimately de-
rives from providing better customer value for an equivalent cost or equivalent customer value
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for a lower cost. Competitive advantage cannot be meaningfully examined at the level of the
business unit as a whole. The value chain disaggregates the firm into its distinct strategic ac-
tivities. The value chain is the complete set of activities involved in a product, beginning with
extraction of raw material and ending with postdelivery support to customers. Exhibit 2.9 de-
picts such a chain. A company chooses those activities that it will carry out with its own re-
sources and those that it will obtain from outside parties.

Value chain analysis seeks to determine where in the company’s operations—from design to
distribution—customer value can be enhanced or costs lowered.

For each value-added activity, the key questions are these:

1. Can we reduce costs in this activity, holding value (revenues) constant?

2. Can we increase value (revenue) in this activity, holding costs constant?

3. Can we reduce assets in this activity, holding costs and revenue constant?

4. Most importantly, can we do (1), (2), and (3) simultaneously?

By systematically analyzing costs, revenues, and assets in each activity, the business unit
can achieve cost-cum-differentiation advantage.

The value chain framework17 is a method for breaking down the chain—from basic raw ma-
terials to end-use customers—into specific activities in order to understand the behavior of
costs and the sources of differentiation. Few if any firms carry out the entire value chain of a
product with their own resources. In fact, firms within the same industry vary in the propor-
tion of activities that they carry out with their own resources.

EXHIBIT 2.8
Basis for

Competitive

Advantage

Superior

Inferior

Inferior

Superior

Cost-Cum-
Differentiation
Advantage

Low-Cost
Advantage

Stuck-in-
the-Middle

Differentiation
Advantage

Relative
Differentiation
Position

Relative Cost Position

17For a full discussion, see John K. Shank and Vijay Govindarajan, Strategic Cost Management

(New York: The Free Press, 1993), Chapters 1, 3, 4, 5; Michael E. Porter, Competitive Advantage 

(New York: The Free Press, 1985).
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Examples. Chevron in the petroleum industry spans wide segments of the value chain in which
it operates, from oil exploration to service stations, but it does not span the entire chain. Fifty per-
cent of the crude oil it refines comes from other producers, and more than one-third of the oil it re-
fines is sold through other retail outlets. More narrowly, a firm such as Maxus Energy is only in
the oil exploration and production business. The Limited has “downstream” presence in retail out-
lets but owns no manufacturing facilities. Reebok is a famous shoe brand, but the firm owns very
few retail outlets. Reebok does, however, own its factories. Nike, on the other hand, does only
research, design, and marketing; it outsources 100 percent of its athletic footwear manufacturing.

The value chain helps the firm to understand the entire value delivery system,not just the por-
tion of the value chain in which it participates. Suppliers and customers, and suppliers’ suppli-
ers, and customers’ customers have profit margins that are important to identify in understand-
ing a firm’s cost/differentiation positioning, since the end-use customers ultimately pay for all the
profit margins along the entire value chain. Suppliers not only produce and deliver inputs used
in a firm’s value activities, but they significantly influence the firm’s cost/ differentiation posi-

tion.

Example. Developments by steel “mini-mills” lowered the operating costs of wire products users
who are the customers of the customers of the mini-mill two stages down the value chain.

Similarly, customers’ actions can have a significant impact on the firm’s cost/differentiation
advantage.

Example. When printing press manufacturers built a new press of “3 meters” width, the prof-
itability of paper mills was affected because paper machine widths must match some multiple of
printing press width. Mill profit is affected by customer actions even though the paper mill is two
stages upstream from the printer, who is a customer of the press manufacturer!

Summary

Every organization has one or more goals. Profitability is an important goal, but a firm should
also adopt goals vis-à-vis employees, suppliers, customers, and community.

Diversified firms undertake strategy formulation at two levels—corporate and business
unit. At the corporate level, the key strategic question is, What set of businesses should the
firm be in? The “generic” options for the corporate level strategic question are (1) a single in-
dustry firm, (2) a related diversified firm, or (3) an unrelated diversified firm. A key concept in
corporate level strategy is the notion of core competence. A core competency is an intellectual
asset in which a firm excels.

At the business unit level, there are two key strategic questions: (1) What should be the
business unit’s mission? (The “generic” business unit missions are build, hold, and harvest.)
(2) How should the business unit compete to accomplish its mission? (The “generic” competitive
advantages are low cost and differentiation.)

Three tools can help in developing business unit strategies: portfolio matrices, industry struc-
ture analysis, and value chain analysis. Portfolio matrices typically position a business unit on a
grid where one axis is “market attractiveness” and the other axis is “market share.” Such matri-
ces are useful in deciding on the business unit mission.
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Industry structure analysis is a tool to systematically assess the opportunities and threats
in the external marketplace. This is accomplished by analyzing the collective strength of five
competitive forces—existing competitors, buyers, suppliers, substitutes, and new entrants.

The value chain for a business is the linked set of value-creating activities to produce a prod-
uct, from basic raw material sources for component suppliers to the ultimate end-use product
delivered into the final consumers’ hands. Each business unit must be understood in the con-
text of the overall chain of value-creating activities of which it is only a part. Value chain analy-
sis is a useful tool in developing competitive advantage based on low cost, or differentiation, or,
preferably, cost-cum-differentiation.

Control system designers need to be cognizant of the organization’s strategies since systems
have to support strategies.Chapters 4 through 12 describe the different elements of management
control. In Chapter 13 we discuss the planning and control requirements of different corporate
and business unit strategies.
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Case 2-1

Encyclopædia Britannica, Inc. (A)
Scotland in the mid- to late eighteenth century enjoyed its own “information age,” the Scottish
Enlightenment. It was an era that embraced industrialization, spawned revolutionary ideas
(Adam Smith’s “invisible hand” theory of economics is one example), and transformed Edin-
burgh into a world-renowned cultural center. So it is not surprising that during this time, two
enterprising men decided to capture and market that knowledge.

Colin Macfarquhar was a printer and Andrew Bell an engraver when they formed a part-
nership in 1768 to publish what they called a “Dictionary of Arts and Sciences.” William
Smellie, hired to edit the vast collection, emphasized usefulness in his preface to the three vol-
ume set.

“Wherever this intention does not plainly appear,” he wrote, “neither the books nor their au-
thors have the smallest claim to the approbation of mankind.”1 Thus did serving society’s need
to know become the mission of Encyclopædia Britannica, Inc. (EBI).

The new reference guide, which took three years to complete, was offered to consumers in
weekly installments. The timing was right, for the edition sold out quickly. A second edition
soon followed, then a third and a fourth, each bigger and more comprehensive than the last. By
1815, when the fifth edition was published, the set had ballooned to 20 volumes. A pirated ver-
sion, published in the U.S. in 1790, tapped a growing new market. Even George Washington
bought a set.

Throughout the nineteenth century and into the twentieth, when the company was pur-
chased by Americans and moved to the U.S., EBI continued to enhance its reputation as the
premier source of knowledge. The company maintained, “Our brand represents material you
know is authoritative and trustworthy.”2 The company recruited notable scientists and schol-
ars, including Thomas Malthus, Sigmund Freud, and Marie Curie, to contribute. It expounded
upon such cutting-edge topics as taboos, anarchism, ether, and Darwin’s theory of evolution. As
demand mushroomed, it hired a permanent editorial staff and began printing—and updat-
ing—annually. In 1943 William Benton, founder of ad agency Benton and Bowles, took the
helm as publisher and board chairman. He extended the company’s global reach and expanded
its product line, acquiring in the process Compton’s Encyclopedia and dictionary publisher G.
& C. Merriam.

EBI entered the digital age in 1981 when it offered an electronic version to business users
of Lexis-Nexis, an information retrieval service of Mead Data Central. EBI declined to offer
this version to any non-business users, specifically, “any schools, libraries, or individuals that
[were] subscribers to the Mead Corp. subsidiary’s retrieval services.”3

This case was written by Professor Vijay Govindarajan and Professor Praveen K. Kopallé of the Tuck School of Business at

Dartmouth College. © Trustees of Dartmouth College. 

1Encyclopædia Britannica.
2Advertising Age (May 10, 1999), 24.
3BusinessWeek (August 31, 1981) 74E.
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In 1989 the company moved further into the electronic age when it published Compton’s En-
cyclopedia on CD. The target audience was schools and libraries, which paid $750 for the priv-
ilege of owning the first multimedia encyclopedia on CD-ROM.

The company boasted 2,300 sales associates in 1989.They moved door to door, talking with in-
dividuals and families, persuading them to invest in Encyclopædia Britannica’s voluminous
storehouse of knowledge.A key selling point was the product’s upscale cachet. Many parents be-
lieved having the books in their homes would give their children an advantage in school and in
life. . . .

By 1990, consumers were snapping up Encyclopædia Britannica print sets at $1,500 to
$2,000. The company’s sales revenues hit a new high—$650 million. Not only that, the 32-vol-
ume set remained the standard to which other encyclopedias around the world aspired.

During the early 1990’s, the software giant Microsoft decided to enter the encyclopedia mar-
ket. Microsoft licensed material from Funk & Wagnalls Encyclopedia which sold its sets in su-
permarkets, added some public-domain content, and released it on CD-ROM in 1993. The prod-
uct, called Encarta, sold for less than $100. Many computer manufacturers simply gave it to
buyers of their computers.

Discussion Questions

1. Describe the strategy and tactics of EBI as of 1990.

2. Why was EBI’s business model so successful for more than 200 years? 

3. How vulnerable was this model in the early 1990’s?

4. Should EBI respond to Microsoft’s moves? If so, how should EBI respond? Why?

5. What control systems would you recommend for EBI so that the company can understand
the potential for transforming its business model?
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Case 2-2

Encyclopædia Britannica, Inc. (B)
In 1993, EBI responded to Microsoft’s entry by:

• Selling its Compton’s unit for $57 million

• Publishing the entire text of Encyclopædia Brittanica on a two-CD set, and offering a
three-year, two-workstation license to businesses only for $2,100 per year. (Use required a
1 GB hard drive, which at that time cost $1,1001)

• Making no changes in the consumer market

Encarta soon became the best-selling multimedia encyclopedia, despite the fact that Funk &
Wagnalls did not have Encyclopædia Britannica’s tony reputation. An associate publisher of
Encyclopædia Britannica commented, “this is a powerful, adult-level research and retrieval
tool to be used in the kind of intensive research applications demanded by publishers, news or-
ganizations, and business and government agencies.”2

As sales of the Encyclopædia Britannica fell, Encarta appeared to be a distinctive threat. In
response, the following year EBI created the Encyclopædia Britannica CD-ROM for the con-
sumer market. The company offered the CD free to consumers who bought the print set (which
cost Britannica about $200–$300 to produce, compared to $1.50 for a CD-ROM); however, the
company charged $995 if the customer wanted just the CD.3

Annual sales and revenues of the Encyclopædia Britannica continued to slide, and growth
of the Internet only accelerated the decline. Worse, EBI’s best salespeople started to leave.

Over the next few years, EBI continued to struggle with its marketing and product mix. En-
cyclopædia Britannica was available online to university faculty and students in 1994 on a
subscription basis4 at a price of $2000 per year.5 Well-heeled libraries were able to afford the
price tag, but those of more modest means—as well as families and businesses—opted for the
less expensive Microsoft CDs. In 1995 the company offered the Encyclopædia Britannica 
CD-ROM for around $200. By 1996 sales of Encyclopædia Britannica had plummeted to $325
million, about half their 1990 level (see Exhibit 1); over 117,000 hard-cover copies were sold in
1990 versus 55,000 in 1994. The company was in financial trouble by 1996 and a Swiss busi-
nessman Jacob Safra acquired the firm for a fraction of its book value.

This case was written by Professor Vijay Govindarajan and Professor Praveen K. Kopallé of the Tuck School of Business at

Dartmouth College. © Trustees of Dartmouth College.

1James Coates, “The binary beat—Britannica on CD,” Chicago Tribune (August 8, 1993), 7.
2James Coates, Ibid.
3Philip B. Evans and Thomas S. Wurster, Harvard Business Review (September–October 1997), 72.
4“Encyclopædia Britannica,” Publishers Weekly (February 14, 1994), 14.
5Hal Varian and Robert Shapiro, “Information Rules,” Harvard Business School Press, 1999.
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Discussion Questions

1. How effective was EBI’s response to the threat of the digital revolution? 

2. What strategy should Jacob Safra follow to get EBI back on track?

3. What would be your recommendation for control systems for EBI?

EXHIBIT 1
Estimated Sales

of Encyclopædia

Britannica6

Estimated Sales
Year ($ Millions)

1990 650
1991 627
1992 586
1993 540
1994 453
1995 405
1996 325

6Sources:  (a) Tom Kelly, “The Britannica,” The San Francisco Examiner (June 17, 1995), A15. (b) Mark Lander, “Britannica

is for sale,” The New York Times (May 16, 1995), 1.  (c) Economist (February 26, 2000), 54.  (d) Hal Varian and Robert

Shapiro, “Information Rules,” Harvard Business School Press, 1999.  (e) Hoover’s Company Profile Database, 2000. Re-

search assistance was provided by Jenny Neslin in compiling Exhibit 1.
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Case 2-3

Encyclopædia Britannica, Inc. (C)
Upon buying EBI, Jacob Safra soon disbanded the company’s door-to-door sales force1 and its
in-home presentations; tried marketing CDs through direct mail; and slashed the online sub-
scription fee, first to $150 per year then to $85 a year. Only 11,000 subscribers signed on.

In May 1997 the company announced it would drop the suggested retail price of Britannica CD
97 to $150 and offer CD purchasers an online subscription for an additional $50. In a company
press release, CEO Don Yannias said, “The equation is simple. When people use EB products,
they like them.At $150, more people buy them.”2 The following year, EBI unveiled Britannica CD
98 Standard Edition. The price? Eighty-five dollars at retail stores.

In spring 1999, EBI proclaimed to the world that it would launch a new Internet service at
www.britannica.com. EBI executives considered the following five pricing models on the Inter-
net.

• Subscription based pricing: Charge an annual fee for unlimited access.

• Metered pricing: Charge based on time spent using the Encyclopedia.

• Fee for services: Charge for any research or special reports requested.

• Product line pricing: Base product is free but charge subscription fee for the advanced prod-
uct(s).

• Bundle pricing: Offer a lower price when multiple items are bundled together.

Upon evaluating various options, EBI provided access to the entire text and graphics of En-
cyclopædia Britannica absolutely free of charge. The site also offered a selective search engine
targeting high-quality web sites.

“We’re reinventing our business model. The whole future of the company is based on how we
do in the electronic space. This is going to be our lead product,” observed one senior vice presi-
dent, “a product that combines the Internet guide with the encyclopedia. We are not in the book
business. We’re in the information business.”3

The company planned to earn revenues from advertising, including sponsorships for topical
features called “Spotlights,” and a percentage of goods sold through e-commerce. The new
strategy required hiring an advertising sales force, the first in the company’s history. In 1999,
its total work force, including the advertising sales force, was about 350.4

The site was launched with considerable fanfare in late October 1999. Six days later it
crashed. More than ten million people tried to access the site. Only 100,000 got through. After
this online debacle, EBI installed high-speed web servers and concentrated on growing its elec-
tronic strategy. Unlike EBI’s subscription service, which tapped the 231-year old archives and

This case was written by Professor Vijay Govindarajan and Professor Praveen Kopallé of the Tuck School of Business at

Dartmouth College. © Trustees of Dartmouth College.

1Jerry Useem, Fortune (November 22, 1999), 344.
2Encyclopædia Britannica.
3Jeff Borden, Advertising Age (May 10, 1999), 24.
4“Britannica drowns online,” American Libraries (December 1999), 25.
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was marketed primarily to schools and libraries, the new Web site targeted Internet users more
broadly, and included links to more than 150,000 approved Web sites. EBI also began negotia-
tions with partners to furnish information and services to the site—such potential partners in-
cluded Amazon.com and bn.com.

EBI’s spokesperson commented, “The kind of partners we’ll choose to be a part of that site
will have to have the same brand qualities. We’ll try to cut through the clutter of the Web, give
you information you can depend on, and not force you to become an expert on how to search the
Web. Britannica’s site won’t be elitist but won’t be for everybody. We’re looking for people with
a certain kind of intellectual curiosity.”5

Some analysts questioned whether EBI had waited too long to join the Internet action. They
commented, “they are copying things that have been done by countless other companies. If
they’d been first movers, they’d have had the ability to create a market. Now, they’re very late
in the game.”6

Advertising fees on Britannica.com generated additional revenues for the company, as did
sales from Britannica Store, the online outlet for EBI’s products and tie-ins. These included
CDs, DVDs, reference books, clothing, and a variety of science and nature products “chosen for
their educational and entertainment value.”7

By mid-2000 the company, renamed Britannica.com Inc., was transforming into an e-com-
merce company. Its website continued to promote the tradition of “provid[ing] reliable knowl-
edge on every topic imaginable—from the origins of the universe to current events and every-
thing in between.” But the vision now reflected its new marketplace: “to become the most
trusted source of information, knowledge, and learning in digital media.” Their digital media
products were aimed at satisfying a vast range of information needs, from academic and pro-
fessional research to everyday answers.

The company’s products included: (1) Britannica CD and Britannica DVD—comprehensive
disc-based encyclopedias in the English language, (2) Encyclopædia Britannica in print (for
$1,250)—CD and yearbook included at no charge, (3) Britannica.com—a free search and direc-
tory service that included the complete, updated Encyclopædia Britannica, combined with se-
lected Web sites, magazines, and book citations, and (4) Encyclopædia Britannica Online
(www.eb.com), an on-line subscription service at a price of $85.00 per year— a reference site for
students, educators, and parents synthesizing editorially reviewed Web sites and the Ency-
clopædia Britannica.

Although the full text of the Encyclopædia Britannica had been made available free of
charge on the Internet, the company claimed there were still many advantages to being their
online subscriber that included special in-depth features in 15 subject “channels,” ranging from
the arts, business, and education to science, sports, technology, and travel (all delivered with
Encyclopædia Britannica’s lively and authoritative voice).

It also offered “integrated searching.” Each search returned relevant information from all
sources in a single presentation, including the Encyclopædia Britannica database. This made
it easy for people to find what they needed. The other benefits to the subscribers include the

5Advertising Age (May 10, 1999), 24.
6Advertising Age (May 10, 1999), 24.
7Britannica.com website.
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ability to print out information more quickly, a special encyclopedia for K–12 students, per-
sonal workspace, and no advertising.

EBI planned to tap two additional revenue streams: a percentage of goods sold through e-
commerce, such as books on a subject highlighted on the site, and sponsorships offered for
special displays, such as a salute to women in history.

Discussion Questions

1. Evaluate EBI’s Internet strategy and tactics.

2. Are there lessons from the EBI saga that are relevant to brick and mortar companies?
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Case 2-4

Cisco Systems (A)
Cisco Systems, says president and CEO John Chambers, is “an end-to-end networking com-
pany.” Its products and services enable the construction of corporate information superhigh-
ways, a driving concern of today’s CEOs, seeking to become “e-business” leaders in their indus-
tries.

Cisco Systems provides products and services that enable the sharing of information (in-
cluding data, text, voice, and video) across disparate networks. Its goal is to provide customers
with a complete set of tools to help them build the most appropriate network for their needs.

Cisco identifies four major segments within its customer base:

Enterprises are large organizations with 500 or more employees and complex networking
needs, usually spanning multiple locations and types of computer systems. Enterprise cus-
tomers include corporations, government agencies, utilities, and educational institutions.

Service providers are firms that provide data, voice, and video communication services to
businesses and consumers. They include regional, national, and international telecommuni-
cations carriers as well as Internet, cable, and wireless service providers.

Small/medium–sized businesses are defined as companies that have fewer than 500
employees, need their own networks and Internet connectivity, but have limited expertise
in networking technology.

Consumers are a new market for Cisco. The company recently entered the consumer mar-
ket with a variety of home networking products.

To reach its customers, Cisco sells through several channels, including the IBSG, a direct
sales force, third-party distributors, value-added resellers, service providers, and system inte-
grators.

Cisco originally was founded as a router company, but as the corporation evolved, so did its
products. These range from simple bridges and routers to optical switches, software, and even
services. All of the products are scalable and easy to upgrade, allowing Cisco to provide cus-
tomers with maximum possible flexibility when designing their networks.

Cisco’s product offerings are divided into the major categories described below.1

Routing is a foundation technology for computer networking. Cisco routers move informa-
tion from one network to another, applying intelligence in the process to ensure the infor-
mation reaches its destination securely and in the fastest way possible.

LAN-Switching (Local Area Network Switching) products help users migrate from
traditional shared LANs to fully switched networks that support the varying levels of flexi-

This case was written by Professor Phil Anderson, Professor Vijay Govindarajan, and Professor Chris Trimble, and by re-

search assistant Katrina Veerman (T’01) of the Tuck School of Business at Dartmouth College. © Trustees of Dartmouth

College.

1Cisco.com and most recent 10K, July 31, 1999.
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bility and cost effectiveness required for desktop, workgroup, and backbone applications.
Cisco solutions support most popular networking technologies, including Ethernet, Gigabit
Ethernet, Token Ring, TCP/IP, and Asynchronous Transfer Mode (ATM).

WAN-Switching (Wide Area Network Switching) products extend this functionality
over long distances.

Access solutions provide remotely located individuals and groups with the same connec-
tivity and information access they would have if they were located at their company’s head
office. Integrated Services Digital Network (ISDN) remote-access routers, dialup access
servers, Digital Subscriber Line (DSL) technologies, and cable universal broadband routers
provide telecommuters and mobile workers with Internet access and branch-office connec-
tivity.

SNA (Systems Network Architecture) LAN integration products allow modern
LANs with open network architectures to be integrated with IBM legacy systems based
on SNA standards. (In the 1990s, most large organizations had both LANs and older IBM
mini and mainframe computing systems.)

Internet appliances improve a network manager’s ability to cope with challenges posed
by the growing popularity of the Internet, such as network traffic volume and network ad-
dress shortages. These include firewalls, which prevent unauthorized access to a network;
products that scan, detect, and monitor networks, looking for security risks; virtual private
networks (VPN); cache products; and load-balancing products.

Cisco IOS Software is a networking software product that has been deployed across
Cisco Systems’ products to provide intelligent network services, such as Quality of Ser-
vice, load-balancing, and multicast functions that enable customers to build flexible net-
work infrastructures. These intelligent network services also support next-generation
Internet applications.

At the top of Cisco’s organization structure is John Chambers, president and CEO. His direct
reports include Mike Volpi, chief strategy officer, Larry Carter, chief financial officer and Pete
Solvik, chief information officer. More than 30 senior vice presidents report to them. Cisco also

boasts a very active board of directors which includes former CEO John Morgridge and venture
capitalist Don Valentine.

Cisco’s Evolution

Early History

Cisco was founded by Stanford University computer scientists Sandy Lerner and Leonard
Bosack, who recognized the need for large-scale computer networks based on industry-stan-
dard technologies.2 Lerner directed computer facilities at Stanford Business School, and Bo-
sack directed Stanford’s computer science department. While at Stanford, both recognized

2Cisco Annual Report, 1990.
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the inefficiency of the existing computing infrastructure which, in 1982, had 5,000 different
on-campus computers and 20 incompatible email systems.3 With so many mismatched tech-
nologies, employees and students found it difficult to share information electronically.

Lerner and Bosack enlisted several other Stanford employees and set out to build a better
system:

“. . . [W]orking without permission or an official budget, [they] first created the interface by which
they could connect the DEC minicomputers to a bootleg Ethernet network. The network consisted
of a few miles of coaxial cable. The guerrilla team pulled wires through manholes, and sewer
pipes—everywhere that made sense.

“The project was a success. The router enabled the connection of normally incompatible individ-
ual networks. It allowed data to be read by any computer in the network, even across different op-
erating systems. Soon enough the bootleg system became the official Stanford University
Network”4

Shortly after their campus-wide success, Lerner and Bosack left Stanford to start their own
company. Initially, they custom built routers in their living room. They called their products cis-
cos, a name derived from the last five letters of San Francisco. A rendition of the Golden Gate
Bridge became their logo. By 1986 they had outgrown their living room and were forced to move
to an office in Menlo Park, California.

Until this point, the company relied heavily on word-of-mouth referrals. Most customers
were former colleagues from Stanford and were connected via an early version of email. Lerner
and Bosack began using email as a promotional medium to supplement the referrals. In doing
so, Cisco quickly developed a solid reputation among academic “nerds.” Soon they were using
email as a medium for technical and general customer support. The partners also created
Packet, a magazine focused on “linking customers to Cisco and delivering complete coverage of
cutting edge trends and innovation.”

Lerner and Bosack recognized that they needed to expand and enter new markets, and that
this would require additional funding. After visiting 75 venture capital firms, Cisco closed its
first round of $2.5 million in 1987 with a single investor—Don Valentine of Sequoia Partners.

Valentine had a history of backing winning companies, including Apple and Crescendo.
Other venture capitalists were unconvinced that Lerner and Bosack, technical wizards who
had no experience building a company, could turn Cisco into a success without time-intensive
senior-level guidance. But Valentine believed, and took a large gamble. He not only underwrote
the initial investment but attracted top-notch executives to the company. Among the most in-
fluential of these was John Morgridge.

The Morgridge Years

Valentine hired Morgridge from Grid Systems in 1988 to be president and CEO of Cisco. Un-
fortunately, he did not consult either of Cisco’s founders before he acted. The summary demo-
tion of Lerner to customer service VP and Bosack to chief technology officer generated stress be-
tween them and the new chief executive officer. Soon the entire company was feeling the strain.

3David Bunell, Making the Cisco Connection: The Story Behind the Internet Superpower, pp. 4 and 5.
4Ibid., p. 6.
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Morgridge tried to address the problem by hiring a company psychologist, but even that failed
to extinguish the simmering tension.

While the four principals—Lerner, Bosack, Morgridge, and Valentine—agreed that Cisco’s
goal was to please its customers, they disagreed on almost every aspect of how to accomplish
this. Unable to overcome their differences, Lerner agreed to leave Cisco in August 1990, and
Bosack left not long after. By 1993 both founders had sold all their Cisco stock back to the com-
pany. (Lerner eventually left the high-tech world altogether to establish a cosmetics company
called Urban Decay.)

Alone at the helm, Morgridge set some changes in motion. He modified the name of the
company from cisco to Cisco, for example, basing his decision on customer feedback. He also
clamped the lid on spending, requiring all employees to fly tourist class and to limit their ex-
penditures. His frugality and commitment to maximizing customer satisfaction—attributes
upon which the company had been founded—paid off. Cisco’s annual revenues leaped from
$1.5 million in 1987 to $70 million by the end of fiscal year 1990. . . .

As the company grew, Morgridge sought out executive team members who supported his
ideas. In 1991 he hired John Chambers to be senior vice president of business development. It
was clear that Chambers eventually would succeed Morgridge as CEO.

John Chambers

John Chambers graduated second in his high school class, attended Duke University, and
earned a law degree from West Virginia University and an MBA from Indiana University—all
despite suffering from dyslexia.

Chambers subsequently worked for IBM and Wang—experiences he credits with shaping his
leadership style. At IBM, for example, he was once given a poor evaluation after meeting nine
out of ten self-determined objectives. As a result, he tends to focus on a few achievable goals. At
Wang he had to oversee the layoffs of more than 4,000 people, an experience he vowed never to
repeat.

Shaped by these experiences, Chambers had cultivated a coaching, hands-off leadership
style by the time he arrived at Cisco. He encouraged other executives to lead, to make good de-
cisions, and to take risks willingly:

“I tell my own leaders that you’ve got to have mavericks in Cisco—you’ve got to have people who
challenge you. However, the mavericks have to follow within reasonable bounds the course and di-
rection of the company. So I would take a gamble on Dennis Rodman if I felt that I had the team
that could help him play within the framework of their capability.”5

Teamwork, risk, responsibility, and especially customer satisfaction make up Chambers’s
resounding refrain. Today most employees who have met him agree that Chambers is the man
they most admire at Cisco. However, all also agree that Cisco could not have become the com-
pany it is today without its early adoption of the Internet and Internet-related technologies.

5LAN Times, 7/08/96. Interviewed by Editor in Chief Leonard Heymann, Executive News Editor Jeremiah Caron, and Senior

Writer Michelle Rae McLean.
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Early E-Business Initiatives Under Morgridge and Chambers

In 1991 Cisco launched an official Internet site, primarily dedicated to company and product
information. Cisco also worked hard to improve its non– Internet-based customer support. To
meet demand, it:

1. Hired more engineers as quickly as possible, growing the engineering staff at 160 percent a
year.

2. Extended telephone support hours from 6:00 A.M. to 6:00 P.M.

3. Established an internal system to prioritize telephone calls.

4. Integrated remote network diagnostics into its support package.

5. Experimented with different customer support projects, including SMARTnet,a package of the
most popular service options, and improved access to service information.

6. Trained customers, offering 21 networking classes and teaching close to 400 people how to
service their own networks in 1991.

That year—1991—Cisco boasted 50 percent of the internetworking market6 and, despite its
new initiatives, struggled to keep up with the 300 calls per day it was receiving.

Nineteen ninety-one was also a tumultuous year at the executive level. In addition to
Chambers’ arrival, the VP of Finance resigned and was replaced.

In 1992 Cisco’s market share increased to 85 percent, complicating efforts to manage cus-
tomer service requests. The company began offering consultation services in addition to its cus-
tomer-training programs. It also set up electronic bulletin boards. This foray into online tech-
nical assistance was not embraced initially, but Cisco realized that electronic dissemination of
knowledge could help ease the burden on its engineers and customer service representatives.
The company was undergoing growing pains and sought to alleviate them by finding other
ways to leverage information technology.

In 1993 Cisco began using a Telnet site for tech support. Customers, generally engineers,
could log on and download software updates, check manuals, and even email Cisco employees
with questions. The company’s 1993 annual report stated, “Communications, flowing through
internetworks, built largely with Cisco technology, are truly the lifeblood of our enterprise.”7

More than 5,000 visitors a month were logging in. Still, no one could predict that by 1997, Cisco
would sell over half its products across the Internet.

Cisco Comes of Age

By the end of fiscal year 1993, Cisco boasted an average annual growth rate of over 270 per-
cent, revenues of $649 million, a net margin of 26 percent, and 1,000 employees. It was no
longer a niche technology company.

Morgridge recognized Cisco needed to revisit its goals. He asked several key executives, in-
cluding John Chambers and then-CTO Ed Kozel, to write a formalized business plan, the first
in Cisco’s nine-year history. This business plan outlined four strategic goals:8

6Boston Globe, November 3, 1991.
7Cisco Annual Report, 1993.
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1. Provide a Complete Solution for Businesses

2. Make Acquisitions a Structured Process

3. Define the Industry-wide Networking Protocols

4. Form the Right Strategic Alliances

In order to achieve these directives and continue its phenomenal growth rate, Morgridge
knew that Cisco would have to hire many more talented employees—even increasing the al-
ready high headcount growth rate. Unfortunately, talented employees were becoming hard to
find. The search for personnel acquired some urgency when customer service ratings for Cisco
dipped to an all-time low.

Morgridge and Chambers decided to ask their customers for advice. At the suggestion of
Boeing, Cisco bought Crescendo, a 60-person firm in Sunnyvale, California, that provided “high
speed switching solutions for the workgroup.”9

The acquisition of Crescendo provided some relief, but it was not an easy acquisition from a
technical standpoint. Cisco’s Unix databases were state-of-the-art, but the systems and informa-
tion were unconnected and not appropriately scalable. Until 1993 all IT had been funded based
on a company-wide budget of 0.75 percent of sales. While this allowed the IT department to ser-
vice immediate needs, and to patch existing systems, it was totally inadequate for an acquisitive,
half-billion-dollar company predicted to grow by more than 50 percent per year.

Chief Information Officer Pete Solvik recognized the technical problems Cisco was facing. He
and another senior executive, Doug Allred, approached the board of directors during a board
meeting in 1993 and asked if they thought the IT funding mechanisms was appropriate. The di-
rectors acknowledged that they had no idea and tasked the two officers to research other possi-
bilities.

What they came up with was nothing short of revolutionary. Allred and Solvik implemented
a system which delegated authority for IT expenditures to individual business units, not ad-
ministrative executives in a head office. They named it the Client Funded Model (CFM). It en-
abled Cisco’s business units to make technology spending decisions where such investment
would support customers and directly increase sales.

Most companies funded IT as a percentage of revenues. Typically, the IT department re-
ported as a cost center directly to the chief financial officer. Projects typically were evaluated
based on reducing the cost of doing business, not on improving sales, customer satisfaction, or
employee retention.

With the CFM, only core IT infrastructure spending was centralized and spent out of general
overhead accounts. By redistributing responsibility for IT costs, Cisco aligned IT spending with
its corporate goal—doing everything possible to support the customer. The changes outlined by
Solvik and Allred were as follows:

• IT would report to a newly formed Customer Advocacy (CA) group, which Doug Allred would
lead.

• Managers would be encouraged to proceed with any reasonable project, as long as it im-
proved customer satisfaction.

8Bunell, David, Making the Cisco Connection: The Story Behind the Internet Superpower.
9John Chambers in Press Release, September 21, 1993.
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• While managers would be empowered to make decisions on what projects would get funded,
IT would decide how to implement them.

• Cisco’s internal network would play a strategic role in providing the connectivity necessary
for business units to build applications creatively.

The Big Leap

The last item on this list led to a major decision. Solvik recognized that the network infra-
structure at Cisco needed a tremendous upgrade if managers were to meet their customer sat-
isfaction goals. The modifications would cost millions, and Cisco was famous for its padlocked
coffers. Nevertheless, Pete Solvik proposed the upgrade to the board.

In early 1994, Cisco’s systems broke down and the company was forced to close for two days.
In the wake of this and several other small crashes, the board made an unprecedented decision
and approved Solvik’s proposal, a $15 million Oracle ERP system. (This investment alone was
2.5 percent of 1993 revenues, more than three times the previous year’s IT budget. Total bud-
get for IT upgrade exceeded $100 million.) The Oracle system was to become the backbone of
Cisco’s e-business. Not only did it integrate all of the Unix servers, it also provided Cisco with
a centralized information source.

Morgridge made it clear to Solvik that his career depended on the successful implementa-
tion of this initiative. Solvik ultimately received a tidy bonus for his work.

Subsequent E-Business Initiatives

Once the ERP system was in place, Cisco revisited its worsening customer service problem.
Despite an enviable ability to attract talented engineers and call center representatives, the
company was unable to hire enough of them to support its growth rate. Customers increas-
ingly complained of inadequate technical assistance.

In response, Cisco enhanced the Cisco.com site and launched the Cisco Information Online
(later named Cisco Connection Online). The company also added a Technical Assistance Cen-

ter (TAC) to the site and posted a bulletin board where customers could solve technical prob-
lems. Additionally, it published a list of product faults and remedies.

The site was a huge success. It saved Cisco time as well as the cost of hiring additional em-
ployees, and it saved customers the time and hassle of making a phone call. Instead of dialing
into a busy support line, they could log on to the website, browse up-to-date information, and
fix most problems on their own without waiting to talk with a technician. Cisco’s customer ser-
vice ranking once again began to improve.

Early in 1995, under Chambers’s direction as the newly installed CEO, Cisco moved from
Menlo Park to a new campus in San Jose. Chambers had chosen an area close to the highway
with room to expand. The new Cisco buildings were high-tech architectural marvels, and
Chambers had spent the money necessary to ensure that they would scale. Each of the four
buildings was wired for state-of-the-art connectivity and each was identical.

Cisco also began to look for other ways to leverage its website. The sales force complained
that they were constantly asked by customers to perform mundane tasks, such as re-printing
a customer invoice. In response, in 1995, Cisco expanded the online offerings and allowed cus-
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tomers to reprint invoices, check the status of service orders, and even configure and price
products. This initiative was described in Cisco’s 1995 Annual Report:

Cisco Connection—a family of online and CD-ROM based services introduced during late [1995]
provides our worldwide customers, partners and employees with easy and efficient access to the
latest information from Cisco.10

As the website was integrated into the ERP system, customers were able to access more infor-
mation. For many Cisco employees, it meant an end to data entry—a welcome reprieve.

The IT department began to experiment with other ways to leverage the power of the Inter-
net. The department’s efforts led to three separate Internet initiatives: Cisco Connection On-
line (CCO, for customers), Cisco Employee Connection (CEC), and Manufacturing Connection
Online (MCO).

The Cisco Connection Online

By early 1996, customers could access technical help, reprint invoices, and search through
product information without assistance, but they still had to talk with a sales rep whenever
they wanted to buy something. Much of the time, this involved an initial phone call to place an
order and more phone calls to make sure the order was accurately entered into the order
queue. Only 75 percent of orders were entered correctly; the remaining 25 percent had to be re-
entered.

As a result, Cisco started to think about how it could use the Web as a purchase tool. In 1995
the company appointed an Internet Commerce Group (ICG) to look at different ways to lever-
age the Internet. The project was divided into three phases.

During Phase 1, the ICG analyzed the existing site and expanded its product offerings to in-
clude order-status capabilities, product configuration, and pricing as well as installation guides
and tech tips. The group also analyzed call center calls and other customer requests. Research
showed that most phone calls were focused on information housed in the Oracle ERP system.

In Phase 2, the ICG concluded that it could redesign the website to allow customers to config-
ure and buy products. The e-commerce site was completed and launched in July 1996. By 1997,
27 percent of all orders were placed using the Internet, a much higher percentage than the ICG
had expected. In addition, the CCO was rated among the top ten technology and computing web-
sites by Interactive Magazine. Cisco described the site in its 1996 annual report as follows:

[Cisco Connection Online] provides customers, partners, suppliers, and employees with easy desk-
top access to a wealth of product information, software documentation, technical assistance, cus-
tomer service applications, and interactive training.11

Within the first four months online, Cisco had sold $75 million worth of products on the 
Internet. The site was simple but sophisticated enough to ensure products were accurately 
configured. As a result, Cisco was able to drop its customer-order error rate from 25 percent to 
1 percent.

10Cisco Annual Report, 1996.
11Ibid.
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By 1997 70,000 registered users were accessing the site 700,000 times a month. Although
Cisco believed that the site was not as user-friendly as it could be, 60% of Cisco’s technical sup-
port from customers and resellers was now delivered automatically via the Web, saving Cisco
close to $150 million a year. Better still, Cisco’s customer satisfaction ratings were improving,
Cisco was seeing internal productivity gains 60 percent, and customers were seeing productiv-
ity gains of 20 percent. Nonetheless, Cisco wasn’t satisfied.

In Phase 3, Cisco set out to address other concerns, including integrating its site with cus-
tomers’ ERP sites. Cisco attempted to produce a software product in house but, after an initial
investment, discovered other companies were entering the marketplace with better products.
After careful research, Cisco settled on a partnership with Ariba and Commerce One. As of this
writing, Cisco was working with Ariba to expand its base offerings and make the product com-
patible with the RosettaNet standards.12

The CCO underwent considerable revisions and updates. Each time Cisco redesigned its
website, it worked closely with the Internet Commerce Advisory Boards (ICABs). ICABs, which
included both Cisco employees and customers, were used to perform market research on cus-
tomers globally.

As of August 2000, the site had 10 million pages and was available worldwide. The first few
page levels were translated into various languages, such as Japanese. However, all prices were
quoted in the appropriate currency, based on an accurate exchange rate.

The Cisco Employee Connection

The Cisco Employee Connection (CEC) is Cisco’s intranet site. Initially, it was designed to hold
company information and act as an internal newsletter. When launched in 1995, it consisted
only of a bulletin board of information, simple search engines, and email. But as the CCO grew
in popularity and function, Cisco’s tech department started toying with a more advanced site.

At the time, the Human Resources department was swamped, and was handling a variety of
inconsistent HR forms manually. As such, the team working on the CEC first attempted to con-

solidate and digitize a number of the forms in an effort to streamline and speed up the hiring
process. But Java had not yet debuted on the hightech landscape and the project proved too un-
wieldy and time consuming for Cisco to implement. After months of painstaking effort, the
team gave up.

Not long after, the team tried to “webify” the process of expense reimbursement. This time,
they combined the lessons from their first efforts with fresh ideas and new technologies, like
Sun’s Java.

The team faced several seemingly insurmountable technical issues, such as linking expense
approvals with the American Express corporate card systems, as well as significant internal re-
sistance to change. Senior executives, who were responsible for approvals, demanded that any
new system prove easier to use than the old paper-based system. Consequently, many approvals
were eliminated. Cisco’s software engineers were forced to design the program internally be-
cause there were no off-the-shelf programs that could handle the task. They succeeded. Cisco

12RosettaNet is an industry consortium that develops standardized protocols and platforms for facilitating B2B e-com-

merce.
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employees were able to submit expenses online and get reimbursed by direct deposit within a
few days. (Four years later, Cisco was prepared to ditch its own system in favor of externally de-
signed programs, convinced that software companies would be better able to build scalable so-
lutions.)

Following the successful launch of the new expense reporting system, the IT department
revisited the task of digitizing many HR processes. This time they were successful. All HR
forms—for new hires, health insurance, donations, 401K, etc.—were included on the CEC,
and directly integrated into the ERP system.

The CEC also enabled employees to access certain personnel information, including a direc-
tory of all Cisco employees, their calendars, and their positions within the company, including
to whom they reported. If they wished, employees could upload additional information, includ-
ing their photographs.

Despite the site’s usefulness, most employees used the CEC sparingly. Few chose it as their
home page or included it on their top ten view list. An internal poll to discover what employees
were looking at revealed the number-one favorite was My Yahoo!, which allowed people to cus-
tomize their pages.

Instead of banning Yahoo, ignoring the problem, or forcing all employees to have the CEC
as their home page, Cisco approached Yahoo! about setting up a customized My Yahoo! web-
site for Cisco employees. The site was intended to allow Cisco employees to view sports scores,
horoscopes, weather, and other areas of interest, in addition to automatically uploading cer-
tain Cisco-only announcements. After several iterations, Yahoo! created a design that Cisco
adopted almost immediately. The company was able to give its employees the content it
wanted them to have, along with the content the employees wanted to have.

The Manufacturing Connection Online (MCO)

Cisco’s Manufacturing Connection Online (MCO) has been crucial in allowing Cisco to scale.
Just as Cisco had problems hiring enough engineers and customer service reps, it also had long
been plagued by problems scaling its manufacturing operations sufficiently to meet the surg-
ing demand for its products. Faced with a choice of limiting growth or outsourcing manufac-
turing, Cisco chose to outsource.

Originally, Cisco used contract manufacturers. Cisco forwarded orders, warehoused the com-
ponents, and performed final assembly and testing before shipping finished goods to its cus-
tomers. But warehousing and maintaining a large inventory were expensive. In order to cut in-
ventory costs and improve customer delivery times, Cisco began to cultivate closer relationships
with its suppliers. It sought integrated partners, not just suppliers.

Cisco asked these partners and contract manufacturers to integrate and network their sup-
ply chains with its own. The result was an automated order fulfillment process. The MCO,
launched in June 1998, became the facilitator, allowing Cisco’s partners direct access to cus-
tomer information, sales projections, and product specifications. Partners could also alert Cisco
to work stoppages, part shortages, and other issues.

Once a customer placed an order on the Cisco.com site, the manufacturing partner was imme-
diately notified. Each order was issued a specific order number and product number, and all or-
ders were customized. Once the manufacturing partner received the information electronically,
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the order was sent to the assembly line and placed in the queue—all without human interven-
tion. The manufacturer then built the product to order.

Initially, Cisco preferred to retain the final testing and certification processes on site. How-
ever, with the advance of competitors like Nortel, time-to-market and delivery speed became
critical differentiators. Again, Cisco looked to the Internet to improve its competitive advan-
tage.

This new impetus inspired the creation of the Cisco Systems Auto Test. The system tested
products to ensure they were up to Cisco’s specifications and ready to ship. This usually took
less than three days. Once an order was ready for shipment, Federal Express, Cisco’s shipping
partner, was automatically alerted, the order was assigned a shipping number, picked up at the
manufacturer, and delivered by Federal Express to the customer. In the event of an assembly
line problem or auto test concern, the manufacturer immediately alerted Cisco through the
MCO, which then alerted the customer.

Multiple products that needed assembly by different manufacturers or required completion
at different times were delivered all at once or as ready, according to the customer’s preference.
Federal Express’s Merge-In-Transit service managed all shipping regardless of location to en-
sure orders were delivered to the customer’s specifications. Neither Cisco nor the contract
manufacturer was responsible for the order once Federal Express picked it up.

Because the MCO and the CCO were integrated, customers could check on their order’s sta-
tus at any time. The CCO also provided installation support for customers who requested it.
When there were problems that required spare parts, Cisco’s depot partners were able to han-
dle them, in nearly every case.

Additional E-Business Functionality

In addition to the Cisco Connection Online, the Cisco Employee Connection, and the Manufac-
turing Connection Online Cisco’s accounting and HR departments boasted an impressive level
of automation. Cisco executives could view up-to-the-minute sales figures from around the
world at any time. Additionally, Cisco was able to close its books within a day. Automated func-

tions within HR included the capability to accept job applications online and to review and sort
candidates by critical variables, such as skill level or former employer.

Flexibility was as critical as functionality to Cisco’s e-business systems. When the company
reorganized its R&D and marketing departments from multiple business units to only three,
the required changes to e-business applications were completed in less than 60 days at a cost
of under $1 million.13

Summary

Cisco was an early leader in adopting innovative techniques and technologies to service cus-
tomers. Its ability to harness information technology to streamline its own business made it a
leading-edge e-business.

The company used email to communicate with customers as early as 1984. Once the Inter-
net was deregulated in 1993, Cisco adopted the Internet to process and service orders, solve
technical problems, support customers, integrate manufacturing and distribution, and stream-
line employee services.
13Net Ready, p. 252.
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Neither Cisco, nor the members of the Cisco team have looked back since. In 1995 John
Chambers assumed the helm as CEO and John Morgridge moved up to chair the board. Dur-
ing the last five years of the twentieth century, Cisco continued to grow at an average rate of
over 40 percent a year, eclipsed the market cap of even GE and Microsoft in 2000, and acquired
more than 70 companies to further develop and expand its market presence, product offerings,
technological expertise, and headcount. . . . Along the way, Cisco reinvented itself as an e-busi-
ness, saving more than $800 million a year ($350 million of which was attributed to the Cisco
Connection Online14), a sizable portion of their 2000 net earnings of $2.6 billion.

Discussion Questions

1. Can other corporations benefit from investing in e-business functionality to the same extent
that Cisco has?

2. What can other corporations learn from Cisco’s approach to guiding the e-business trans-
formation?

14Net Ready, pp. 258, 268.
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Case 2-5

Cisco Systems (B)
As of March 2001, Cisco Systems enjoys a reputation as the most sophisticated e-business in
the world. As a rule, if anything can be “webified” at Cisco, it is. While the company has been
extraordinarily innovative to date, Cisco is far from complacent about being able to maintain
its leadership position with respect to e-business practices. Amir Hartman, co-author of Net
Ready, describes the angst: “What was innovative yesterday, in many cases becomes the stan-
dard way of doing business tomorrow. You’ve got software packages and applications out there
in the market that have 90-plus percent of the functionality of the stuff that we custom built
for our own company. So . . . how do we maintain and/or stretch our leadership position vis-à-
vis e-business?”

For Hartman and other Cisco executives, wrestling with the question of how to maintain
this leadership position leads to a set of very tough issues:

1. How much should Cisco invest in generating and implementing new e-business practices? What
should the funding mechanism be?

2. What is the best organizational model to ensure continued innovation?

3. What should Cisco measure in order to judge the success of its innovative efforts? Can these
measures be tied to incentive systems for employees?

Given Cisco’s success at generating new e-business initiatives so far, any change from the
status quo will certainly be resisted by many Cisco employees.

Innovation at Cisco

Visit Cisco and you will hear many employees claim that “Cisco is a multi-billion-dollar start-up.”
With more than 30,000 employees, and new hires coming in at a rate of approximately 3,000
per quarter (as of summer 2000), Cisco is perhaps too big to be calling itself a start-up. Never-
theless, it clings to many of the values commonly espoused by start-ups, especially a pro-
nounced disdain for bureaucratic politics—i.e., worrying about who gets the credit, who gets
blamed, positioning on the org chart, perks, titles, etc. Cisco embraces change, values creative
confrontation, promotes an environment in which ideas can freely be “thrown out on the table,”
and builds a spirit of teamwork built upon trust. An ethos of risk-taking, initiative, and re-
sponsibility is fostered, and speed is valued over coordination, efficiency, or perfection.

Until 1993, Cisco funded new e-business initiatives in a manner similar to what is in place
at many corporations today. Funding came through the IT department, which was a cost cen-
ter that accrued as administrative overhead (G&A). The department was funded at 0.75 per-
cent of Cisco’s revenues.

In 1993 Cisco took steps to align the objectives of the IT department with the strategic
goals of the company as a whole. The existing funding mechanism meant that e-business ini-

This case was written by Professor Phil Anderson, Professor Vijay Govindarajan, and Professor Chris Trimble, and by re-
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tiatives were all evaluated on the basis of cost reduction, often overlooking impacts on sales,
customer satisfaction, or employee retention.

In a rather unusual move, Cisco created a system that decentralized IT investments.This new
“Client Funded Model (CFM)” gave each business-unit manager the authority to make whatever
expenditures were sensible to increase sales and customer satisfaction. In addition, the organi-
zational structure was changed so that IT reported to a new group called Customer Advocacy.

It is important to recognize that Cisco did not become one of the most sophisticated e-busi-
nesses in the world by setting this as a goal and charting a course to reach it. Rather, the com-
pany set up an incentive system that focused on customer satisfaction and held managers ac-
countable. Doug Allred, SVP of Customer Advocacy, and one of the architects of the
decentralized IT funding mechanism initiated in 1993, believes the key to maintaining an edge in
e-business is a relentless focus on the customer. “When I think about taking the next step, I rec-
ognize that every past step that has worked arose from close customer intimacy . . . from
being really well connected to key customers and understanding what they are trying to do,
and then addressing their needs in the form of what we would now call e-business functional-
ity.”

According to Allred, where initiatives have failed, they have failed from being too intro-
verted, focusing too much on speed and efficiency at the expense of focusing on the customer.
This system of decentralized IT funding combined with an emphasis on customer intimacy re-
mains in place as of 2001. As the organization now provides a range of customizable products
to an impressive variety of customer segments worldwide, the innovation process within Cisco
has become somewhat chaotic.

There is hardly a shortage of initiative; new ideas spring up everywhere. This could be due
to a strong entrepreneurial culture and a compensation system that spreads more than 40 per-
cent of stock options beyond the management ranks. Perhaps it’s just that Cisco’s employees
are passionate about staying on the leading edge of technology. Opportunities to work on inno-
vative e-business projects are coveted and are a welcome and motivating break for technolo-
gists, who otherwise might be frustrated with the day-to-day work on older systems or older
technologies.

While some of the initiatives come from a combination of inspiration, creativity, and study of
the latest technology trends, Cisco’s strong customer-centric culture is paramount. Business-

unit managers are aggressive about seeking customer feedback through a variety of mecha-
nisms and use this feedback process to generate new e-business initiatives.

Within the business units, there is little clear guidance about what percentage of the staff
should be devoted to innovative projects. Decisions are made instinctively, influenced by the
risk-taking culture, but constrained by immediate needs to serve customers, and the ability to
attract quality hires rapidly. Hartman notes: “Cisco is a company that is very focused on exe-
cution, short delivery cycles, making its numbers, putting out fires. So management tends to be
very short-term focused. How does one continue to do that but at the same time seed, catalyze,
grow, and integrate new value-creating breakthrough e-business ideas?”

As it stands, once heads of business units have decided how much effort should be allocated
to pursuing new initiatives, they tend to delegate to senior technologists the decisions on which

of the multitude of possible projects should be pursued. Projects tend to be approached incre-
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mentally—assigning a handful of people (5–10), waiting to see what it learned, possibly going
to a trial with a leading-edge customer, possibly investing a little more, etc. There are very few
huge, several-hundred-person efforts at Cisco; when they exist, it is usually to address a spe-
cific and immediate point of pain. (That was the situation in the early to mid-1990s when Cisco
developed the Cisco Connection Online [CCO] to address unacceptable levels of customer ser-
vice.)

There is no definitive philosophy on when to “pull the plug” on projects that are not clearly
paying off, but since projects typically are only funded for a few months at a time, this decision
is revisited frequently. Managerial instincts on this decision are influenced by culture plus the
need to keep employees motivated, consistency with the overall company strategy, and the
“smell,” if any, of a big breakthrough. Perhaps the compensation structure, which is based on
three metrics—revenue growth, earnings growth, and customer satisfaction—also shapes
managerial decisions on investing in innovative new e-business functionality.

A Current Innovation at Cisco

Cisco’s efforts in the area of standardized B2B commerce platforms illustrate the company’s in-
novation process. In the past, Cisco has automated the purchasing process for its largest cus-
tomers by writing custom software that integrates the customer’s purchasing systems with
Cisco’s order management systems. To extend this functionality to far more customers, Cisco,
in conjunction with an industry consortium known as RosettaNet, is developing protocols and
platforms that will simplify this process and obviate the need for (painful, brute-force) custom
solutions.

The initiative bubbled up from the customer service staff, which focuses specifically on large
enterprises. This group involved a customer advisory group and the IT organization to get suf-
ficient traction to move the initiative forward. The IT group helped populate the RosettaNet
consortium with Cisco employees. Naturally, the initiative affects several other parts of the or-
ganization, particularly the manufacturing and finance systems. As a result, the customer ser-
vice staff will need to sell the initiative internally. The common goal of improving customer sat-
isfaction will likely be central to their sales approach, as compensation incentives for
managers throughout the organization are tied to customer satisfaction. If the initiative pro-
ceeds in a typical Cisco fashion, the IT department will assume responsibility for surfacing any
interdepartmental conflicts as the system is implemented.

Brief Analysis of the Current System

While the decentralized system, combined with an emphasis on staying close to the customer,
has been incredibly successful for Cisco so far, it is not perfect. First, as the company grows, it
becomes more complex. Much of the organization is affected when new initiatives are intro-
duced. A major challenge is simply staying connected—keeping employees throughout the or-
ganization cognizant of current initiatives and the ramifications of those initiatives. In
addition, it is common for different business units to pursue initiatives that are substantially
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the same. As mentioned above, conflicts or duplications are frequently resolved by the IT de-
partment as various initiatives are actually implemented on Cisco’s website.

There are also questions about the types of initiatives generated under the decentralized sys-
tem. Because they are often influenced by customer feedback, they tend to be of the incremental,
short-term variety. It is not clear how much effort is devoted to creating true breakthrough ini-
tiatives, nor is it clear what the appropriate level of effort should be. In fact, given Cisco’s compe-
tence in identifying, acquiring, and integrating small companies with innovative technologies
and talented employees, it is not clear that it is even necessary to pursue breakthrough opportu-
nities in house. (Part of this competence also involves listening to the customer; the idea to ac-
quire Crescendo, Cisco’s entry point into the LAN switching market, came directly from cus-
tomer feedback.)

Allred is somewhat dismissive of the possibility that you can actually be too close to the cus-
tomer (“That is a problem I would love to have.”) and seems to view the potential problem as
more theoretical than practical:

I guess that one could argue that if IBM were selling mainframes to a bunch of people who had a
mainframe orientation and they never talked to anyone else, then maybe they would never under-
stand that client-server or peer-to-peer computing was going to be important. I understand that,
but in my mind it is not really a problem.

A final issue is that initiatives generated within business units tend to be narrow in scope.
It is not clear to what extent “white space” opportunities are being overlooked. Developing pro-
jects across business units requires extra initiative plus the involvement of senior executives
to establish initial connections and guide the collaboration. As the company grows, this be-
comes less likely. Moreover, it is becoming clear that there are opportunities to co-develop, co-de-
sign, and co-engineer new e-business processes with external organizations, including clients
and partners, but it is not clear exactly how to approach these possibilities or how to make
them routine.

Possible Options for the Future

Clearly, the alternative to the current decentralized system is some sort of centralized organi-
zation that focuses on innovation. But there are any number of ways in which the charter of
this new organization could be configured. What specific activities would it be responsible for?
Who would staff it? How would it be funded? How would it be evaluated? Can it be configured
in such a way that efficiencies and elusive “white space” opportunities are captured without
destroying the innovative spirit at Cisco or its decentralized (Internet-like?) culture? Losing ei-
ther could outweigh any benefits of centralization.

At a conceptual level, Cisco executives are tossing around at least three possibilities:

1. A Technology Research and Training Team (centralized “think-tank” that studies emerging
technologies and keeps business managers informed of what will soon be possible)

2. A Venture Engineering Team (centralized technology research and implementation team)
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3. An Internal Venture Capital Group (centralized technology business analysis and funding
team)

However, the specifics have not been nailed down.

Questions

1. What do you think of the way Cisco funds new e-business initiatives?

2. Do you think Cisco should centralize any aspect of the innovation process? Which of the
three possibilities above seems most appropriate (or can you suggest a different one)? Why?
How would you define the specific charter of the new organization?

3. Can Cisco measure its innovative efforts? Tie compensation to these efforts? If so, how?
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Case 2-6

Technology Note:
Internetworking Products
While using data networks has become a part of everyday life for students, few understand
what the companies who make the “guts” of large computer networks (Cisco, Juniper, Nortel,
Sycamore, others) actually produce. Not only is the technology confusing, but it is constantly
evolving. In this note, you’ll get a base-level knowledge of the technology—enough to engage in
meaningful business discussions about companies in the internetworking industry. Internet-
working products include: routers, switches, and bridges.

What Need Do Internetworking Products Fulfill?

Although IBM and Digital Equipment started building computer networks much earlier, the
networking industry’s coming of age coincided with the PC revolution in the early ’80s. By pro-
viding electronic connections between a set of computers and peripherals, local area networks
(LANs) allow a community of PC users to send email and to share resources, such as files,
printers, modems, and other peripherals.

Although sending email and sharing files are commonplace today, it was not always so. As
dependence on computers and LANs grew, so did demand for a way to share information from
network to network, irrespective of manufacturer. Internetworking products were created to
fulfill this need.

What Do I Need to Know about These Gadgets?

If you simply visualize large metal or plastic boxes with lots of wires going into and out of
them, you’re off to a good start. Generally speaking, internetworking products are primarily
differentiated in terms of speed and reliability. Also, because a significant level of expertise is
required to design a network or customize and configure an internetworking product, quality
service is also a critical differentiator.

While the speed at which an internetworking product can receive and retransmit bundles of
data is important, the performance of an (inter)network as a whole also depends on the “intel-
ligence” of its internetworking products. “Smart” internetworking products do things like mon-
itor network traffic and figure out which of several available routes is fastest before sending a
message. Less intelligent internetworking products simply “pass things along.”

Data can travel from point A to point B over four different media, described below. Speed, or
bandwidth, is the most critical attribute of each transmission medium. Bandwidth is defined

This note was written by Professor Phil Anderson, Professor Vijay Govindarajan, Professor Chris Trimble, and by research
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as the quantity of data that can be transmitted in a given time period, generally quoted as bits
per second.

1. Twisted pair wire is simply copper telephone wire, the medium for almost all residential
phone lines. Relative to the other media, the disadvantages of copper wire include interfer-
ence and attenuation (the signal loses strength over long distances). The advantage, of
course, is that it is already in place. Installing new wiring in residences is an extremely ex-
pensive proposition. Because the original telephone network infrastructure was designed to
handle only analog audio signals, digital data transmissions over twisted-pair connections
must be converted to analog signals and back by modems. As a result of this signal conver-
sion process, bandwidth is limited, most often to 56K bps. A newer technology, Digital Sub-
scriber Line (DSL), brings higher bandwidths (up to ⬃100⫻ improvement) over twisted-pair
connections by eliminating the need for any digital-to-analog conversion. Upgrading the
switches in the telephone networks to handle DSL is a major investment for telephone com-
panies.

2. Coaxial cable, which is used to bring cable TV into homes, can be used in data networks with
bandwidths about 20⫻ the speed of modems. As with twisted-pair wiring, it has a very large
installed base. Compared to fiber optic cable, it is inexpensive to install.

3. Fiber optic cable, or optical fiber, is the most expensive transport medium but also the
fastest and most reliable. Companies such as Level 3, Qwest, and Williams have spent bil-
lions of dollars laying fiber optic cable made by Lucent, Corning, Pirelli, and other firms.
Most fiber optic cable has been installed in densely populated areas and in long-distance
links at the core of major networks. In rural areas, it is still too expensive. In most of today’s
networks that employ fiber, data is converted from electrical signals into light pulses and
back into electrical signals within each switch. This optical-electrical conversion process is
a bottleneck. New technologies are under development that will enable all-optical switching
and remove this bottleneck.

4. Wireless technologies send data through the atmosphere rather than along a wire.
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3
Chapter

Behavior in
Organizations

Management control systems influence human behavior. Good management control systems
influence behavior in a goal congruent manner; that is, they ensure that individual actions
taken to achieve personal goals also help to achieve the organization’s goals.

We begin this chapter by explaining the concept of goal congruence, describing how it is af-
fected both by informal actions and by formal systems. The formal systems can be divided into
two categories: “rules,” broadly defined, and systematic methods for planning and for main-
taining control.

Different structures are used to implement strategies in various types of organizations; an
effective management control system should be designed to fit the particular structure.

In the final section of the chapter, we describe the role of the controller—the person respon-
sible for the design and operation of the management control system.

Goal Congruence

Senior management wants the organization to attain the organization’s goals. But the individ-
ual members of the organization have their own personal goals, and they are not necessarily
consistent with those of the organization. The central purpose of a management control sys-
tem, then, is to ensure (insofar as is feasible) a high level of what is called “goal congruence.”
In a goal congruent process, the actions people are led to take in accordance with their perceived

self-interest are also in the best interest of the organization.

Obviously, in our imperfect world, perfect congruence between individual goals and organi-
zational goals does not exist—if for no other reason than that individual participants usually
want as much compensation as they can get while the organization maintains that salaries can
go only so high without adversely affecting profits.

An adequate control system will at least not encourage individuals to act against the best in-
terests of the organization. For example, if the system emphasizes cost reduction and a man-



Chapter 3 Behavior in Organizations 99

ager responds by reducing costs at the expense of adequate quality or reduces costs in her own
unit by imposing a more-than-offsetting increase on another unit, the manager has been moti-
vated, but in the wrong direction.

In evaluating any management control practice, the two most important questions to ask
are:

1. What actions does it motivate people to take in their own self-interest?

2. Are these actions in the best interest of the organization?

Informal Factors That Influence Goal Congruence

Both formal systems and informal processes influence human behavior in organizations; con-
sequently, they affect the degree to which goal congruence can be achieved. This book is pri-
marily concerned with formal control systems—strategic plans, budgets, and reports. But it is
important for the designers of formal systems to take into account the informal processes, such
as work ethic, management style, and culture, because in order to implement organization
strategies effectively the formal mechanisms must be consistent with the informal ones. There-
fore, before discussing the formal system, we will describe the informal forces, both internal
and external, that play a key role in achieving goal congruence.

External Factors

External factors are norms of desirable behavior that exist in the society of which the organi-
zation is a part. These norms include a set of attitudes, often collectively referred to as the work

ethic, which is manifested in employees’ loyalty to the organization, their diligence, their spirit,
and their pride in doing a good job (rather than just putting in time). Some of these attitudes
are local—that is, specific to the city or region in which the organization does its work. In en-
couraging companies to locate in their city or state, chambers of commerce and other promo-

tional organizations often claim that their locality has a loyal, diligent workforce. Other atti-
tudes and norms are industry-specific. The railroad industry, for example, has norms different
from those of the airline industry. Still others are national; some countries, such as India and
China, have a reputation for excellent work ethics.

Example. Silicon Valley—a stretch of northern California about 30 miles long and 10 miles
wide—is one of the major sources of new business creation and wealth in the American econ-
omy. Silicon Valley attracts people with certain common characteristics: an entrepreneurial
spirit, a zest for hard work, high ambition, and a preference for informal work settings. Over
the last 50 years, Silicon Valley has created companies such as Hewlett-Packard, Microsoft,
Apple Computer, Sun Microsystems, Oracle, Cisco Systems, and Intel. Even after the most re-
cent boom-and-bust cycle, the old-line companies and the
“dot com” survivors have kept up Silicon Valley’s reputation as the center of technology innova-
tion.1

1Steven Levy, and Brad Stone, “Silicon Valley Reboots,” Newsweek, March 25, 2002, p. 42.
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Internal Factors

Culture

The most important internal factor is the organization’s own culture—the common beliefs,
shared values, norms of behavior, and assumptions that are implicitly accepted and explicitly
manifested throughout the organization. Cultural norms are extremely important since they ex-
plain why two organizations, with identical formal management control systems, may vary in
terms of actual control.

Example. Johnson & Johnson (J&J) has a strong corporate culture, as exemplified by the com-
pany’s credo (see Box 3.1). One cannot fully understand the effect of J&J’s formal control systems
without considering the influence of their credo on the behavior of its employees. This was
demonstrated during the Tylenol crisis in 1982. After taking poisoned Tylenol capsules, seven
people died. J&J withdrew all Tylenol capsules from the US market, even though all the
poisoned capsules were sold in Chicago, the tampering occurred outside J&J premises, and the
individual responsible was not a J&J employee. The company also undertook a massive publicity
campaign to inform health professionals and the public of the steps it was taking to prevent such
tampering in the future. Altogether, J&J spent over $100 million in response to the Tylenol crisis.
Company employees maintain that their actions during the crisis stemmed from their strong be-
lief in the company’s credo, which underscores the responsibility of the company to the public re-
gardless of any potentially negative impact on short-term profits.2

A company’s culture usually exists unchanged for many years. Certain practices become rit-
uals, carried on almost automatically because “this is the way things are done here.” Others are
taboo (“we just don’t do that here”), although no one may remember why. Organizational cul-
ture is also influenced strongly by the personality and policies of the CEO, and by those of
lower-level managers with respect to the areas they control. If the organization is unionized,
the rules and norms accepted by the union also have a major influence on the organization’s
culture. Attempts to change practices almost always meet with resistance, and the larger and
more mature the organization, the greater the resistance is.

Management Style

The internal factor that probably has the strongest impact on management control is manage-
ment style. Usually, subordinates’ attitudes reflect what they perceive their superiors’ atti-
tudes to be, and their superiors’ attitudes ultimately stem from the CEO. (This is another way
of saying, “An institution is the lengthened shadow of a man.”)3

Managers come in all shapes and sizes. Some are charismatic and outgoing; others are
less ebullient. Some spend much time looking and talking to people (“management by walk-
ing around”); others rely more heavily on written reports.

2“Johnson & Johnson (A),” case prepared by Professor Francis J. Aguilar, Harvard Business School, case 384–053.
3Ralph Waldo Emerson, Self-Reliance (1841).
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Example. When Reginald Jones was appointed CEO of General Electric in the early 1970s, the
company was a large, multi-industry company that performed fairly well in a number of mature
markets. But the company did have its problems: a price-fixing scandal that sent several execu-
tives to jail, coupled with GE’s sound defeat in, and subsequent retreat from, the mainframe
computer business. Jones’s management style was well suited to bringing more discipline to the
company. Jones was formal, dignified, refined, bright, and both willing and able to delegate enor-
mous amounts of authority. He instituted formal strategy planning and built up one of the first
strategic planning units in a major corporation.4

When Jones retired in 1980, the GE Board deliberately selected Jack Welch, a man with a very
different management style, to succeed him. Welch was outspoken, impatient, informal, an entre-
preneur. These qualities were well suited to the growth era of the 80s and the 90s. Actions taken
by Welch between 1981 and 1999—mega-acquisitions, a shift from manufacturing to services,
rapid globalization into Europe and Asia, the implementation of concepts such as workout and six

We must provide competent management, and
their actions must be just and ethical.

We are responsible to the communities in which
we live and work and the world community as well.

We must be good citizens—support good works
and charities and bear our fair share of taxes.

We must encourage civic improvements and bet-
ter health and education.

We must maintain in good order the property we
are privileged to use, protecting the environment
and natural resources.

Our final responsibility is to our stockholders.
Business must make a sound profit.
We must experiment with new ideas.
Research must be carried on, innovative programs

developed and mistakes paid for.
New equipment must be purchased, new facilities

provided and new products launched.
Reserves must be created to provide for adverse

times.

When we operate according to these principles,

the stockholders should realize a fair return.

We believe our first responsibility is to the doctors,
nurses and patients, to mothers and all others who
use our products and services.

In meeting their needs everything we do must be
of high quality.

We must constantly strive to reduce our costs in
order to maintain reasonable prices.

Customers’ orders must be serviced promptly
and accurately.

Our suppliers and distributors must have an op-
portunity to make a fair profit.

We are responsible to our employees, the men
and women who work with us throughout the world.

Everyone must be considered as an individual.
We must respect their dignity and recognize their

merit.
They must have a sense of security in their jobs.
Compensation must be fair and adequate, and

working conditions clean, orderly and safe.
Employees must feel free to make suggestions and

complaints.
There must be equal opportunity for employ-

ment, development and advancement for those qual-
ified.

BOX 3.1

Our Credo
Johnson & Johnson

Source: Johnson & Johnson 2005 Annual Report.

4Robert E. Lamb, “CEOs for This Season,” Across the Board, April 1987, pp. 34–41.
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sigma quality, integration of the Internet into all of GE’s businesses—put General Electric on a
solid growth trajectory.5 During that period, GE’s sales increased fourfold, from $27 billion in
1981 to $101 billion in 1998, and profits increased sixfold, from $1.6 billion in 1981 to $9.2 bil-
lion in 1998. GE’s stock price rose by 3,100 percent from $4.20 in March 1981 to $133.75 by
November 1999—triple the S&P 500’s increase during the same period.

In 2001, when Jack Welch retired after 20 years at the helm, Jeff Immelt was chosen as the
new chairman and CEO. Immelt is seen as a confident, friendly, and likeable leader with a proven
track record in a number of GE businesses. Where Welch was feared within GE, Immelt is adored.
Immelt plans to focus on GE’s use of technology, customer orientation, business mix, and manage-
ment diversity to improve the world’s most valuable company.6

GE has a well-deserved reputation for producing sterling business managers who have very
different styles but a common ability to lead successfully.

The Informal Organization

The lines on an organization chart depict the formal relationships—that is, the official author-
ity and responsibilities—of each manager. The chart may show, for example, that the produc-
tion manager of Division A reports to the general manager of Division A. But in the course of
fulfilling her responsibilities, the production manager of Division A actually communicates
with many other people in the organization, as well as with other managers, support units, the
headquarters staff, and people who are simply friends and acquaintances. In extreme situa-
tions, the production manager, with all these other communication sources available, may not
pay adequate attention to messages received from the general manager; this is especially
likely to occur when the production manager is evaluated on production efficiency rather than
on overall performance. The realities of the management control process cannot be understood
without recognizing the importance of the relationships that constitute the informal organiza-
tion.

Perception and Communication

In working toward the goals of the organization, operating managers must know what these
goals are and what actions they are supposed to take to achieve them. They receive this infor-
mation through various channels, both formal (e.g., budgets and other official documents) and
informal (e.g., conversations). Despite this range of channels, it is not always clear what senior
management wants done. An organization is a complicated entity, and the actions that should
be taken by any one part to further the common goals cannot be stated with absolute clarity
even in the best of circumstances.

Moreover, the messages received from different sources may conflict with one another, or be
subject to differing interpretations. For example, the budget mechanism may convey the im-
pression that managers are supposed to aim for the highest profits possible in a given year,
whereas senior management does not actually want them to skimp on maintenance or employee

5Thomas A. Stewart, “See Jack Run Europe,” Fortune, September 27, 1999, pp. 124–36.
6Diane Brady, “His Own Man,” BusinessWeek, September 17, 2001, p. 78; Jerry Useem, “Meet 

‘Da Man’,” Fortune, January 8, 2001, p. 102.
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training since such actions, although increasing current profits, might reduce future profitabil-
ity. The information operating managers receive as to what they are supposed to do is vastly less
clear than the information the furnace receives from the thermostat in the simple system de-
scribed in Chapter 1.

The Formal Control System

The informal factors discussed above have a major influence on the effectiveness of an organi-
zation’s management control. The other major influence is the formal systems. These systems
can be classified into two types: (1) the management control system itself, which is the central
subject of this book; and (2) rules, which are described in this section.

Rules

We use the word rules as shorthand for all types of formal instructions and controls, includ-
ing standing instructions, job descriptions, standard operating procedures, manuals, and
ethical guidelines. Rules range from the most trivial (e.g., paper clips will be issued only on
the basis of a signed requisition) to the most important (e.g., capital expenditures of over $5
million must be approved by the board of directors).7 Unlike the directives implicit in bud-
get numbers, which may change from month to month, most rules are in force indefinitely;
that is, they exist until they are modified, which happens infrequently.

Some rules are guides; that is, organization members are permitted, and indeed expected, to
depart from them, either under specified circumstances or when their own best judgment in-
dicates that a departure would be in the best interests of the organization. For example, even
though a rule specifies the criteria for extending credit to customers, the credit manager may
approve credit for a customer who does not currently meet these criteria, but who has been
valuable to the company in the past and is likely to become so again. Such departures may re-
quire the approval of higher authority, however.

Some rules are positive requirements that certain actions be taken (e.g., fire drills at pre-
scribed intervals). Others are prohibitions against unethical, illegal, or other undesirable ac-
tions. Finally, there are rules that should never be broken under any circumstances: a rule pro-
hibiting the payment of bribes, for example, or a rule that airline pilots must never take off
without permission from the air traffic controller.

Some specific types of rules are listed below.

Physical Controls

Security guards, locked storerooms, vaults, computer passwords, television surveillance, and
other physical controls may be part of the control structure.

7For a thorough treatment of this topic, see Kenneth A. Merchant, Control in Business Organizations (Marshfield, MA: Pit-

man, 1985).
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Manuals

Much judgment is involved in deciding which rules should be written into a manual, which
should be considered to be guidelines rather than fiats, how much discretion should be al-
lowed, and a host of other considerations. Manuals in bureaucratic organizations are more
detailed than are those in other organizations; large organizations have more manuals and
rules than small ones; centralized organizations have more than decentralized ones; and or-
ganizations with geographically dispersed units performing similar functions (such as fast-
food restaurant chains) have more than do single-site organizations.

With the passage of time, some rules become outdated. Manuals and other sets of rules
should therefore be reexamined periodically to ensure that they are still consistent with the
wishes of current senior management. Under the pressure of day-to-day activities, this need is
often overlooked; in this case, the manuals are likely to include rules for situations that no
longer exist and practices that are obsolete. Permitting such rules to remain undercuts the per-

ceived validity of the manual as a whole.

System Safeguards

Various safeguards are built into the information processing system to ensure that the in-
formation flowing through the system is accurate, and to prevent (or at least minimize) fraud
of every sort. These include: cross-checking totals with details, requiring signatures and
other evidence that a transaction has been authorized, separating duties, counting cash and
other portable assets frequently, and a number of other procedures described in texts on au-
diting. They also include checks of the system performed by internal and external auditors.

Task Control Systems

In Chapter 1 we defined task control as the process of ensuring that specific tasks are carried
out efficiently and effectively. Many of these tasks are controlled by rules. If a task is auto-
mated, the automated system itself provides the control. Task control systems are beyond the

scope of this book.

Formal Control Process

Exhibit 3.1 is a sketch of the formal management control process (including aspects of it we
will discuss, by chapter number). A strategic plan implements the organization’s goals and
strategies. All available information is used in making this plan. The strategic plan is con-
verted to an annual budget that focuses on the planned revenues and expenses for individual
responsibility centers. Responsibility centers are also guided by rules and other formal infor-
mation. They carry out the operations assigned to them, and their outcomes are measured and
reported. Actual results are compared with those in the budget to determine whether perfor-
mance was satisfactory. If it was, the responsibility center receives feedback in the form of
praise or other reward. If it was not, the feedback leads to corrective action in the responsibil-
ity center and possible revision of the plan. The sketch in Exhibit 3.1 is valid only as a gener-
alization. As we shall show in later chapters, the formal control process in practice is far less
straightforward than this sketch indicates.
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Types of Organizations

A firm’s strategy has a major influence on its structure. The type of structure, in turn, influ-
ences the design of the organization’s management control systems. Although organizations
come in all sizes and shapes, their structures can be grouped into three general categories:

1. A functional structure, in which each manager is responsible for a specified function such as
production or marketing.

2. A business unit structure, in which business unit managers are responsible for most of the
activities of their particular unit, and the business unit functions as a semi-independent
part of the company.

3. A matrix structure, in which functional units have dual responsibilities.

Abbreviated organization charts for each type are shown in Exhibit 3.2. The discussion here
is limited to functional and business-unit organizations; matrix organizations are discussed in
Chapter 16.

Functional Organizations

The rationale for the functional form of organization involves the notion of a manager who
brings specialized knowledge to bear on decisions related to a specific function, as contrasted
with the general-purpose manager who lacks that specialized knowledge. A skilled market-
ing manager and a skilled production manager are likely to make better decisions in their
respective fields than would a manager responsible for both functions. Moreover, the skilled

EXHIBIT 3.1 The Formal Control Process
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specialist should be able to supervise workers in the same function better than the general-
ist would, just as skilled higher-level managers should be able to provide better supervision
of lower-level managers in the same or similar function. Thus, an important advantage of a

functional structure is efficiency.
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There are several disadvantages to a functional structure. First, in a functional organization
there is no unambiguous way of determining the effectiveness of the separate functional man-
agers (e.g., the managers of marketing and of production) because each function contributes
jointly to the organization’s final output. Therefore, there is no way of measuring what fraction
of profit was contributed by each. Similarly at lower levels in the organization there is no way
of determining how much of the profit was earned respectively by the several production de-
partments, the product engineering department, and the sales office.

Second, if the organization consists of managers in one function who report to higher-level
managers in the same function, who, in turn, report to still higher-level managers in that
function, then a dispute between managers of different functions can be resolved only at the
top, even though it may have originated at a much lower organizational level. For example,
the marketing department may want to satisfy a customer’s need for a certain quantity of
product even if it requires overtime work by the manufacturing department—the cost of
which the manufacturing department may be unwilling to incur. Theoretically, such a dis-
pute would have to be settled at headquarters, even though it may involve just a single
branch sales office and one small department of a single manufacturing plant. Taking the
issue up through several levels in the organization and then communicating the decision
down to the level where it originated can be time-consuming and frustrating.

Third, functional structures are inadequate for a firm with diversified products and mar-
kets.

Example. In 2005, Deere & Co. was organized into four business units: Agricultural Equipment
(tractors, combines, harvesters, etc., targeted at farmers), Construction Equipment (bulldozers,
backhoes, excavators, etc., targeted at building contractors), Consumer Equipment (lawnmowers,
snowblowers, etc., targeted at individual homes), and Credit (a unit that provided financing for
equipment purchase). Given the diversity of products and customer segments that the company
served, Deere & Co. could not adopt a functional structure.

Finally, functional organizations tend to create “silos” for each function, thereby preventing
cross-functional coordination in areas such as new product development. This problem can be
mitigated by supplementing the vertical functional structure with lateral cross-functional
processes such as cross-functional job rotation and team-based rewards.

Examples. At the Boeing company, there was a time when design engineers worked indepen-
dently of the production and operations people who actually built the plane. “Here it is,” the de-
signers would say. “Now, go build it.” As a result, Boeing’s production people were given overly
costly, hard-to-build designs. Boeing broke down these functional hierarchies by creating “design-
build teams,” composed of members from all the different functions (the 777 project used these de-
sign-build teams exclusively). Under this “teaming” approach, production employees talked di-
rectly with engineering, resulting in an innovative and efficiently built product that rapidly
became the industry standard.8

8Seth Lubove, “Destroying the Old Hierarchies,” Forbes, June 3, 1996, pp. 62–71.
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Glaxo Wellcome, the world’s largest seller of pharmaceuticals, felt that its scientists were lack-
ing in business sense. As a result, it changed from a functional hierarchical structure to a struc-
ture of “therapeutic strategy teams” consisting of both scientists and business managers, in an ef-
fort to bring the two sides of its operation closer together.9

Business Units

The business unit form of organization is designed to solve problems inherent in the functional
structure. A business unit, also called a division, is responsible for all the functions involved in

producing and marketing a specified product line. Business unit managers act almost as if
their units were separate companies. They are responsible for planning and coordinating the
work of the separate functions—ensuring, for example, that the plans of the marketing de-
partment are consistent with production capabilities—and for resolving the disputes that arise
between these functions. Their performance is measured by the profitability of the business
unit. This is a valid criterion because profit reflects the activities of both marketing and pro-
duction.

Example. Nabisco’s business units used different distribution systems for different products. For
example, its biscuit unit used its own trucks and salespeople to deliver directly to retailers’
shelves—a costly approach, but one that management believed was justified in terms of improved
customer relations and closer control over store inventory and sales.10

Although business unit managers exercise broad authority over their units, headquarters re-
serves certain key prerogatives. At a minimum, headquarters is responsible for obtaining funds
for the company as a whole, and for allocating these funds to the various business units in ac-
cordance with its determination as to best use. Headquarters also approves budgets and judges
the performance of business unit managers, sets their compensation, and, if the situation war-
rants, removes them. Finally, headquarters establishes the “charter” of each business unit—
that is, the product lines it is permitted to make and sell and/or the geographical territory in
which it can operate, and, occasionally, the customers to which it may sell.

Headquarters also establishes companywide policies, which, depending on the wishes of the
CEO, may be few and general, or may be codified in several thick volumes of manuals. Head-
quarters staff offices may assist the business units in production and marketing activities and
in specialized areas such as human resources, legal affairs, public relations, and controller and
treasury matters. These headquarters functions are crucial; without them, the business units
would be better off as separate companies.

An advantage of the business unit form of organization is that it provides a training ground
in general management. The business unit manager should demonstrate the same entrepre-
neurial spirit that characterizes the CEO of an independent company.

Another advantage of this type of structure is that because the business unit is closer to the
market for its products than headquarters is, its manager may make sounder production and

9 Richard Evans, “A Giant Battles Its Drug Dependency,” Fortune, August 5, 1996, pp. 88–92.
10 Lori Bongiorno, “It’s Put Up or Shut Up Time,” BusinessWeek, July 8, 1996, pp. 100–101.
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marketing decisions than headquarters might, and the unit as a whole can react to new
threats or opportunities more quickly.

Offsetting these advantages is the possibility that each business unit staff may duplicate some
work that in a functional organization is done at headquarters.The business unit manager is pre-
sumably a generalist, but his or her subordinates are functional specialists, and they must deal
with many of the same problems addressed by specialists both at headquarters and in other busi-
ness units as well. In some cases, the layers of business unit staff may cost more than the value
gained by divisionalization. Moreover, skilled specialists in certain functions are in short supply,
and individual business units may be unable to attract qualified people.These problems could be
mitigated by supplementing the business unit organization with certain centralized functional
expertise.

Example. At Boeing’s commercial aircraft group, the design and manufacture of planes was di-
vided into product lines with narrow bodies (the 737 and the 757) and wide bodies (the 747, the
767, and the 777). However, the fabrication of 
major structural components required very large and expensive computer-
controlled machine tools that were deemed too expensive to duplicate in each product line. In-
stead, a central fabrication unit was created and all manufacturing activities requiring scale and
skill were placed within it and shared across product lines. This structure was a hybrid of prod-
ucts and functions.11

Another disadvantage of the business unit form is that the disputes between functional spe-
cialists in a functional organization may be replaced by disputes between business units in a
business unit organization. These may involve one business unit infringing upon the charter of
another. There may also be disputes between business unit personnel and headquarters staff.

Implications for System Design

If ease of control were the only criterion, companies would be organized into business units
whenever feasible. This is because in a business unit organization, each unit manager is held
responsible for the profitability of the unit’s product line, and presumably plans, coordinates,
and controls the elements affecting that profitability. Control is not the only criterion, however.
A functional organization may be more efficient because larger functional units provide the
benefits of economies of scale. Also, a business unit organization requires a somewhat broader
type of manager than the specialist who manages a specific function, and competent general
managers of this type may be difficult to find.

Because of the apparently clear-cut nature of profit responsibility in a business unit organi-
zation, designers of management control systems sometimes recommend such an organization
without giving appropriate weight to the other considerations involved. This is a mistake; the
systems designer must always fit the system to the organization rather than the other way
around. In other words, although the control implications of various organization structures
should be reviewed with senior management, once management has decided that a given struc-

ture is best, all things considered, then the system designer must take that structure as given. En-
thusiasts for one control technique or another may overlook this essential point.

11Jay Galbraith, Designing Organizations (San Francisco: Jossey-Bass, 1995), p. 29.



110 Part One The Management Control Environment

The point also is important in other contexts. For example, many advertising agencies follow
the practice of shifting account supervisors from one account to another at fairly frequent in-
tervals to gain a fresh take on promoting the clients’ products. This practice increases the dif-
ficulty of measuring the performance of an account supervisor because the fruits of an adver-
tising campaign may take a long time to ripen. Nevertheless, the systems designer should not
insist that the rotation policy be abandoned simply to make performance measurement easier.
The system does not exist to serve the system designer; rather, the reverse is true.

Functions of the Controller

We shall refer to the person who is responsible for designing and operating the management

control system as the controller. Actually, in many organizations, the title of this person is chief
financial officer (CFO).12

The controller usually performs the following functions:

• Designing and operating information and control systems.

• Preparing financial statements and financial reports (including tax returns) for sharehold-
ers and other external parties.

• Preparing and analyzing performance reports, interpreting these reports for managers, and
analyzing program and budget proposals from various segments of the company and consoli-
dating them into an overall annual budget.

• Supervising internal audit and accounting control procedures to ensure the validity of in-
formation, establishing adequate safeguards against theft and fraud, and performing oper-
ational audits.

• Developing personnel in the controller organization and participating in the education of
management personnel in matters relating to the controller function.

Prior to the advent of computers, the controller (or CFO) was usually responsible for process-

ing the information required by the management control system. Currently, companies typi-
cally have a chief information officer (CIO) who carries out this responsibility. In some compa-
nies, the CIO reports to the chief financial officer; in others, the CIO reports directly to senior
management.

Relation to Line Organization

The controllership function is a staff function. Although the controller is usually responsible
for the design and operation of the systems which collect and report information, the use of this
information is the responsibility of line management. The controller may be responsible for de-

12The chief financial officer typically is responsible both for the controllership function (as described here) and also for the

treasury function. The title came into common use in the 1970s. At that time, its professional association, the Controllers

Institute, became the Financial Executives Institute. The controller and the treasurer report to the chief financial officer.

Because we do not discuss the treasurer’s function, we use the narrower term, controller.

The spelling “comptroller” is also used. This spelling originated with an error made in the 18th century in translating from

French to English, but the erroneous spelling has become embedded in dozens of federal and state statutes and in the bylaws

of many companies and still persists. “Comptroller” is pronounced the same as “controller.”
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veloping and analyzing control measurements and for recommending actions to management.
Other possible charges may include monitoring adherence to the spending limitations laid
down by the chief executive, controlling the integrity of the accounting system, and safeguard-
ing company assets from theft and fraud.

As stated, however, the controller does not make or enforce management decisions. The re-
sponsibility for actually exercising control runs from the CEO down through the line organi-
zation.

The controller does make some decisions, however—primarily those that implement policies
decided on by line management. For example, a member of the controller organization often de-
cides on the propriety of expenses listed on a travel voucher since most line managers prefer
not to get involved in discussions about the cost of meals or why the traveler felt it necessary
to fly first class rather than economy class.

Controllers also play an important role in the preparation of strategic plans and budgets.
And they are often asked to scrutinize performance reports to ensure accuracy, and to call line
managers’ attention to items deserving further inquiry. In this capacity, controllers are acting
somewhat like line managers themselves. The difference is that their decisions can be over-
ruled by the line manager to whom the subordinate manager is responsible.

The Business Unit Controller

Business unit controllers inevitably have divided loyalty. On the one hand, they owe some al-
legiance to the corporate controller, who is presumably responsible for the overall operation of
the control system. On the other hand, they also owe allegiance to the managers of their own
units, for whom they provide staff assistance. Two possible types of relationships are dia-
grammed in Exhibit 3.3.

In some companies, the business unit controller reports to the business unit manager, and has
what is called a dotted line relationship with the corporate controller.Here, the business unit gen-
eral manager is the controller’s immediate boss, and has ultimate authority in the hiring, train-

ing, transferal, compensation, promotion, and firing of controllers within that business unit.
These decisions are rarely made, however, without input from the corporate controller.

Example. General Electric Company used this approach. To quote Bernard Doyle of General
Electric: “Our controllership structure is based on a strong functional reporting line. The business
unit controllers report directly to the general managers of their business units, but they have a
functional or “dotted line” responsibility to the chief financial officer of the company. The glue that
holds it together is that the people in those business unit functional jobs can be appointed only
from a slate of candidates the corporate chief financial officer first approves, and he has the un-
qualified right to remove these people. But, as importantly, these people are the chief financial of-
ficers of their business units. They are team players.”13

This approach may be the reason why GE is one of the companies most 
admired for their controllership structure and performance.14

13Jonathan B. Schiff, “Interview with Bernard Doyle of General Electric,” Controllers Quarterly 6, no. 3 (1990), pp. 2–5.
14Kathy Williams, “Are Controllers Really Becoming Business Partners,” Strategic Finance, May 2000, p. 25.
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In other companies, business unit controllers report directly to the corporate controller—
that is, the corporate controller is their boss, as indicated by a solid line on the organization
chart. ITT used this approach.

There are problems with each of these relationships. If the business unit controller works
primarily for the business unit manager, there is the possibility that he or she will not provide
completely objective reports on business unit budgets and business unit performance to senior
management. On the other hand, if the business unit controller works primarily for the corpo-
rate controller, the business unit manager may treat him or her as a “spy from the front office,”
rather than as a trusted aide.

Regardless of the reporting relationships, it is expected that the controller will not condone
or participate in the transmission of misleading information or in the concealment of unfavor-
able information. The overall ethical responsibilities inherent in the position do not counte-
nance such practices.

Example. In a talk to new business unit controllers, Helmut Maucher, the CEO of Nestlé, the
world’s largest food company, said: “As controller, you report to the business unit manager. The
business unit manager has complete responsibility for the unit. However, in rare cases something
may happen that means your loyalty to the unit manager is finished and your loyalty to the com-
pany takes over. I want a clear line of command, but everything has its limits; and, in that case,
you cannot excuse yourself. I want your loyalty in general to be to the business unit manager; but,
if he has five girlfriends and drinks too much, you must tell us at headquarters. This is your
higher priority of loyalty.”

Summary

Senior management obviously wants the organization to attain its goals, but individual mem-
bers of the organization have personal goals as well, and these are not in all respects consistent
with the organization’s goals. The central purpose of the management control system is to as-
sure goal congruence; that is, the system should be designed in such a way that the actions it
leads people to take in their perceived self-interest are also in the best interest of the organiza-
tion.

Informal factors have a major influence on goal congruence. The most important of these
factors is an organization’s culture. Every management control system must recognize that
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an informal organization exists alongside the formal one and take this into account in the sys-
tem design. Management style also has a major influence on control. But even in the best of
cases, both communication and the individual interpretation of information are bound to be
imperfect.

In addition to the informal factors, the control process is also affected by the rules, guide-
lines, and procedures that make up the formal control system.

Companies can choose from three basic organization structures: functional, business unit,
and matrix. The specific choice of organizational structure influences the design of the man-
agement control system.

The controller is responsible for the design and operation of the control system, but as a staff
officer, he or she does not make management decisions. In companies organized into business
units, the appropriate relationship between the business unit controller and the corporate con-
troller is always subject to debate.

Suggested Additional Readings
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Mankins, Michael C., and Richard Steele. “Turning Great Strategy into Great Performance.”

Harvard Business Review, July–August 2005, pp. 64–73.
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Case 3-1

Southwest Airlines Corporation
By January 2005, Southwest Airlines Corporation’s (Southwest) year-end results marked 32
consecutive years of profitability, a record unmatched in the airline industry. Southwest, which
was incorporated in Texas, commenced customer service on June 18, 1971, with three Boeing
737 aircraft serving three Texas cities: Dallas, Houston, and San Antonio. In 2004, it boasted a
fleet of 417 Boeing 737 jets and provided service to 60 airports in 31 states throughout the
United States. Southwest was well entrenched as the nations’ low-fare, high customer satis-
faction airline. (Refer to Exhibit 1 for five-year financial highlights.)

Southwest had the lowest operating-cost structure in the domestic airline industry and con-
sistently offered the lowest and simplest fares. In 2004, the airline had 31,000 employees and
generated total operating revenues of $6.5 billion from a passenger load factor of 69.5 percent.
Its stock exchange symbol was LUV, representing Southwest’s home at Dallas Love Field, as
well as the theme of its employee and customer relationships.

In 2005, for the ninth year in a row, Fortune magazine recognized Southwest Airlines as the
most admired airline in the world and among all industries, listed Southwest Airlines as num-
ber five among America’s Top Ten most admired corporations. Since 2002, Business Ethics

magazine listed Southwest Airlines in its “100 Best Corporate Citizens”, a list that ranks pub-
lic companies based on their corporate service to various stakeholder groups. In 2005, The

EXHIBIT 1 Comparative Financial Data on Selected Companies

Five-Year Average: 1999–2004

Southwest United American Delta JetBlue

Return on equity (percentage) 10.91 NA NA ⫺85.33 NA
Sales growth (percentage) 6.64 ⫺1.88 ⫺1.14 1.01 NA

2004 Data

Sales ($B) 6.5 16.4 14.3 18.6 1.3
As percentage of sales:

Cost of goods sold 68.8 77.3 98.1 81.1 63.3
Gross margin 29.2 22.7 1.9 18.9 33.5
Operating income 8.5 ⫺5.2 ⫺23.3 ⫺0.8 9.0
Net income 4.8 ⫺10.5 ⫺36.4 ⫺4.1 3.8

Return on equity (percentage) 6.6 NA NA NA 5.3

This case was written by Professor Vijay Govindarajan, Julie B. Lang (T’93) and Suraj Prabhu (T’06) of the Tuck School of

Business at Dartmouth. © Trustees of Dartmouth College.

Sources: www.southwest.com; “What Management Is: How It Works and Why It’s Everyone’s Business,” by Joan Ma-

gretta, © 2002 The Free Press. NUTS! Southwest Airlines’ Crazy Recipe for Business and Personal Success, by Kevin Freiberg and

Jackie Freiberg, © 1996 Bard Press, Inc.; Southwest Aims East (Condensed), case study written by Steven Sullivan under the su-

pervision of Paul W. Harris, University of Virginia Darden School, Case no. UVA-M-0464. “The Talent Myth,” The New Yorker,

July 22, 2002.



Chapter 3 Behavior in Organizations 115

American Customer Satisfaction Index (ACSI) recognized Southwest Airlines as leading the in-
dustry in customer satisfaction and InsideFlyer magazine awarded Southwest airlines for best
Customer Service, best bonus promotion, and best award redemptions in 2004.

The Southwest Difference

Southwest did not employ the “hub-and-spoke” approach used by other major airlines, such as
United, American, and Delta. Instead, its approach was short haul and medium haul and
point-to-point (e.g., Dallas to Houston, Los Angeles to Phoenix). As a result about 80% of its
passengers flew non-stop and the overall average passenger trip length was 758 miles and an
average airfare  of $91.15. Southwest had no assigned seats, paid its crews by trip, and used
less congested airports (e.g., Baltimore instead of Washington’s Dulles or Reagan; Manchester,
N.H., instead of Boston, Mass.). About 60% percent of Southwest’s passenger revenue was gen-
erated by online bookings via southwest.com. PhoCusWright reported that southwest.com was
the number one airline website by revenue and Nielsen/Net Rating identified it as the largest
airline site in terms of unique visitors. In 2005, Southwest continued to push its online pres-
ence and launched several automation services, including Ding!, a desktop application that
provided exclusive deals.

Southwest consistently sought out ways to improve its efficiencies and pass on the cost sav-
ings to its passengers. In 2004, Southwest had reduced the headcount per aircraft to 74 from
85 in 2003. It hedged about 85% of its fuel and oil needs and as a result saved about $455 mil-
lion. It entered new airports after a process of diligence and with a sense of commitment to the
people it served (In its entire history, Southwest has only pulled out of five airports).

Southwest pilots were among the only pilots of major U.S. airlines who did not belong to a
national union. National union rules limited the number of hours pilots could fly. But South-
west’s pilots were unionized independently, allowing them to fly far more hours than pilots at
other airlines.

Other workers at Southwest were nationally unionized (total workforce unionization was at
81% in 2005), but their contracts were flexible enough to allow them to jump in and help out, re-
gardless of the task at hand. From the time a plane landed until it was ready for takeoff took ap-
proximately 20–25 minutes at Southwest, and required a ground crew of four plus two people at
the gate. By comparison, turnaround time at United Airlines was closer to 35 minutes and re-
quired a ground crew of 12 plus three gate agents.

CEO Herb Kelleher, who founded Southwest, was deeply committed to a philosophy of
putting employees first. “If they’re happy, satisfied, dedicated, and energetic, they’ll take real
good care of the customers. When the customers are happy, they come back. And that makes the
shareholders happy.”1 Southwest’s walls were filled with photographs of its employees. More
than 1,000 married couples (2,000 employees) worked for the airline. Southwest employees
were among the highest paid in the industry and the company enjoyed low employee turnover
relative to the airline industry.

1Joan Magretta, What Management Is: How It Works and Why It’s Everyone’s Business (The Free Press, 2002), 199.
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Southwest’s culture of hard work, high-energy, fun, local autonomy, and creativity was rein-
forced through training at its University of People, encouragement of in-flight contests, and
recognition of personal initiative.

Being in the people business meant a rigorous approach to hiring new employees. In 2004,
Southwest reviewed 225,895 resumes and hired 1,706 new employees. The company’s hiring
process was somewhat unique: Peers screened candidates and conducted interviews; pilots
hired pilots, and gate agents hired gate agents. To better understand what the company sought
in candidates, Southwest interviewed its top employees in each job function (e.g., pilots, gate
agents, baggage handlers, ground crew) and identified their common strengths, then used these
profiles to identify top candidates during the interview process. Southwest hired for attitude as
much as aptitude. Noted CEO Kelleher, “We want people who do things well, with laughter and
grace.”2

Southwest initiated the first profit-sharing plan in the U.S. airline industry in 1974 and of-
fered profit sharing to its employees every year since then. Through this plan, employees
owned about 10 percent of the company stock. For fiscal 2003, Southwest offered its employees
$126Mn in profit sharing.

Discussion Questions

1. What is Southwest’s strategy? What is the basis on which Southwest builds its competitive
advantage?

2. How do Southwest’s control systems help execute the firm’s strategy?

2Kevin Freiberg and Jackie Freiberg, NUTS! Southwest Airlines’ Crazy Recipe for Business and Personal Success, (Bard Press,

Inc., 1996), 65.
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Case 3-2

Nucor Corporation (B)
In January 1999, in a boardroom coup, Ken Iverson, chairman of Nucor, was forced into retire-
ment. In June 1999, his successor, John Correnti, was voted out of power. The board appointed
68-year-old David Aycock chairman, chief executive, and president of Nucor. Aycock had joined
Nucor in 1954, became a director in 1971, and president in 1984; he retired in 1991. He stayed
on Nucor’s board after 1991 as the second-largest individual shareholder.

The main bone of contention was the long-term strategic direction of the company. The board
wanted a fundamental shift in Nucor’s strategy which Iverson and Correnti resisted. Several
industry and other trends led the board to reconsider strategy. First, overall steel demand in
the United States was growing at less than 1.5 percent annually. Second, market share that
Nucor could take away from integrated steel companies and other mini-mills was limited.
Third, many companies had replicated the mini-mill idea. Finally, low-cost steel imports had
made major inroads in the United States by 1999. In this context, the board asked, How could
Nucor sustain its historically high growth rates? The board contemplated several strategic and
organizational changes that would have been heresy under Iverson and Correnti: pursuing ac-
quisitions, expanding into global markets, building blast furnaces, diversifying into nonsteel
areas, adding new organizational layers, and changing the composition of the board.

Aycock was convinced that Nucor had to break from the past to meet the company’s aggressive
growth goals. “How can we step up to the next level?” he asked. “Foreign and domestic rivals have
been turning up the heat. We have plucked all the ripe, low-hanging grapes. Nucor needs new
moves.”1 In a symbolic gesture, the framed New Steel magazine covers featuring Iverson and
Correnti as Steelmakers of the Year were removed from the head office.

Under Iverson, the company did not believe in acquisitions; he was committed to building
new plants from scratch. Aycock, however, advocated acquisitions, “Every company hits a
plateau. You just can’t go out and build new plants to grow,” he said. With steel prices down in
1999, he believed firms could be acquired at bargain prices and was looking at several compa-
nies, including Gallatin Steel in Kentucky.

Iverson kept Nucor a domestic company, partly because he was concerned about exporting
the company’s unique culture to foreign locations. In contrast, Aycock expressed the following
perspective on global expansion: “Steel is not just a local market anymore, and our product
must be global.” According to Aycock, Nucor’s future growth hinged on its ability to enter South
America and Asia using local partners.

This case was prepared by Vijay Govindarajan. Copyright © Dartmouth College.

1All the quotations in this case are drawn from the following sources: “Steel: Growing Pains,” The Economist, November

16, 1999, p. 68; “New Boss at Charlotte, N.C.–based Steelmaker Looks to Acquisitions,” The Charlotte Observer, June 11,

1999; “Nucor: Meltdown in the Corner Office,” BusinessWeek, June 21, 1999, p. 37; and “Basis for Executive Shakeup at

Nucor Disputed,” 

The Charlotte Observer, June 27, 1999.
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Iverson pioneered the mini-mill concept. Aycock wanted to build blast furnaces, the hall-
mark of integrated steel producers, noting, “Blast furnaces can deal with a weakness that could
become critical as the firm grows. Unlike integrated firms, which use pig iron produced by blast
furnaces, mini-mills rely on scrap metal. A blast furnace can diminish the firm’s reliance on the
notoriously fickle scrap market. It is a terrible misconception that integrated firms have to stay
‘integrated’ and mini-mills must stay ‘mini.’ ”

Iverson’s policy was to be a single industry player, concentrating on steel and steel-related
products. Aycock insisted that Nucor consider diversifying beyond steel. “It’s ridiculous to think
we can keep growing this company just in steel and steel products,” he said. “The firm’s base can
be expanded beyond steel to other manufacturing areas where the Nucor model will work.” John
Tumazos, a longtime steel analyst with Sanford C. Bernstein, remarked, “Nucor would likely
look at manufacturing setups similar to Nucor’s joist business—nonunion shops with a team
production concept or a product adaptable to Nucor’s team system. I expect they will be in man-
ufactured products that are philosophically like a joist line, where you are paying a bunch of
guys based on the unit output of the team and they are pulling together like a crew.”

Iverson took pride in overseeing the operations of about 25 plants with lean corporate staff.
Aycock emphasized the need to add more management layers. As he explained, “When Nucor
was a niche player, Iverson’s intuitive style served it well. But with revenues now exceeding $4
billion—and the company on track to become the largest steelmaker in output—it was time for
more long-term planning. Our size means the boss simply can’t know everything that goes on.
Each top executive must have no more than seven plant managers reporting to him. This will
mean better oversight and monitoring of costs. It may also provide a broader base of talent to
succeed me.” In November 1999, the company added two executive vice presidents between Ay-
cock and the plant managers.

The composition of the board also changed. Iverson’s board consisted of current and former
Nucor employees. Aycock recruited outside the company; by November 1999, outside directors
made up two-thirds of Nucor’s board.

Questions

1. Do you agree that Nucor must undergo a deep change to survive and prosper in the 21st cen-
tury? How do you evaluate the specific shifts in strategy?

2. Can Nucor preserve its unique culture and control systems under its new strategic direc-
tion?

3. Would you like to work for Nucor under David Aycock?
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Case 3-3

Rendell Company
Fred Bevins, controller of the Rendell Company, was concerned about the organizational sta-
tus of his divisional controllers. In 1985 and for many years previously, the divisional con-
trollers reported to the general managers of their divisions. Although Mr. Bevins knew this to
be the general practice in many other divisionally organized companies, he was not entirely
satisfied with it. His interest in making a change was stimulated by a description of organiza-
tional responsibilities given him by the controller of the Martex Corporation.

The Rendell Company had seven operating divisions: the smallest had $50 million in annual
sales and the largest over $500 million. Each division was responsible for both the manufac-
turing and the marketing of a distinct product line. Some parts and components were trans-
ferred between divisions, but the volume of such interdivisional business was not large.

The company had been in business and profitable for over 50 years. In the late 1970s, al-
though it continued to make profits, its rate of growth slowed considerably. James Hodgkin,
later the president, was hired in 1980 by the directors because of their concern about this situa-
tion. His first position was controller. He became executive vice president in 1983 and president
in 1984. Mr. Bevins joined the company as assistant controller in 1981, when he was 33 years old.
He became controller in 1983.

In 1980, the corporate control organization was primarily responsible for (1) financial ac-
counting, (2) internal auditing, and (3) analysis of capital budgeting requests. A budgetary con-
trol system was in existence, but the reports prepared under this system were submitted to the
top management group directly by the operating divisions, with little analysis by the corporate
control organization.

Mr. Hodgkin, as controller, thought it essential that the corporate control organization play
a more active role in the process of establishing budgets and analyzing performance. He per-
sonally took an active role in reviewing budgets and studying divisional performance reports
and hired several young analysts to assist him. Mr. Bevins continued to move in the same di-
rection after his promotion to controller. By 1985 the corporate organization was beginning to
be well enough staffed so that it could, and did, give careful attention to the information sub-
mitted by the divisions.

Divisional controllers reported directly to the divisional general managers, but the corporate
controller always was consulted prior to the appointment of a new division controller, and he
also was consulted in connection with salary increases for divisional controllers. The corporate
controller specified the accounting system to which the divisions were expected to conform and
the general procedures they were to follow in connection with budgeting and reporting perfor-
mance. It was clearly understood, however, that budgets and performance reports coming from
a division were the responsibility of that division’s general manager, with the divisional con-
troller acting as his staff assistant in the preparation of these documents. For example, the di-

This case was prepared by Robert N. Anthony, Harvard Business School. Copyright © by the President and Fellows of Har-

vard College. Harvard Business School case 109-033.
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visional general manager personally discussed his budget with top management prior to its
approval, and although the divisional controller usually was present at these meetings to give
information on technical points, his role was strictly that of a staff man.

Most of the divisional controllers had worked for Rendell for 10 years or more. Usually they
worked up through various positions in the controller organization, either at headquarters, in
their division, or both. Two of the divisional controllers were in their early 30s, however, and
had only a few years’ experience in the headquarters controller organization before being
made, first, divisional assistant controller and then divisional controller.

Mr. Bevins foresaw increasing difficulties with this relationship as the corporation intro-
duced more modern control techniques. For one thing, he thought the existing relationship be-
tween himself and the divisional controllers was not so close that he could urge the develop-
ment and use of new techniques as rapidly as he wished. More important, he thought that he
was not getting adequate information about what was actually happening in the divisions. The
divisional controller’s primary loyalty was to his division manager, and it was unreasonable to
expect that he would give Mr. Bevins frank, unbiased reports. For example, Mr. Bevins was
quite sure that some fat was hidden in the divisional expense budgets and that the divisional
controllers had a pretty good idea where it was. In short, he thought he would get a much bet-
ter idea of what was going on in the divisions if reports on divisional activities came directly
from controllers working for him, rather than for the divisional manager.

Mr. Bevins, was, therefore, especially interested in the controller organization at the Martex
Company as he learned about it from E. F. Ingraham, the Martex controller, when he visited
that company.

Until his visit to Martex, Mr. Bevins had not discussed the organization problem with any-
one. Shortly thereafter, he gave William Harrigan, his assistant controller, a memorandum de-
scribing his visit (see the appendix to this case) and asked for Mr. Harrigan’s reaction. Mr. Har-
rigan had been with Rendell for 25 years and had been a divisional controller before going to
headquarters in 1982. Mr. Bevins respected his knowledge of the company and his opinion on
organizational matters. Mr. Harrigan was accustomed to speaking frankly with Mr. Bevins.
The gist of his comments follows:

I don’t think the Martex plan would work with us; in fact, I am not even sure it works at Martex

in the way suggested by the job descriptions and organization charts.
Before coming to headquarters, I had five years’ experience as a divisional controller. When I

took the job, I was told by the corporate controller and by my general manager that my function
was to help the general manager every way I could. This is the way I operated. My people got to-
gether a lot of the information that was helpful in preparing the divisional budget, but the final
product represented the thinking and decisions of my general manager, and he was the person
who sold it to top management. I always went with him to the budget meetings, and he often
asked me to explain some of the figures. When the monthly reports were prepared, I usually went
over them, looking for danger signals, and then took them in to the general manager. He might
agree with me, or he might spot other things that needed looking into. In either case, he usually
was the one to put the heat on the operating organization, not me.
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We did have some problems. The worst, and this happened several times a year, was when
someone from the corporate controller’s office would telephone and ask questions such as, “Do you
think your division could get along all right if we cut $X out of the advertising budget?” Or, “Do
you really believe that the cost savings estimate on this equipment is realistic?” Usually, I was in
complete agreement with the data in question and defended them as best I could. Once in a while,
however, I might privately disagree with the “official” figures, but I tried not to say so.

Questions of this sort really should be asked of the general manager, not of me. I realize that
the head office people probably didn’t think the question was important enough to warrant both-
ering the general manager, and in many cases, they were right. The line is a fine one.

The business of the division controller’s being an “unbiased source of information” sounds fine
when you word it that way, but another way to say it is that he is a front office spy, and that does-
n’t sound so good. It would indeed make our life easier if we could count on the divisional con-
trollers to give us the real lowdown on what is going on. But if this is to be their position, then we
can’t expect that the general manager will continue to treat his controller as a trusted assistant.
Either the general manager will find somebody else to take over this work unofficially, or it won’t
get done.

I think we are better off the way we are. Sure, the budgets will have some fat in them, and not
all the bad situations will be highlighted in the operating reports, and this makes our job more
difficult. But I’d rather have this than the alternative. If we used the Martex method (or, rather,
what they claim is their method), we can be sure that the divisional controller will no longer be a
member of the management team. They’ll isolate him as much as they can, and the control func-
tion in the division will suffer.

Questions

1. What is the organizational philosophy of Martex with respect to the controller function? What
do you think of it? Should Rendell adopt this philosophy?

2. To whom should the divisional controllers report in the Rendell Company? Why?

3. What should be the relationship between the corporate controller and the divisional con-
trollers? What steps would you take to establish this relationship on a sound footing?

4. Would you recommend any major changes in the basic responsibilities of either the corpo-
rate controller or the divisional controller?
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Appendix

Notes on Martex Controller Organization
Mr. Ingraham, the corporate controller, reports directly to the president and has reporting to
him all division controllers and other accounting, data processing, and analysis groups. The
Martex Company’s descriptions of responsibility and organization charts are included herein
(Exhibits 1, 2, 3, and 4) and indicate the structure and function of the organization.

The controller’s organization is charged with the responsibility of establishing cost and
profit standards in the corporation and of taking appropriate action to see that these standards
are attained. It reviews all research projects and assigns names and numbers to them in order
to coordinate research activities in the various divisions and their central research. The orga-
nization also handles all matters involving cost and profit estimates.

The present size of divisional controllers’ staffs ranges from 3 to 22. Division controllers are
not involved in preparing division profit and loss statements; these are prepared by a separate
group for all divisions and the corporation.

EXHIBIT 1 Position Descriptions from the Martex Management Guidebook

Controller

The trend of modern business management is to change the basic concept of the controller’s position
from that of an administrative function concerned largely with accounting detail to that of an important
position in management as it relates to the control of costs and the profitable operation of the business as
a whole.
The more our business becomes diversified with operations scattered throughout the United States, the greater
is the need for an officer to whom the president delegates authority with respect to those factors affecting costs
and profits in the same manner as he may delegate authority to others in strong staff positions.
In our vertical type of organization there is a great need for an appointed officer whose responsibility it is to es-
tablish budgetary standards of operations and objective percent of profit on sales targets for each of the operat-
ing divisions and domestic subsidiaries. He shall also establish budgetary standards of operation for staff func-
tions in line with divisional and overall company profit objectives. When the standard of operations or profit
target is not attained, the controller has the right and the responsibility within his delegated authority to ques-
tion the failure and recommend changes to accomplish the desired result.
The controller shall work with the various divisions of the company through divisional controllers assigned
to each major operating division and staff function. It is not intended that the controller take the initiative
away from the division managers, since the responsibility for efficient operations and profits is assumed by
the managers. However, the controller and his staff should have the right and the responsibility to expect
certain operating results from the division head; and when a difference of opinion occurs as to the reason-
ableness of the demand for results, the matter should then be referred by either party to the president.
Along with the foregoing, the following responsibilities are an essential part of the position and apply to
the corporation and its subsidiaries:

1. The installation and supervision of all accounting records.

2. The preparation, supervision, and interpretation of all divisional and product profit and loss state-
ments, operating statements, and cost reports, including reports of costs and production, research,
distribution, and administration.

3. The supervision of taking and costing of all physical inventories.

4. The preparation and interpretation of all operating statistics and reports, including interpretation of
charts and graphs, for use by management committees and the board of directors.
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5. The preparation, as budget director, in conjunction with staff officers and heads of divisions and sub-
sidiaries, of an annual budget covering all operations for submission to the president prior to the be-
ginning of the fiscal year.

6. The initiation, preparation, and issuance of standard practice regulations and the coordination of sys-
tems, including clerical and office methods relating to all operating accounting procedures.

7. Membership of the controller or his designated representative in all division and subsidiary manage-
ment committees.

He shall be responsible for the selection, training, development and promotion of qualified personnel
for his organization and their compensation within established company policy. He shall submit to the
president an organization plan for accomplishing desired objectives.

The controller may delegate to members of his organization certain of his responsibilities, but in so
doing he does not relinquish his overall responsibility or accountability for results.

Treasurer and Assistant Treasurers

Subject to the rules and regulations of the Finance Committee, the treasurer is the chief financial officer
and generally his functions include control of corporate funds and attending to the financial affairs of the
corporation and its domestic and foreign subsidiaries wherever located. More specifically the duties and
responsibilities are as follows:

Banking. He shall have custody of and be responsible for all money and securities and shall deposit in
the name of the corporation in such depositories as are approved by the president all funds coming
into his possession for the company account.

Credits and collections. He shall have supervision over all cashiers, cash receipts, and collection
records and accounts receivable ledgers. He shall initiate and approve all credit policies and proce-
dures.

Disbursements. He shall authorize disbursements of any kind by signature on checks. This includes di-
rect supervision over accounts payable and payroll departments and indirect supervision over all re-
ceiving departments for the purpose of checking on the accuracy of invoices presented for payment.
He shall maintain adequate records of authorized appropriations and also determine that all financial
transactions covered by minutes of management and executive committees and the board of direc-
tors are properly executed and recorded.

General financial reports. He shall prepare and supervise all general accounting records. He shall pre-
pare and interpret all general financial statements, including the preparation of the quarterly and an-
nual reports for mailing to stockholders. This also includes the preparation and approval of the regula-
tions on standard practices required to assure compliance with orders or regulations issued by duly
constituted governmental agencies and stock exchanges.

He shall supervise the continuous audit (including internal controls) of all accounts and records and shall
supervise the audit and procedures of Certified Public Accountants.

Taxes. He shall supervise the preparation and filing of all tax returns and shall have supervision of all
matters relating to taxes and shall refer to the general counsel all such matters requiring interpretation
of tax laws and regulations.

Insurance property records. He shall supervise the purchase and placing of insurance of any kind in-
cluding the insurance required in connection with employee benefits. He shall be responsible for rec-
ommending adequate coverage for all ascertainable risks and shall maintain such records as to avoid
any possibility that various hazards are not being properly insured. He shall maintain adequate prop-
erty records and valuations for insurance and other purposes and, if necessary, employ appraisal ex-
perts to assist in determining such valuations and records.

Loans. He shall approve all loans and advances made to employees within limits prescribed by the Exec-
utive Committee.

(continued)

EXHIBIT 1 (continued)
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Investments. As funds are available beyond normal requirements, he shall recommend suitable invest-
ments to the Finance Committees. He shall have custody of securities so acquired and shall use the
safekeeping facilities of the banks for that purpose. As securities are added or removed from such
vaults or facilities, he shall be accompanied by an authorized officer of the corporation.

Office management. He shall be responsible for the coordination of all office management functions
throughout the company and its domestic subsidiaries.

Financial planning. He shall initiate and prepare current and long-range cash forecasts, particularly as
such forecasts are needed for financing programs to meet anticipated cash requirements for future
growth and expansion. He shall arrange to meet sinking fund requirements for all outstanding deben-
ture bonds and preferred stock and shall anticipate such requirements whenever possible.

He shall have such other powers and shall perform such other duties as may be assigned to him by the
board of directors and the president.

The treasurer shall be responsible for the selection, training, development, and promotion of qualified
personnel for his organization and their compensation within established company policy. It is ex-
pected that since he will have to delegate many of the duties and responsibilities enumerated above,
he shall confer with and submit to the president an organization plan and chart.

The treasurer may delegate to members of his organization certain of his responsibilities together with
appropriate authority for fulfillment; however, in so doing he does not relinquish his overall responsi-
bility or accountability for results.

The treasurer is a member of the Finance, Retirement, and Inventory Review Committees.

EXHIBIT 1 (concluded)

EXHIBIT 2 Martex Organization Chart, Division A, January 1, 1985

Division Vice President

General Staff Services

Accounting
Advertising
Central Research
Corp. Counsel
Engrg. & Staff Mfg.

Finance
New Products
Office Mgmt.
Patent Counsel
Personnel Rels.

Division 
Purchasing

Agent 

Division 
Engineer 

Division 
Controller

Assigned General Staff

Division Management Committee

Production
Manager 

Production
Organization

Technical
Director

Research 
Organization

General Manufacturing 
Manager

General Sales
Manager 

Sales Organization

Public Relations
Purchasing
Sales
Traffic

Note: Various levels on the chart do not necessarily indicate relative importance of positions.
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Line-Staff Relationships

A division manager has no staff of his own, not even a personal assistant. He receives staff as-
sistance from two sources.

First, he has some people assigned to him from the general staff—typically, a controller, an
engineer, and a purchasing agent.

All division management and all the corporate staff are located in the corporate headquar-
ters building. However, the assigned staff are located physically with their staff colleagues; for
example, a divisional controller and his assistants are located in the controller’s section of the
building, not near his divisional manager’s office.

Second, the division can call on the central staff to the extent that the manager wishes. The
divisions are charged for these services on the basis of service rendered. The central staff units
are listed in the General Staff Services box of Exhibit 2.

EXHIBIT 3 Organization Chart of Martex Controller’s Division, January 1, 1985

Controller
E. F. Ingraham

General Staff Services

Accounting
Advertising
Central Research
Corp. Counsel
Engrg. & Staff Mfg.

Finance
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Office Mgmt.
Patent Counsel
Personnel Rels.
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Purchasing
Sales
Traffic
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Manager 
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Consultant

Assistant 
Controller

Division A
Controller

Division B
Controller

Division C
Controller

Division D
Controller

Division E
Controller

Division F
Controller

Division G
Controller

Staff Services Div.
Controller

Chief Cost
Accountant

Inventory Control
Supervisor

Profit & Loss
Statement
Supervisor

Digital Computer
Operation Mgr.

Methods & 
Procedures
Supervisor

Machine
Operator

Supervisor

Billing & Sales
Force Statistics

Applied Math.
Supervisor

Analysis  
Supervisor
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Division Manager–Controller Relationships

The success of the Martex controller organization and its relations with divisional managers
appears to be largely the result of managers and controllers having grown up with the
arrangement and accepting it long before they arrived at their managerial positions.

Some additional factors that appear to contribute to their successful relationship are the fol-
lowing:

1. A uniform and centralized accounting system.

2. Predetermined financial objectives for each division.
a. Growth in dollar sales.
b. A specified rate of profit as a percent of sales.

3. Profit sharing by managers and controllers.

EXHIBIT 4 Organization Chart of Martex Treasurer’s Division, January 1, 1985

Treasurer

Accounting
Advertising
Central Research
Corp. Counsel
Engrg. & Staff Mfg.

Finance
New Products
Office Mgmt.
Patent Counsel
Personnel Rels.
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Purchasing
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Traffic
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Committee

Tax Department
Manager

Assistant 
Treasurer

Assistant 
Treasurer

Assistant Treasurer &
Gen. Office Manager

Assistant Treasurer &
Treas., Intl. Div.
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Accounting
Manager 

Payroll 
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Manager 
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Accounting
Manager 

Accounts 
Payable 

Supervisor
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Accounting
Supervisor

Pension
Plans

Supervisor

Employee 
Group Ins.
Supervisor

Property & 
Casualty

Supervisor

Insurance 
Dept. 

Manager 
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Offices

Asst. Manager

Branch Sales
Office

Managers

Branch Sales
Offices

Manager
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Office Service
Manager

Travel 
Expense

& Analysis
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Auditor 
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Auditor 

Auditing 
General 
Auditor 

A/R & 
Adjustments

Manager 

Credit 
Manager 

Cash Control
Manager 

Note: Various levels on the chart do not necessarily indicate relative importance of positions.
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Accounting System

The controller’s division has complete control of the accounting system. It determines how and
what accounts will be kept. The controller’s division has developed an accounting system that
is the same for all divisions. Mr. Ingraham pointed out that no division had a system perfectly
tailored to its needs, but he believed that the disadvantages to the divisions were more than
offset by having a system uniform over all divisions and understood by all concerned. Mr. In-
graham indicated it was likely that, if Martex divisions were free to establish their own ac-
counting systems, every division would have a different one within two years, and interpreta-
tion by corporate management would be difficult, if possible at all.

The accounting system appears to provide a common basis for all divisional financial reports
and analyses, and it aids in maintaining the bond of confidence between division managers and
controllers.

Division Objectives

The corporation has established two financial objectives for each division. These are (1) growth
in dollar sales, (2) a specified rate of profit as a percent of sales.

These objectives are determined in advance by recommendations of the controller’s division
with the advice and counsel of divisional managers. The objectives are long range in nature; the
target profit rate has been changed only three times since 1965.

The particular percentage of sales selected as the target profit rate is based on several fac-
tors, among which are (1) the patentability of products, (2) a desired rate of return on invest-
ment, (3) the industry’s margin of profit, and (4) the industry’s rate of return on investment.
These factors and others determine the profit rate finally selected.

Within limits, attainment of these financial objectives represents the primary task required
of division general managers by corporate management.

Profit Sharing

Divisional managers receive about 75 percent of their total compensation from profit sharing
and stock options. Divisional controllers receive about 25 percent of their compensation from
profit sharing—half from a share in divisional profits and the other half from corporate profits.

Division Managers’ View of the System

Mr. Ingraham indicated that divisional managers like to have divisional controllers report to
the corporate controller because (1) it gives them an unbiased partner armed with relevant in-
formation, (2) the controller is in a better position to do the analysis needed for decision mak-
ing, and (3) when cost reports are issued there is little or no argument about them among af-
fected parties.



128

Chapter

Responsibility Centers:
Revenue and Expense    
Centers

In Chapters 4 through 7, we discuss the context within which the control process takes place.

We describe the characteristics of organizations that affect the control process, focusing on the

various types of responsibility centers, the techniques that are important for their control, and

the metrics required for the evaluation of the performance of managers in charge of these cen-

ters. Responsibility centers constitute the structure of a control system and the assignment of

responsibility to organizational subunits must reflect the organization’s strategy. In these

chapters we review the considerations involved in assigning financial responsibility (in terms

of costs, revenues, profit, and assets) to organization subunits.

We begin Chapter 4 by describing the nature of responsibility centers in general and the

criteria of efficiency and effectiveness that are relevant in measuring the performance of their

managers. We then define two different types of responsibility centers: revenue centers (de-

scribed briefly) and expense centers (discussed at length). Expense centers can be divided into

two categories: engineered expense centers and discretionary expense centers. We consider

three of the most common types of discretionary expense centers: administrative and support

centers, research and development (R&D) centers, and marketing centers.

In Part 2 of the book, we discuss how to supplement financial controls with nonfinancial

performance measures.

Responsibility Centers

A responsibility center is an organization unit that is headed by a manager who is responsible

for its activities. In a sense, a company is a collection of responsibility centers, each of which is

4
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represented by a box on the organization chart. These responsibility centers form a hierarchy.

At the lowest level are the centers for sections, work shifts, and other small organization units.

Departments or business units comprising several of these smaller units are higher in the hi-

erarchy. From the standpoint of senior management and the board of directors, the entire com-

pany is a responsibility center, though the term is usually used to refer to units within the com-

pany.

Nature of Responsibility Centers

A responsibility center exists to accomplish one or more purposes, termed its objectives. The com-

pany as a whole has goals, and senior management decides on a set of strategies to accomplish

these goals. The objectives of the company’s various responsibility centers are to help implement

these strategies. Because every organization is the sum of its responsibility centers, if each re-

sponsibility center meets its objectives, the goals of the organization will have been achieved.

Exhibit 4.1 illustrates the core operation of every responsibility center. Responsibility cen-

ters receive inputs, in the form of materials, labor, and services. Using working capital (e.g.,

inventory, receivables), equipment, and other assets, the responsibility center performs its

particular function, with the ultimate objective of transforming its inputs into outputs, either

tangible (i.e., goods) or intangible (i.e., services). In a production plant, the outputs are goods.

In staff units, such as human resources, transportation, engineering, accounting, and admin-

istration, the outputs are services.

The products (i.e., goods and services) produced by a responsibility center may be fur-

nished either to another responsibility center, where they are inputs, or to the outside mar-

ketplace, where they are outputs of the organization as a whole. Revenues are the amounts

earned from providing these outputs.

Relation between Inputs and Outputs

Management is responsible for ensuring the optimum relationship between inputs and out-

puts. In some centers, the relationship is causal and direct, as in a production department, for

example, where the inputs of raw material become a physical part of the finished goods. Here,

control focuses on using the minimum input necessary to produce the required output accord-

ing to the correct specifications and quality standards, at the time requested, and in the quan-

tities desired.

In many situations, however, inputs are not directly related to outputs. Advertising expense

is an input that is intended to increase sales revenue; but since revenue is affected by many fac-

tors other than advertising, the relationship between increased advertising and any subse-

Work

Capital 

Inputs 

Resources used,
measured by cost

Outputs 

Goods or services

EXHIBIT 4.1
Responsibility

Center
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quent increase in revenue is rarely demonstrable, and management’s decision to increase ad-
vertising expenditures is typically based on judgment rather than data. In research and devel-
opment, the relationship between inputs and outputs is even more ambiguous; the value of
today’s R&D effort may not be known for several years, and the optimum amount that a given
company should spend for R&D is indeterminable.

Measuring Inputs and Outputs

Much of the input that responsibility centers use can be stated as physical measurements—

hours of labor, quarts of oil, reams of paper, and kilowatt-hours of electricity. In a management
control system these quantitative amounts are translated into monetary terms; money is a
common denominator that allows the value of several different resources to be combined or
compared. The monetary value of a given input is ordinarily calculated by multiplying a phys-
ical quantity by a price per unit (e.g., hours of labor times a rate per hour). The resulting mon-
etary sum is called “cost”; this is the way a responsibility center’s input is commonly expressed.
Cost is a monetary measure of the amount of resources used by a responsibility center.

Note that inputs are resources used by the responsibility center. Patients in a hospital or
students in a school are not inputs. Rather, inputs are the resources that the hospital or
school uses to accomplish the objective of treating the patients or educating the students.

It is much easier to measure the cost of inputs than to calculate the value of outputs. For
example, annual revenue may be an important measure of a profit-oriented organization’s
output, but that figure will not express all that the organization did during that year. Inputs
such as R&D activity, human resources training, and advertising and sales promotion may
not affect output of the year in which they occur. Nor is it possible to measure accurately
the value of the work done by a public relations department, a quality control department, or
a legal staff. In nonprofit organizations, there may be no quantitative measure of output
whatsoever; a college can easily measure the number of students graduated, but not how
much education each of them acquired. Many organizations do not even attempt to measure
the outputs of such responsibility centers. Others use an approximation, or surrogate num-

bers, while acknowledging its limitations.

Efficiency and Effectiveness

The concepts of input, output, and cost can be used to explain the meaning of efficiency and ef-

fectiveness, which are the two criteria by which the performance of a responsibility center is
judged. These terms are almost always used in a comparative, rather than an absolute, sense.
We do not ordinarily say that Responsibility Center A is 80 percent efficient; instead, we say
that it is more (or less) efficient than its competitors, more (or less) efficient now than it was in
the past, more (or less) efficient compared to its budget, or more (or less) efficient than Re-
sponsibility Center B.

Efficiency is the ratio of outputs to inputs, or the amount of output per unit of input. Re-
sponsibility Center A is more efficient than Responsibility Center B (1) if it uses fewer re-
sources than Responsibility Center B but produces the same output or (2) if it uses the same
amount of resources but produces a greater output.
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Note that the first criterion does not require that output be quantified; it is only necessary
to judge that the outputs of the two units are approximately the same; if so, assuming both
centers are performing their jobs in a satisfactory manner and the respective jobs are of com-
parable magnitude, the unit with the lower inputs (i.e., lower costs) is the more efficient. In
the second criterion, however, where the input is the same but the output differs, some quan-
titative measure of output is required; this is a more difficult calculation.

In many responsibility centers, efficiency is measured by comparing actual costs with some
standard of what those costs should have been at the measured output. Though this method
can be somewhat useful, it has two major flaws: (1) Recorded costs are not precise measures
of the resources actually consumed, and (2) the standard is merely an approximation of what
ideally should have happened under the prevailing circumstances.

In contrast to efficiency, which is determined by the relationship between input and out-
put, effectiveness is determined by the relationship between a responsibility center’s output and

its objectives. The more this output contributes to the objectives, the more effective the unit.
Both objectives and outputs are difficult to quantify, so effectiveness tends to be expressed in
subjective, nonanalytical terms—for example, “College A is doing a first-rate job, but College
B has slipped somewhat in recent years.”

Efficiency and effectiveness are not mutually exclusive; every responsibility center ought to

be both efficient and effective—in which case, the organization ought to be meeting its goals in
an optimum manner. A responsibility center, which carries out its charge with the lowest pos-
sible consumption of resources, may be efficient, but if its output fails to contribute ade-
quately to the attainment of the organizations’ goals, it is not effective. If a credit department
handles the paperwork connected with delinquent accounts at a low cost per unit, it is effi-
cient; but if, at the same time, it is unsuccessful in making collections (or needlessly antago-
nizes customers in the process), it is ineffective.

In summary, a responsibility center is efficient if it does things right, and it is effective if it

does the right things.

The Role of Profit

A major objective of any profit-oriented organization is to earn a satisfactory profit. Thus, profit
is an important measure of effectiveness. Furthermore, since profit is the difference between
revenue (a measure of output) and expense (a measure of input), it is also a measure of effi-
ciency. Thus, profit measures both effectiveness and efficiency. When such an overall measure
exists, it is unnecessary to determine the relative importance of effectiveness versus efficiency.
When such a measure does not exist, however, it is feasible and useful to classify performance
measures as relating either to effectiveness or to efficiency. But this kind of situation has the
problem of balancing two types of measurements. How, for example, does one compare the prof-
ligate perfectionist, who may be effective but not efficient, with the frugal manager, who uses
less input but produces less than the optimum output?

Types of Responsibility Centers

There are four types of responsibility centers, classified according to the nature of the mone-
tary inputs and/or outputs that are measured for control purposes: revenue centers, expense
centers, profit centers, and investment centers. Their respective characteristics are shown in
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Exhibit 4.2. In revenue centers, output is measured in monetary terms; in expense centers, in-
puts are so measured; in profit centers, both revenues (output) and expenses (input) are mea-
sured; and in investment centers, the relationship between profit and investment is measured.
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Each type of responsibility center requires a different planning and control system. In the
remainder of this chapter we briefly review the planning and control techniques used in rev-
enue centers, and then move on to a more extensive discussion of the techniques used in ex-
pense centers. Profit centers are discussed in Chapter 5 and investment centers in Chapter 7.

Revenue Centers

In a revenue center, output (i.e., revenue) is measured in monetary terms, but no formal attempt

is made to relate input (i.e., expense or cost) to output. (If expense was matched with revenue,
the unit would be a profit center.) Typically revenue centers are marketing/sales units that do
not have authority to set selling prices and are not charged for the cost of the goods they mar-
ket. Actual sales or orders booked are measured against budgets or quotas, and the manager is
held accountable for the expenses incurred directly within the unit, but the primary measure-
ment is revenue.

Examples. In 1999, two companies, Servico and Impac Hotel Group, merged to create Lodgian,
Inc., one of the largest owners and operators of hotels in the United States. Lodgian reorganized
itself into six regions, each with a Regional Vice President, a Regional Operations Manager, and a
Regional Director of Sales & Marketing. The sales and marketing functions were constituted as
revenue centers, with the goal to significantly improve market share.1

In the highly competitive call center industry environment of 2004, some companies success-
fully differentiated themselves by converting their service centers (which were considered as cost
centers) into revenue centers. The revenue streams were generated through “after service sales.”
The call center agents would address the calling customer’s needs and requests, provide the nec-
essary service, and then offer some type of new product or service that would further meet the
needs of the customer. To do so, the companies reworked their hiring process, expanded training to
encompass sales, and changed their incentive structure from fixed pay to a combination of fixed
pay and sales commission for their service agents.2

We do not cover revenue centers separately, but we discuss the management of revenue in
the section on profit centers (Chapter 5).

Expense Centers

Expense centers are responsibility centers whose inputs are measured in monetary terms, but

whose outputs are not. There are two general types of expense centers: engineered and discre-
tionary. These labels relate to two types of cost. Engineered costs are those for which the “right”
or “proper” amount can be estimated with reasonable reliability—for example, a factory’s costs
for direct labor, direct material, components, supplies, and utilities. Discretionary costs (also
called managed costs) are those for which no such engineered estimate is feasible. In discre-
tionary expense centers, the costs incurred depend on management’s judgment as to the ap-
propriate amount under the circumstances.

1“Lodgian Merger Integration Proceeding on Schedule,” PR Newswire, January 25, 1999.
2www.limra.com/Newsletters/Connections



Engineered Expense Centers

Engineered expense centers have the following characteristics:

• Their input can be measured in monetary terms.

• Their output can be measured in physical terms.

• The optimum dollar amount of input required to produce one unit of output can be deter-
mined.

Engineered expense centers are usually found in manufacturing operations. Warehousing, dis-
tribution, trucking, and similar units within the marketing organization may also be engineered
expense centers, as may certain responsibility centers within administrative and support de-
partments—for instance, accounts receivable, accounts payable, and payroll sections in the con-
troller department; personnel records and the cafeteria in the human resources department;
shareholder records in the corporate secretary department; and the company motor pool. Such
units perform repetitive tasks for which standard costs can be developed. These engineered ex-
pense centers are usually located within departments that are discretionary expense centers.

In an engineered expense center, output multiplied by the standard cost of each unit pro-
duced measures what the finished product should have cost. The difference between the the-
oretical and the actual cost represents the efficiency of the expense center being measured.

We emphasize that engineered expense centers have other important tasks not measured
by cost alone; their supervisors are responsible for the quality of the products and the volume
of production as well as for efficiency. Therefore, the type and level of production are pre-
scribed, and specific quality standards are set, so that manufacturing costs are not minimized
at the expense of quality. Moreover, managers of engineered expense centers may be respon-
sible for activities such as training and employee development that are not related to current
production; their performance reviews should include an appraisal of how well they carry out
these responsibilities.

There are few, if any, responsibility centers in which all cost items are engineered. Even in
highly automated production departments, the use of indirect labor and various services can
vary with management’s discretion. Thus, the term engineered expense center refers to re-
sponsibility centers in which engineered costs predominate, but it does not imply that valid
engineered estimates can be made for each and every cost item.

Discretionary Expense Centers

Discretionary expense centers include administrative and support units (e.g., accounting,
legal, industrial relations, public relations, human resources), research and development oper-
ations, and most marketing activities. The output of these centers cannot be measured in mon-
etary terms.

The term discretionary does not imply that management’s judgment as to optimum cost is
capricious or haphazard. Rather it reflects management’s decisions regarding certain poli-
cies: whether to match or exceed the marketing efforts of competitors; the level of service the
company should provide to its customers; and the appropriate amounts to spend for R&D, fi-
nancial planning, public relations, and a host of other activities.

One company may have a small headquarters staff, while another company of similar size
and in the same industry may have a staff 10 times as large. The senior managers of each
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company may each be convinced that their respective decisions on staff size are correct, but
there is no objective way to judge which (if either) is right; both decisions may be equally good
under the circumstances, with the differences in size reflecting other underlying differences
in the two companies.

Furthermore, management’s view as to the proper level of discretionary costs is always sub-
ject to change—especially when new management takes over.

Examples. Percy Barnevik, former CEO of Asea Brown Boveri, was known for slashing corporate
staff after completing major acquisitions. For instance, the staff in his US subsidiary, Combustion
Engineering, was reduced from 600 people to 100 over a two-year period, and the staff in his Ger-
man subsidiary was reduced from 1,600 people to 100 in three years.3

In the first six months after joining IBM as its chief executive officer in 1993, Louis V. Gerstner
formed 12 task forces to study growth opportunities, installed a new senior management commit-
tee structure, changed the process of evaluating new technology, created a new 11-member execu-
tive committee and a 34-member management council, brought in a new chief financial officer and
a new senior vice president for human resources and administration, ordered 35,000 layoffs and a
$1.75 billion cut in overhead expenses, and changed the basis for management compensation.4

In a discretionary expense center, the difference between budget and actual expense is not

a measure of efficiency. Rather, it is simply the difference between the budgeted input and the
actual input, and does not incorporate the value of the output. If actual expenses do not ex-
ceed the budget amount, the manager has “lived within the budget,” but since, by definition,
the budget does not purport to predict the optimum amount of spending, living within the
budget does not necessarily indicate efficient performance.

In the following section, we discuss management control systems for discretionary expense
centers in general. We then discuss the special considerations involved in designing systems
for three of the most common types of discretionary expense centers: administrative and sup-
port centers, R&D centers, and marketing centers.

General Control Characteristics

Budget Preparation

Management makes budgetary decisions for discretionary expense centers that differ from
those for engineered expense centers. For the latter, it decides whether the proposed operating
budget represents the unit cost of performing its task efficiently. Its volume is not a major con-
cern; this is largely determined by the actions of other responsibility centers—for instance, the
marketing department’s ability to generate sales. By contrast, management formulates the
budget for a discretionary expense center by determining the magnitude of the job that needs
to be done.

The work done by discretionary expense centers falls into two general categories: continu-
ing and special. Continuing work is done consistently from year to year, such as the prepara-

3William Taylor, “The Logic of Global Business: An Interview with ABB’s Percy Barnevik,” Harvard Business Review,

March–April 1991, p. 99.
4BusinessWeek, October 4, 1993, p. 89.
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tion of financial statements by the controller’s office. Special work is a “one-shot” project—for
example, developing and installing a profit-budgeting system in a newly acquired division.

A technique often used in preparing a discretionary expense center’s budget is manage-

ment by objectives, a formal process in which a budgetee proposes to accomplish specific jobs

and suggests the measurement to be used in performance evaluation.

The planning function for discretionary expense centers is usually carried out in one of two
ways: incremental budgeting or zero-base review.

Incremental Budgeting In this model, the discretionary expense center’s current level of ex-
penses is taken as a starting point. This amount is adjusted for inflation, anticipated changes
in the workload of continuing job, special job, and—if the data are readily available—the cost
of comparable jobs in similar units.

Incremental budgeting has two drawbacks. First, the discretionary expense center’s cur-
rent level of expenditure is accepted and not reexamined during the budget preparation
process. Second, managers of these centers typically want to increase the level of services, and
thus tend to request additional resources, which—if they make a sufficiently strong case—are
usually provided. This tendency is expressed in Parkinson’s Second Law: Overhead costs tend
to increase, period. There is ample evidence that not all of this upward creep is necessary;
when a company faces a crisis or when a new management takes over, overhead costs are
sometimes drastically reduced without any adverse consequences.

Despite these limitations, most budgeting in discretionary expense centers is incremental.
Time does not permit more thorough analysis.

Zero-Base Review An alternative budgeting approach is to make a thorough analysis of each
discretionary expense center on a rolling schedule, so that all are reviewed at least once every
five years or so. Such an analysis is often called a zero-base review.

In contrast with incremental budgeting, this intensive review attempts to ascertain, de

novo, that is, from scratch, the resources actually required to carry out each activity within
the expense center. This analysis establishes another new base, at which point the annual
budget review simply attempts to keep costs reasonably in line with this base until the next
review takes place, five years down the line. It is expected that expenses will creep up gradu-
ally during the interval, and this is tolerated.

Certain basic questions are often raised in the course of this analysis: (1) Should the func-
tion under review be performed at all? Does it add value from the standpoint of end use cus-
tomers? (2) What should the quality level be? Are we doing too much? (3) Should the function
be performed in this way? (4) How much should it cost?

Information from other sources, including similar units within the company, trade associ-
ations and other outside organizations, and companies in other industries with superior per-
formance (i.e., via benchmarking), is often useful for comparison purposes. Such comparisons

may raise the interesting question: If Company X can get the job done for Y dollars, why can’t
we?
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It is important to note, however, that achieving comparability is a difficult matter, as is de-
termining a “correct” relationship between cost and output in a discretionary cost situation—

not to mention the problems inherent in adopting an outside average as the standard.
Zero-base reviews are time-consuming, and they are likely to be traumatic for the man-

agers whose operations are being reviewed (this is one reason for scheduling such reviews so
infrequently). Also, managers will not only do their best to justify their current level of spend-
ing, but may also attempt to thwart the entire effort, regarding the zero-base review as some-
thing to be put off indefinitely in favor of “more pressing business.” If all else fails, they will
sometimes cast sufficient doubt on the inquiry’s findings as to render them inconclusive, with
the result that the status quo prevails.

In the later 1980s and the 1990s, many companies conducted zero-base reviews, usually as
a reaction to a downturn in profitability. These efforts were often called downsizing, or, eu-
phemistically, rightsizing or restructuring, or process reengineering.

Examples. Aetna, a large insurance company, began a restructuring program in 1990. It reorga-
nized its three divisions into 15 profit centers and reduced workforce by more than 10 percent, re-
sulting in savings of $156 million.5

Nissan Motor Co., led by Carlos Ghosn, completed the biggest restructuring program in its his-

tory in 2002. The restructuring, which included disposing of noncore businesses, changing supplier

relationships, trimming cross-shareholdings in partner firms, setting tough performance targets,

and eliminating the traditional practices of lifetime employment and seniority-based promotion,

led to a rapid turnaround at Nissan and spurred imitation from other Japanese firms.6

After the Asian economic crisis in the late 1990s, Thailand’s agri-business giant, Charoen Pokp-

hand Group, decided to divest its electronics and car parts interests, and instead chose to focus on its

core agricultural business. The firm embraced value-added agri-business and moved up the value

chain, launching Thai Fast Food restaurant chain, Bua Baan, which only served CP’s processed

foods.7

Prior to its decision to hire Mr. Zander as its CEO, Motorola decided to divest its chip division,

which generated yearly revenues of about $5 billion. The decision was based on the fact that the

chip division was susceptible to boom and bust cycles that did not fit in well with the rest of the

company’s portfolio, which primarily included cell phones, infrastructure equipment, the highly

successful two-way radio systems, automobile electronic equipment and the cable TV division.8

In December 2004 IBM decided to sell its personal computing division to Lenovo Group Lim-

ited, the leading PC brand in China and Asia. The move created the world’s third-largest PC busi-

ness and signaled the exit of IBM from low-margin businesses. The transaction was valued at

$1.75 billion, and IBM also acquired an 18 percent stake in Lenovo. Lenovo benefited from the

brand value of IBM and the global distribution network that it acquired, helping it increase its

presence worldwide. Lenovo would also be the preferred supplier of personal computers to IBM,

thereby enabling IBM to continue to offer a full range of computing solutions to its enterprise

clients.9

5Financial World, November 24, 1992, pp. 22–23.
6Chester Dawson, “Ghosn’s Way: Why Japan Inc. Is Following a Gaijin,” BusinessWeek, May 20, 2002, p. 27.
7www.cpthailand.com/webguest
8http://www.fortune.com/fortune/subs/article/0,15114,1007063,00.html; www.IBM.com
9www.IBM.com; www.Fortune.com



Cost Variability

Unlike costs in engineered expense centers, which are strongly affected by short-run volume
changes, costs in discretionary expense centers are comparatively insulated from such short-
term fluctuations. This difference stems from the fact that in preparing the budgets for discre-
tionary expense centers, management tends to approve changes that correspond to anticipated
changes in sales volume—for example, allowing for additional personnel when volume is ex-
pected to increase, and for layoffs or attrition when volume is expected to decrease. Personnel
and personnel-related costs are by far the largest expense items in most discretionary expense
centers; thus, the annual budgets for these centers therefore tend to be a constant percentage
of budgeted sales volume.

Furthermore, once managers of discretionary expense centers hire additional personnel or
plan for attrition in accordance with the approved budget, it is uneconomical for them to ad-
just the work force for short-run fluctuations; hiring and training personnel for short-run

needs is expensive, and temporary layoffs hurt morale.

Type of Financial Control

Financial control in a discretionary expense center is quite different from that in an engi-
neered expense center. In the latter, the objective is to become cost competitive by setting a
standard and measuring actual costs against this standard. By contrast, the main purpose of
a discretionary expense budget is to control costs by allowing the manager to participate in the

planning, sharing in the discussion of what tasks should be undertaken, and what level of
effort is appropriate for each. Thus, in a discretionary expense center, financial control is pri-
marily exercised at the planning stage before the costs are incurred.

Measurement of Performance

The primary job of a discretionary expense center’s manager is to obtain the desired output.
Spending an amount that is “on budget” to do this is considered satisfactory; spending more
than that is cause for concern; and spending less may indicate that the planned work is not

being done. In discretionary centers, as opposed to engineered expense centers, the financial
performance report is not a means of evaluating the efficiency of the manager.

If these two types of responsibility centers are not carefully distinguished, management
may erroneously treat a discretionary expense center’s performance report as an indication of
the unit’s efficiency, thus motivating those making spending decisions to expend less than the
budgeted amount, which in turn will lower output. For this reason, it is unwise to reward ex-
ecutives who spend less than the budgeted amount.

Control over spending can be exercised by requiring the superior’s approval before the bud-
get is overrun. Sometimes, a certain percentage of overrun (say, 5 percent) is permitted with-
out additional approval.

It is important to note that the preceding paragraphs are solely related to financial control.
Total control over discretionary expense centers is achieved primarily through nonfinancial
performance measures. For example, the best indication of the quality of service for some dis-
cretionary expense centers may be the opinion of their users.
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Administrative and Support Centers

Administrative centers include senior corporate management and business unit management,
along with the managers of supporting staff units. Support centers are units that provide ser-
vices to other responsibility centers.

Control Problems

The control of administrative expense is especially difficult because of (1) the problems inherent
in measuring output and (2) the frequent lack of congruence between the goals of departmental
staff and of the company as a whole.

Difficulty in Measuring Output

Some staff activities, such as payroll accounting, are so routinized that their units are, in fact,
engineered expense centers. In other activities, however, the principal output is advice and ser-
vice—functions that are virtually impossible to quantify, much less evaluate. Since output can-
not be measured, it is not possible to set cost standards against which to measure financial per-
formance. Thus, a budget variance cannot be interpreted as representing either efficient or
inefficient performance. If the finance staff were to be given an allowance to “develop an activ-
ity-based management system,” for example, a comparison of actual cost to budgeted cost
would not indicate whether or not the assignment had been carried out effectively, regardless
of the expense involved..

Lack of Goal Congruence

Typically, managers of administrative staff offices strive for functional excellence. Superficially,
this desire would seem to be congruent with company goals; in fact, much depends on how one
defines excellence. Although a staff office may want to develop the “ideal” system, program, or
function, the ideal may be too costly relative to the additional profits that perfection may gen-
erate. The “perfect” legal staff, for example, will not approve any contract that contains even the
slightest flaw; but the cost of maintaining a staff large enough to guarantee this level of assur-
ance may outweigh the potential loss from minor flaws. At worst, a striving for “excellence” can
lead to “empire building” or to “safeguarding one’s position” without regard to the welfare of the
company.

The severity of these two problems—the difficulty of measuring output and the lack of goal
congruence—is directly related to the size and prosperity of the company. In small and
medium-sized businesses, senior management is in close personal contact with staff units
and can determine from personal observation what they are doing and whether a unit is
worth its cost. And in businesses with low earnings, regardless of size, discretionary expenses
are often kept under tight control. In a large business, however, senior management cannot
possibly know about, much less evaluate, all staff activities; and if that company is also a
profitable one, there is temptation to approve staff requests for constantly increasing bud-
gets.

Support centers often charge other responsibility centers for the services that they provide.
For example, the management information services department may charge others for com-
puter services. These responsibility centers are profit centers and are discussed in Chapter 5.
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Budget Preparation

The proposed budget for an administrative or support center usually consists of a list of ex-
pense items, with the proposed budget being compared with the current year’s actual expenses.
Some companies request a more elaborate presentation, which may include some or all of the
following components:

• A section covering the basic costs of the center—including the costs of “being in business”

plus the costs of all intrinsically necessary activities for which no general management de-
cisions are required.

• A section covering the discretionary activities of the center, including a description of the ob-
jectives and the estimated costs of each.

• A section fully explaining all proposed increases in the budget other than those related to in-
flation.

These additional sections are clearly worthwhile only if the budget is large and/or manage-
ment wishes to determine the proper extent of the center’s activities. In other situations, the
amount of detail depends on the importance of the expenses and the desires of management.

Research and Development Centers

Control Problems

The control of research and development centers presents its own characteristic difficulties, in
particular, difficulty in relating results to inputs and lack of goal congruence.

Difficulty in Relating Results to Inputs

The results of research and development activities are difficult to measure quantitatively. In con-
trast to administrative activities, R&D usually has at least a semitangible output in the form of
patents, new products, or new processes; but the relationship of output to input is difficult to ap-
praise on an annual basis because the completed “product” of an R&D group may involve several
years of effort. Thus, inputs as stated in an annual budget may be unrelated to outputs. Further-
more, even when such a relationship can be established, it may not be possible to reliably estimate
the value of the output.And even when such an evaluation can be made, the technical nature of the
R&D function may defeat management’s attempt to measure efficiency.A brilliant effort may come
up against an insuperable obstacle, whereas a mediocre effort may, by luck, result in a bonanza.

Lack of Goal Congruence

The goal congruence problem in R&D centers is similar to that in administrative centers. The
research manager typically wants to build the best research organization money can buy, even
though that may be more expensive than the company can afford. A further problem is that re-
search people often do not have sufficient knowledge of (or interest in) the business to deter-
mine the optimum direction of the research efforts.

The R&D Continuum

The activities conducted by R&D organizations lie along a continuum, with basic research at
one extreme and product testing at the other. Basic research has two characteristics: (1) it is
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unplanned, with management at best specifying the general area to be explored; and (2) there
is often a significant time lapse between the initiation of research and the introduction of a suc-
cessful new product.

Example. In the biotechnology field nearly 26 years elapsed from the time Watson and Crick de-
fined the structure of the DNA molecule, in 1958, until the first product resulting from that work
was launched. And it took nearly 24 years (from 1936 to 1960) for basic research efforts to culmi-
nate in the successful introduction of a copy machine by Xerox Corporation.

Because financial control systems have little value in managing basic research activities, al-
ternative procedures are often employed. In some companies, basic research is included as a
lump sum in the research program and its budget. In others, no specific allowance is made for
basic research as such, but there is an understanding that scientists and engineers can devote
part of their time (perhaps 15 percent, or one day a week) to exploring in whatever direction
they find most interesting, subject only to the informal agreement of their supervisor.

Examples. The discovery of “warm” superconductivity in 1986, one of the most important break-
throughs of the decade, was made by two scientists at the IBM research laboratory in Zurich, who
were working “on their own time.” IBM senior management in Armonk, New York, did not even
know that such research was under way.

Scientists at 3M Corporation were allowed, indeed expected, to spend up to 15 percent of their
working time toward projects of their own choosing and for which prior approval from superiors
was not required.10

For projects involving product testing, however, it is possible to estimate the time and fi-
nancial requirements—perhaps not as precisely as for production activities, but with suffi-
cient accuracy to permit a reasonably valid comparison of actual and budget amounts.

As a project moves along the continuum—from basic research, to applied research, to devel-
opment, to production engineering, to testing—the amount spent per year tends to increase
substantially. Thus, if it appears that a project will ultimately turn out to be unprofitable (as is
the case for 90 percent of projects, by some estimates), it should be terminated as soon as pos-
sible. It is difficult to make such decisions in the early stages, however, since project sponsors
usually describe the work-in-progress in the most favorable light. In some cases failure is not
discernible until after the product reaches the market.

Example. After 10 years of research and development and many tens of millions of dollars of ex-
pense, Polaroid Corporation introduced its instant movie camera, Polavision, with great fanfare at
its shareholder meeting in 1977. “A new art has been born,” said Dr. Edwin Land, Polaroid’s chair-
man at the time. But home video cameras quickly came to dominate the market, and by 1981
Polavision was gone, without ever having made a profit.

R&D Program

There is no scientific way of determining the optimum size of an R&D budget. Many companies
simply use a percentage of average revenues as a base (preferring an average to a percentage of
specific revenues in a given year because the size of an R&D operation ought not to be affected

10Ronald A. Mitsch, “Three Roads to Innovation,” Journal of Business Strategy, September–October 1990, pp. 18–21.



142 Part One The Management Control Environment

by short-term revenue swings). The specific percentage applied is determined in part by a com-
parison with competitors’ R&D expenditures and in part by the company’s own spending his-
tory. Depending on circumstances, other factors may also come into play: For example, senior
management may authorize a large and rapid increase in the budget if it appears that there
has been (or is about to be) a significant breakthrough.

The R&D program consists of a list of programs plus a blanket allowance for unplanned
work (as mentioned earlier); it is usually reviewed annually by senior management. This re-
view is often conducted by a research committee consisting of the CEO, the research director,
and the production and marketing managers (the latter are included because they will use
the output of those research projects that turn out to be successful). This committee makes
broad decisions as to which projects to undertake, which to expand, which to cut back on, and
which to discontinue. These decisions, of course, are highly subjective, but they are within the
established policy limits on total research spending. Thus, the research program is deter-
mined not by calculating the total amount of approved projects, but rather by dividing the “re-
search pie” into what seem to be the most worthwhile slices.

Annual Budgets

If a company has decided on a long-range R&D program and has implemented this program
with a system of project approval, the preparation of the annual R&D budget is a fairly simple
matter, involving mainly the “calendarization” of the expected expenses for the budget period.
If the budget is in line with the strategic plan (as it should be), approval is routine—it primar-
ily serves to assist in cash and personnel planning. Preparation of the budget allows manage-
ment to take another look at the R&D program with this question in mind: “In view of what we
now know, is this the best way to use our resources next year?” The annual budget process also
ensures that actual costs will not exceed budgeted amounts without management’s knowledge.
Significant variances from the budget should be approved by management before they are in-
curred.

Measurement of Performance

At regular intervals, usually monthly or quarterly, most companies compare actual expenses
with budgeted expenses for all responsibility centers and ongoing projects. These comparisons
are summarized for managers at progressively higher levels to assist the managers of respon-
sibility centers in planning their expenses and to assure their superiors that those expenses
are remaining at approved levels.

In many companies, management receives two types of financial reports on R&D activities.
The first type compares the latest forecast of total cost with the approved amount for each ac-
tive project. It is prepared periodically for the executives who control research spending, to
help them determine whether changes should be made in the list of approved projects. The
second type of financial report consists of a comparison between budgeted expenses and actual
expenses in each responsibility center. Its main purpose is to help research executives antici-
pate expenses and make sure that expense commitments are being met. Neither type of fi-
nancial report informs management as to the effectiveness of the research effort. Such infor-
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mation is formally provided by progress reports, which form a partial basis for management’s
judgments about the effectiveness of a given project. It is important to note, however, that
management’s primary tool in evaluating effectiveness is face-to-face discussion.

Marketing Centers

In many companies, two very different types of activities are grouped under the heading of
marketing, with different controls being appropriate for each. One group of activities relates to
the filling of orders. These are referred to as order filling or logistics activities and, by defini-
tion, take place after an order has been received. The other group of activities relates to efforts
to obtain orders, and, obviously, take place before an order has been received. These are the
true marketing activities, and are sometimes labeled as such; they may also be called order-get-

ting activities.

Logistics Activities

Logistics activities are those involved in moving goods from the company to its customers and col-
lecting the amounts due from customers in return. These activities include transportation to dis-
tribution centers, warehousing, shipping and delivery, billing and the related credit function, and
the collection of accounts receivable. The responsibility centers that perform these functions are
fundamentally similar to the expense centers in manufacturing plants. Many are engineered ex-
pense centers that can be controlled through imposing standard costs and adjusting budgets to
reflect these costs at different levels of volume.

In most companies, the “paperwork” involved in filling orders and collecting receivables is
now accomplished quickly and at low cost by using the Internet.

Marketing Activities

Marketing activities are those undertaken to obtain orders for company products. These activ-

ities include test marketing; the establishment, training, and supervision of the sales force; ad-
vertising; and sales promotion—all of which have characteristics that present management
control problems.

While it is possible to measure a marketing organization’s output, evaluating the effective-
ness of the marketing effort is much more difficult. This is because changes in factors beyond
the marketing department’s control (e.g., economic conditions or the actions of competitors)
may invalidate the assumptions on which the sales budgets were based.

In any case, meeting the budgetary commitment for marketing expenses is not a major cri-
terion in the evaluation process, because the impact of sales volume on profits tends to over-
shadow cost performance. If a marketing group sells twice as much as its quota, it is unlikely
that management will be concerned that it exceeded its budgeted cost by 10 percent to bring
in those sales. The sales target, not the expense target, is the critical factor.

The control techniques applicable to logistics activities are generally not applicable to
order-getting activities. Failure to appreciate this fact can lead to incorrect decisions. For ex-
ample, there is often a reasonably good correlation between sales volume and the level of
sales promotion and advertising expense. This could be taken to mean that sales expenses
vary as a result of sales volume, but such a conclusion would be erroneous. Flexible budgets
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that adjust to changes in sales volume cannot be used to control selling expenses incurred be-

fore the sale took place. Neither should advertising or sales promotion expense budgets be ad-
justed to accommodate short-run changes in sales volume. As indicated above, many compa-
nies budget marketing expenses as a percentage of budgeted sales, but they do so not because
sales volume causes marketing expense, but rather on the belief that the higher the sales vol-
ume, the more the company can afford to spend on advertising.

In summary, there are three types of activities within a marketing organization, and, conse-
quently, three types of activity measures. First, there is the order-filling or logistics activity,
many of whose costs are engineered expenses. Second, there is the generation of revenue, which
is usually evaluated by comparing actual revenue and physical quantities sold with budgeted
revenue and budgeted units, respectively. Third, there are order-getting costs, which are discre-
tionary because no one knows what the optimum amounts should be. Consequently, the mea-
surement of efficiency and effectiveness for these costs is highly subjective.

Summary

A responsibility center is an organization unit that is headed by a manager who is responsible
for its activities. In this chapter, we described two types of responsibility centers: revenue cen-
ters and expense centers. Performance in these centers is judged by the criteria of efficiency
and effectiveness. In revenue centers, revenues are measured and controlled separately from
expenses.

There are two broad types of expense centers: engineered and discretionary. In engineered
expense centers, it is possible to estimate the “right” amount of costs that should be incurred
to produce a given level of output. In discretionary expense centers, on the other hand, budgets
describe the amounts that can be spent, but it is not possible to determine with exactitude the
optimum levels of these expenses. Therefore, financial controls are not intended to measure ef-
ficiency or effectiveness.

The principal types of discretionary expense centers are administrative and support cen-
ters, R&D centers, and marketing centers. Control is extremely difficult in R&D units, some-
what difficult in true marketing units (as contrasted with logistic units), and less difficult in
administrative and support units—but still more problematic than in manufacturing units.
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Case 4-1

Vershire Company
In 1996 Vershire Company was a diversified packaging company with several major divisions,
including the Aluminum Can division—one of the largest manufacturers of aluminum bever-
age cans in the United States. Exhibit 1 shows the organization chart for the Aluminum Can
division. Reporting to the divisional general manager were two line managers, vice presidents in
charge of manufacturing and marketing. These vice presidents headed all of the division’s activ-
ities in their respective functional areas.

The Aluminum Can division’s growth in sales slightly outpaced sales growth in the industry
at large. The division had plants scattered throughout the United States. Each plant served
customers in its own geographic region, often producing several different sizes of cans for a
range of customers that included both large and small breweries and soft drink bottlers. Most
of these customers had between two and four suppliers and spread purchases among them. If
the division failed to meet the customer’s cost and quality specifications or its standards for de-
livery and customer service, the customer would turn to another supplier. All aluminum can
producers employed essentially the same technology, and the division’s product quality was
equal to that of its competitors.

Industry Background1

Traditionally, containers were made from one of several materials: aluminum, steel, glass,
fiber-foil (paper and metal composite), or plastic. The metal container industry consisted of the
hundred-plus firms that produced aluminum and tin-plated steel cans. Aluminum cans were
used for packaging beverages (beer and soft drinks), while tin-plated steel cans were used pri-

EXHIBIT 1
Aluminum Can

Division

District 1
District 2

District 15

Division General Manager

Manufacturing
Manager

Marketing
Manager

Plant Manager 1
Plant Manager 2

Plant Manager 7

This case was adapted by Anil R. Chitkara (T’94) under the supervision of Professors Vijay Govindarajan and Robert

N. Anthony. The case is based (with permission) on an earlier case prepared by Professor David Hawkins, Harvard Business

School.

1The industry background is based on a similar description in the Crown Cork and Seal Company case, prepared by Pro-

fessor Hamermesh, Harvard Business School.



marily for food packaging, paints, and aerosols. In 1970, steel cans accounted for 88 percent
of the metal can production, but by the 1990s aluminum had come to dominate the industry. In
1996, aluminum cans accounted for over 75 percent of metal can production. The soft drink bot-
tlers who purchased the containers were primarily small independent franchisees of Coca-Cola
and Pepsi Cola, which represented their independent bottlers in negotiating terms with the
container companies.

Five beverage container manufacturers accounted for 88 percent of the market. The mini-
mum efficient scale for a container plant was five lines and it cost $20 million in equipment per
line. Raw materials typically accounted for 64 percent of the production cost. Other costs in-
cluded labor (15 percent), marketing and general administration (9 percent), transportation (8
percent), depreciation (2 percent), and research and development (2 percent).

For beverage processors, the cost of the can usually exceeded the cost of the contents, with
the container accounting for approximately 40 percent of the total manufacturing cost. Most
beverage processors maintained two or more suppliers; and some processors integrated back-
ward, manufacturing cans themselves. One large beverage company produced one-third of its
own container requirements and ranked as one of the top five beverage container producers in
the industry.

Prior to the early 1970s, cans were produced by rolling a sheet of steel, soldering and cutting
it to size, and attaching both the top and the bottom. In 1972 the industry was revolutionized
when aluminum producers perfected a two-piece process in which a flat sheet of metal was
pushed into a deep cup and a top was attached. By 1996 the manufacturing process had be-
come even more efficient, producing over 2,000 cans per minute.

In addition to production efficiency, aluminum had other advantages over steel: It was easier
to shape; it reduced the problems of flavoring; it permitted more attractive packaging because it
was easier to lithograph; and it reduced transportation costs because of its lighter weight. Addi-
tionally, aluminum was a more attractive recycling material, with a ton of scrap aluminum hav-
ing almost three times the value of a ton of scrap steel.Four global companies supplied aluminum
to can producers: Alcoa, Alcan, Reynolds, and Kaiser. Three of these companies (Alcan, Alcoa and
Reynolds), also manufactured aluminum containers.

Budgetary Control System

Divisions of Vershire Company were structured to encompass broad product categories. Divi-
sional general managers were given full control of their businesses with two exceptions: the
raising of capital and labor relations, which were both centralized at head office. The budget
was used as the primary tool to direct each division’s efforts towards common corporate objec-
tives.

Sales Budget

In May, each divisional general manager submitted a preliminary report to corporate manage-
ment summarizing the outlook for sales, income, and capital requirements for the next budget
year, and evaluating the trends anticipated in each category over the subsequent two years.

146 Part One The Management Control Environment
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These reports were not detailed and were usually fairly easy to pull together since each division
was already required to predict market conditions in the current year and to anticipate capital
expenditures five years out as part of the strategic planning process.

Once the divisional general managers had submitted these preliminary reports, the central
market research staff at corporate headquarters began to develop a more formal market as-
sessment, examining the forthcoming budget year in detail and the following two years in
more general terms. A sales forecast was then prepared for each division; and these forecasts
were combined to create a forecast for the entire company.

In developing division forecasts, the research staff considered several topics, including gen-
eral economic conditions and their impact on customers, and market share for different prod-
ucts by geographic area. Fundamental assumptions were made as to price, new products,
changes in particular accounts, new plants, inventory carryovers, forward buying, packaging
trends, industry growth trends, weather conditions, and alternative packaging. Each product
line, regardless of size, was reviewed in the same manner.

These forecasts were prepared at the head office in order to ensure that basic assumptions
were uniform and that overall corporate sales forecasts were both reasonable and achievable.
The completed forecasts were forwarded to their respective divisions for review, criticism, and
fine-tuning.

The divisional general managers then compiled their own sales forecasts from the bottom
up, asking each district sales manager to estimate sales for the coming budget year. The dis-
trict managers could request help from the head office or the divisional staff but in the end as-
sumed full responsibility for the forecasts they submitted.

All district sales forecasts were consolidated at the division level for review by the vice pres-
ident for marketing, but no changes were made in a district’s forecast unless the district man-
ager agreed. Likewise, once the budget had been approved, any changes had to be approved by
all those responsible for that budget.

This process was then repeated at the corporate level. When all the responsible parties were
satisfied with the sales budget, the figures became fixed objectives, with each district being held
responsible for its own portion. The entire review and approval process had four objectives:

1. To assess each division’s competitive position and formulate courses of action to improve
upon it.

2. To evaluate actions taken to increase market share or to respond to competitors’ activities.

3. To consider undertaking capital expenditures or plant alterations to improve existing prod-
ucts or introduce new products.

4. To develop plans to improve cost efficiency, product quality, delivery methods, and service.

Manufacturing Budget

After final approval at the divisional and corporate levels, the overall sales budget was translated
into a sales budget for each plant, broken down according to the plants from which the finished
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goods would be shipped. At the plant level, the sales budget was then categorized according to
price, volume, and end use.

Once the sales numbers were estimated, each plant budgeted gross profit, fixed expenses,
and pretax income. Profit was calculated as the sales budget less budgeted variable costs (in-
cluding direct material, direct labor, and variable manufacturing overhead—each valued at a
standard rate) and the fixed overhead budget. The plant manager was held responsible for this

budgeted profit number even if actual sales fell below the projected level.

Cost standards and cost reduction targets were developed by the plant’s industrial engi-
neering department, which also determined budget performance standards for each depart-
ment, operation, and cost center within the plant—including such items as budgeted cost re-
ductions, allowances for unfavorable variances from standards, and fixed costs such as
maintenance labor.

Before plant budgets were submitted, controller staff from the head office visited each plant.
These visits were extremely important because they provided an opportunity for plant man-
agers to explain their situation and allowed controllers to familiarize themselves with the rea-
soning behind the managers’ numbers so that they could better explain them when they were
presented to corporate management. The controllers also used these visits to provide guidance
as to whether the budgeted profits were in line with corporate goals, and to reinforce the no-
tion that headquarters was in touch with the plant.

Each visit usually lasted about half a day. Most of the time was devoted to reviewing the bud-
get with the plant manager and any supervisors the managers wished to include in the meet-
ings; but time was also allocated for a plant walk-through so controllers could see for themselves
how (and what) the employees were doing.

On or before September 1, plant budgets were submitted to the division head office, where
they were consolidated and presented to the divisional general managers for review. If the bud-
gets were not quite in line with management’s expectations, plant managers were asked to
look for additional savings. When the divisional general manager was satisfied with the bud-
get, the budget was sent to the Chief Executive Officer (CEO), who either approved it or asked
for certain modifications. The final consolidated budget was submitted for approval at the

Board of Directors meeting in December.
Once a budget had been approved, it was difficult to change. Any problems that arose be-

tween sales and production at a given plant were expected to be solved by people in the field.
If a customer called with a rush order that would disrupt production, for example, production
could recommend various courses of action but it was the sales manager’s responsibility to get
the product to the customer. If the sales manager determined that it was essential to ship the
product right away, that would be done. The customer was always the primary concern.

Performance Measurement and Evaluation

On the second business day after the close of each month, every plant faxed certain critical op-
erating variances which were combined into a “variance analysis sheet.” A compilation of all
variance sheets was distributed the following morning to interested management. Plant man-
agers were not supposed to wait until these monthly statements were prepared to identify un-
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favorable variances; rather, they were expected to be aware of them (and to take corrective ac-
tion) on a daily basis.

Four business days after the close of every month, each plant submitted a report showing
budgeted and actual results. Once these reports were received, corporate management re-
viewed the variances for those items where figures exceeded budgetary amounts, thus requir-
ing plant managers to explain only the areas in which budgeted targets had not been met. The
focus was on net sales, including price and mix changes, gross margin, and standard manufac-
turing costs.

The budgeted and actual information submitted is summarized in Exhibit 2. Supplemental
information was provided by supporting documents (see Exhibit 3). Both reports were consoli-
dated for each division and for the entire company, and distributed the next day.

The fixed costs were examined to see if the plants had carried out their various programs, if
the programs had met budgeted costs, and if the results were in line with expectations.

Management Incentives

The sales department had sole responsibility for the price, sales mix, and delivery schedules. The

plant manager had responsibility for plant operations and plant profits.

Plant managers were motivated to meet their profit goals in a number of ways. First, only ca-
pable managers were promoted, with profit performance being a main factor in determining
capability. Second, plant managers’ compensation packages were tied to achieving profit bud-
gets. Third, each month a chart was compiled showing manufacturing efficiency2 by plant and

EXHIBIT 2 Performance Evaluation Report for a Plant for the Month of November*

Month

Items Actual $ Variance $ Year-to-Date Variances $

Total Sales
Variances due to

Sales price
Sales mix
Sales volume

Total Variable Cost of Sales
Variances due to

Material
Labor
Variable overhead

Total Fixed Manufacturing Cost
Variances in fixed cost

Net Profit
Capital Employed
Return on Capital Employed

*Numbers in this exhibit have been omitted.
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EXHIBIT 3 Supplemental Reports

Individual Plant Level Reports

Report Content

Analysis of sales by customer groups Detailed analysis of sales volume, sales dollars, profit 
dollars, and profit margin by end user customers
(e.g., beer companies, aerosol companies, soft
drinks companies)

Analysis of sales More detailed backup analysis to Exhibit 2 regarding 
variances due to sales price, sales mix, and sales 
volume

Analysis of costs More detailed backup analysis to Exhibit 2 regarding 
variances due to variable costs and fixed costs of
manufacturing

Division Level Reports

Report Content

Comparative analysis of profit performance Comparison of sales and profits across plants
Comparative analysis of manufacturing Comparison of efficiencies in variable and fixed costs 

efficiency across plants

2
Manufacturing efficiency ⫽

Total actual variable manufacturing costs

Total standard variable manufacturing costs
 *  100

division. These comparative efficiency charts were highly publicized by most plant managers
despite the inherent unfairness in comparing plants that produced different products requir-
ing different setup times, etc. Some plants ran internal competitions between production lines
and departments to reduce certain cost items, rewarding department heads and foremen for
their accomplishments.

Questions

1. Outline the strengths and weaknesses of Vershire Company’s planning and control system.

2. Trace the profit budgeting process at Vershire, starting in May and ending with the Board
of Directors’ meeting in December. Be prepared to describe the activities that took place at
each step of the process and present the rationale for each.

3. Should the plant managers be held responsible for profits? Why? Why not?

4. How do you assess the performance evaluation system contained in Exhibits 2 and 3?

5. On balance, would you redesign the management control structure at Vershire Company? If
so, how and why?
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Case 4-2

New Jersey Insurance Company
On July 16, 1987, John W. Montgomery, a member of the budget committee of the New Jersey
Insurance Company, was reading over the current budget report for the law division in prepa-
ration for a conference scheduled for the next day with the head of that division. He held such
conferences quarterly with each division head. Mr. Montgomery’s practice was to think out in
advance the questions he wished to ask and the points he thought he should make about each
division’s performance.

The law division of the New Jersey Insurance Company (NJIC) was responsible for all legal
matters relating to the company’s operations. Among other things, it advised company man-
agement on current and prospective developments in tax and other legislation and on recent
court decisions affecting the company. It represented the company in litigation, counseled the
departments concerned on the legal implications of policies, such as employee benefit plans,
and it examined all major contracts to which the company was a party. It also rendered vari-
ous legal services with respect to the company’s proposed and existing investments.

As shown in Exhibit 1, the head of the law division,William Somersby, reported directly to top
management.This relationship ensured that Mr.Somersby would be free to comment on the legal
implications of management decisions, much the same as would an outside counsel. The law di-
vision was divided into five sections.This case is concerned with only two of these sections, the in-
dividual loan section and the corporate loan section. It does not attempt to describe completely
the work of these two sections or the professional service rendered by the lawyers.

This case was prepared by J. S. Hekimian under the supervision of Robert N. Anthony, Harvard Business School. Copyright

by the President and Fellows of Harvard College. Harvard Business School case 106-049.

EXHIBIT 1
Partial

Organization

Chart

President
Executive Vice President

Vice President
Investment Division

William Somersby
Vice President
Law Division

John Wallace—Supervisor
Individual Loan Section

Peter Carlisle—Supervisor
Corporate Loan Section

Midwest 
Group 

Pacific 
Coast Group

Atlantic 
Coast Group

(3 other sections)
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Individual Loan Section

The individual loan section was responsible for the legal processing of loans made to individu-
als and secured by mortgages on real property. The loan instruments were submitted by inde-
pendent companies situated throughout the country. The company made no loans directly to
individual borrowers, although at one time it had made direct loans in the New Jersey area.
Most common among the loans submitted by the independent companies were FHA, VA, and
conventional loans on homes. These loans usually were made directly by banks or similar fi-
nancial institutions organized for the purpose. They would batch together a number of loans
and sell them to NJIC in a package. The insurance company purchased many thousands of
such loans each year.

The investment division of the company was responsible for establishing the terms of these
loans, including their amount, interest rate, and maturity. An independent company would sub-
mit to the investment division an offer to sell a mortgage loan. It was the function of this divi-
sion to determine whether or not the property to be mortgaged and the mortgagor were ac-
ceptable to NJIC for a mortgage loan. After the proposed loan was approved and its terms
worked out, the investment division would forward to the law division the note, mortgage, and
related papers which it received from the seller.

The major function of the individual loan section was to perform the legal work necessary on
all new loans purchased and on all existing loans. Among other things, it had to check all the
loan instruments to make sure they did, in fact, protect the interests of NJIC as required by
law and by the investment division. Organizationally, the section was divided into three
groups, each headed by an attorney and each responsible for a geographical section of the coun-
try—Atlantic Coast, Midwest, and Pacific Coast. In addition to the three attorneys, there was
one who helped out in busy spots and took over a group in case of sickness or vacation and an-
other who was in a training status.

Other than these five attorneys and a supporting secretarial staff, the section was comprised
of 26 so-called mortgage examiners. These were persons who had had no formal legal training,
but who had been selected carefully and trained by the company to check and approve certain of
the loan transactions that came into the section. Because of the repetitive nature of the routine
loan transactions, management believed that properly selected and trained individuals could,

under the supervision of lawyers, perform this task, which at one time had been performed only
by lawyers. Problem cases were referred by the mortgage examiners to the attorneys. John Wal-

lace, head of the individual loan section, estimated that initially it took about three months to
train a person to do this type of work. It then took about a year and a half of on-the-job training
and experience before the examiner achieved a satisfactory rate of output and two to three years
before the average examiner reached optimum performance.

Since the work performed by the mortgage examiners was repetitive, management felt that
it could exercise considerable control over a substantial part of this section. Based on a time
study, a work standard of 12 loan transactions per examiner per day had been established
some years previously, and this standard later was raised to 15. Records were maintained
within the section of the number of loan transactions received each day, the number processed
by each examiner, and the backlog.
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In evaluating the work of individual examiners, some judgment had to be exercised in ap-
plying this standard. For example, in the Atlantic Coast group, an examiner sometimes re-
ceived a batch of loan transactions in which the mortgaged properties were in a single, large
housing subdivision. The legal issues in these transactions tended to be the same. In other
parts of the country, however, loans tended to come from scattered localities and, thus, would
be quite different from one another in many respects. A supervisor, therefore, in applying the
standard would have to be familiar with the type of work an examiner was doing.

Budget Process

Although considerable control could be achieved over the output of individual examiners, con-
trol over the entire section was a more difficult problem. Each September, the budget commit-
tee of the company issued a memorandum to all division heads, asking them to prepare a bud-
get for the operation of their division during the following year.

The basic intent of the budget process was to get division heads to plan and report in ad-
vance the scope of their operations for the following year. Usually, the budgets were prepared
by anticipating first the changes in activity levels from the current year and then the cost im-
plications of these changes. Management checked each individual budget for reasonableness,
and also checked the total expected cost and revenue to ensure that the overall anticipated
profit was satisfactory. The budget was viewed as a device for informing management of the
plans a division head had for the coming year so that management could appraise these plans
in relation to what other divisional heads had planned and in relation to company policy. The
budget was also considered to be a measure of a division head’s ability to plan the division’s op-
erations and then to operate in accordance with that plan.

On receipt of the budget committee’s memorandum in September, division heads began fore-
casting operations within their divisions for the following year. First, each section head made
plans for the section. For example, the individual loan section obtained an estimate of the
amount of money that the investment division would have available for individual loans in the
following year. Based partially on this estimate and partially on its estimated needs for other
activities, the individual loan section developed a budget. This estimate, along with the esti-
mated budgets for the other sections of the law division, was reviewed by Mr. Somersby. The
law division then sent its budget to the budget committee for review. Usually, the law division’s
figures were accepted. Each quarter during the year, actual performance to date was compared
with budgeted performance. Heads of divisions were required to explain large deviations from
projected estimates.

Although management within the law division could, in theory, vary the size of the staff in
the individual loan section, in fact, there was great reluctance to increase or decrease the
work force unless a definite trend in volume was apparent. One reason for this was company
policy. The company felt a great responsibility toward its employees, and as a matter of policy,
would lay off or discharge employees only for serious offenses. This same policy made man-
agement reluctant to hire new employees unless there was assurance that the need for them
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was permanent. Therefore, the law division tended to maintain a staff sufficient to handle a
minimum work load, and it supplemented this with overtime.

Another reason for the tendency to maintain a level work force of mortgage examiners was
the cost of selecting and training them. Management went to great pains to select outstanding
clerks for these jobs. This was followed by a thorough course of study and on-the-job training.
Because of this large investment, management wanted to be sure that anyone trained for this
job would be needed permanently in the section.

Management within the individual loan section, in attempting to achieve control over the
section as a whole and yet in keeping with company policy, had devised several controls. Occa-
sionally, when the work load lessened, supervisors would call the investment division to see if
they could get some work that, although perhaps not quite ready to be sent over as a complete
batch, could, nevertheless, be sent in parts. Also, since in periods when loan applications were
low, foreclosures tended to increase, the mortgage examiners were trained to handle some as-
pects of foreclosures, and this provided a degree of dovetailing in the work flow. Other than
these measures, however, the division preferred to rely on overtime work. The use of outside law
firms was out of the question for this type of work because of the far greater cost, even in com-
parison with overtime wages.

Corporate Loan Section

The corporate loan section was a much different kind of operation. A corporate loan, generally
for a much larger amount than an individual loan, was made directly by NJIC to a borrower,
such as an industrial or commercial enterprise or a public utility. The loan might be either se-
cured or unsecured. An important advantage to the borrower of this type of loan, compared with
a loan evidenced by a bond issue sold to the general public, was that the borrower was not
required to furnish a formal prospectus or to file a registration statement with the SEC.

In this type of loan, financial determinations, such as the amount of the loan, interest rate,
timing of repayments, restrictive covenants, and so forth were made by the investment divi-
sion, as was the case with individual loans, but by a different section in that division. Because
of the size and complexity of corporate loans, the corporate loan section worked closely with the
investment division people, who made these financial determinations. This involved sitting in
on the negotiations and rendering advice on all the terms of the transaction. It was the re-
sponsibility of the corporate loan section to ensure that the final loan instruments protected
the interests of NJIC in the manner intended by the financial people.

On this type of loan, for various reasons, the corporate loan section almost without exception
retained well-known outside counsel. One important reason was that an opinion from such an
independent law firm contributed to the marketability of the investment in the event of a sale
at a later date. Further, in many of these transactions, a number of other investors were
involved, and NJIC’s law division could not appropriately represent these other investors. If
NJIC was the leading investor, it did, however, select the outside counsel to be retained. In ad-
dition, it was not possible, without greatly increasing the size of the present staff, for company
attorneys to handle all the legal work connected with this type of loan, especially at the time
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of peak loads. Under this system, any one lawyer had a large number of loan negotiations in
process at all times with various outside counsel, and this was beneficial both to the individ-
ual and to the company in providing lawyers with a broad base of experience in a variety of
situations. The background and experience of company attorneys assured the company of con-
sistency of policy in the negotiation of direct placements.

A substantial part of the work in corporate loans consisted of drafting legal documents. The

extent to which company attorneys relied on outside counsel to perform parts of this work de-

pended on the complexity of the transaction (company attorneys tended to do more of the work

on more complex transactions) and on how busy company attorneys were. In general, company

attorneys handled, as a minimum, enough of the work to be thoroughly familiar with all

aspects of the transaction. In many cases, they prepared the first drafts of all legal papers. But

in the event that first drafts were left to outside counsel, company attorneys reviewed the work

and redrafted it as necessary.

Borrowers were required to pay all expenses incurred in employing outside counsel. How-

ever, NJIC made clear to both prospective borrowers and to outside counsel that the counsel

were representing NJIC and that their loyalty belonged to NJIC, much the same as for a com-

pany attorney. Even though the borrower paid the fee for outside counsel, the head of the cor-

porate loan section, Peter Carlisle, checked closely on the fees charged by outside counsel. Over

the years, a thorough tabulation of fees charged for different types of legal work throughout

the country had been built up. Mr. Carlisle, simply by referring to this tabulation, could read-

ily determine whether a particular fee was apparently out of line. If there was any substantial

deviation, he looked into the case more closely to determine if there was some reasonable ex-

planation; if not, he discussed the matter with the outside counsel and adjusted the fee. Over

the years, NJIC had established excellent working relationships with many law firms through-

out the country.

The control procedure in this section was substantially different from that in the individual

loan section. At the initiation of each transaction, Mr. Carlisle was consulted by the attorney to

whom it was referred. Reassignments to equalize the work load of the various attorneys were

made as necessary. A degree of control also was achieved through weekly staff conferences with

Mr. Carlisle. At this conference, lawyers raised individual problems they had encountered. In

addition to keeping Mr. Carlisle informed in detail on what was going on, the conference pro-

vided an opportunity for each staff member to draw on the experience of other lawyers, and it

served as a vehicle for developing a consistent policy on various matters. Also, the discussion

of current negotiations made it more likely that, in case of illness, another lawyer would be pre-

pared to take over the work.

Another control device was the current work assignment report, which each attorney in the

section submitted to Mr. Carlisle. Because corporate loan transactions took varying amounts of

time to complete, ranging from several weeks to many months, it was found that daily and, in

some cases, weekly reports were not feasible. Accordingly, each attorney submitted a report

when his work situation suggested to him that a new one was desirable. Each report covered

all the time elapsed since the preceding report.
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At the top of this report the lawyer briefly indicated his current work status, such as “fully
occupied” or “available.” Although a detailed format was not prescribed, in general the report
described briefly how the lawyer’s present jobs were going, what kinds of problems were in-
volved, and what he had completed since his previous report. These reports, in addition to sup-
plementing Mr. Carlisle’s knowledge of what was being done in this section, helped tell who
was available for more work.

The amount of time a lawyer had to spend on a particular job was not predictable. Major
variables were the number and complexity of restrictive covenants in an unsecured note, for
example, and the terms and provisions of the security instruments in a secured transaction.
The number and complexity of the various covenants in these security instruments did not
necessarily vary with the size of the loan, but depended, rather, on the nature, size, and credit
standing of the corporate borrower. Many times, a relatively small loan was more complicated
than a larger one.

Also, even though the details of a loan had been worked out initially to the satisfaction of the
borrower and NJIC, and even though the loan had been in effect for a considerable time, bor-
rowers frequently came back to NJIC to ask for waivers or modifications—that is, they re-
quested changes in the restrictive covenants, the terms, or other conditions or agreements.
Such events increased the difficulty of planning in advance how a lawyer was to spend his
time.

Unusually heavy work loads in the section were met not only by overtime but also by in-
creasing to the extent feasible the amount of work given to outside counsel. Within limitations,
the lawyer responsible for a particular job generally decided how much work would be as-
signed to outside counsel.

Although the corporate loan section followed the same budget procedure as the individual
loan section, one of the variable factors—that is, the extent to which work was delegated to out-
side counsel—did not affect the budget, since the borrower paid for these services.

Budget Reports

Mr. Montgomery was thoroughly familiar with the background information given above as he
began his review of the law division’s budget performance for the first half of 1987. The report
he had before him consisted of a summary page for the law division (Exhibit 2) and a page for
each of the five sections, two of which are shown in Exhibits 3 and 4. The budget figures on the
report were one-half the budgets for the year.

Questions

1. In what ways does Mr. Somersby control the operation of the sections of his division? In
what ways does top management control the operation of the law division?

2. What possibilities for improving control, if any, do you think should be explored?

3. As Mr. Montgomery, what comments would you make and what questions would you ask Mr.
Somersby about the performance of the two sections of the law division for the first six
months of 1987?
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EXHIBIT 2 Budget Report, Law Division—First Six Months, 1987

Over Under 
Sections Budget Actual Budget Budget

Individual loans $1,330,893 $1,385,154 $54,261
Corporate loans $1,176,302 $1,130,073 $46,229
(Three other sections omitted) — — — —
Total $5,082,448 $5,107,822 $25,374

Number of full-time employees 166 160 6

EXHIBIT 3 Budget Report, Individual Loan Section—First Six Months, 1987

Over Under 
Costs Budget Actual Budget Budget

Employee costs:
Salaries, full time $ 924,092 $ 932,201 $ 8,109
Salaries, part time — — —
Salaries, overtime 4,500 33,610 29,110
Borrowed labor — 5,905 5,905
Employee lunches 17,055 19,180 2,125
Insurance, retirement, SS, etc. 206,024 208,051 2,027

Total 1,151,671 1,198,947 47,276

Direct service costs (Photography, reproduction, etc.): 10,219 12,459 2,240

Other costs:
Rent 100,230 100,230
Office supplies 2,267 3,067 800
Equipment depreciation and maintenance 11,940 11,940
Printed forms 3,842 5,367 1,525
Travel 2,835 3,155 320
Telephone 7,577 8,690 1,113
Postage 3,057 3,227 170
Prorated company services 36,810 37,405 595
Professional dues 50 100 50
Miscellaneous 395 567 172

Total 169,003 173,748 4,745

Grand total $1,330,893 $1,385,154 $54,261

Number of full-time employees 46 46
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EXHIBIT 4 Budget Report, Corporate Loan Section—First Six Months, 1987

Over Under 
Costs Budget Actual Budget Budget

Employee costs:
Salaries, full time $ 838,720 $ 807,488 $31,232
Salaries, part time 3,000 — 3,000
Salaries, overtime 3,000 — 3,000
Employee lunches 10,325 9,355 970
Insurance, retirement, SS, etc. 219,681 211,872 7,809

Total 1,074,726 1,028,715 46,011

Direct service costs (Photography, reproduction, etc.): 4,367 3,720 647

Other costs:
Rent 61,953 61,953
Office supplies 1,850 2,955 1,105
Equipment depreciation and maintenance 7,740 7,740
Printed forms 445 915 470
Travel 1,930 1,880 50
Telephone 2,275 2,835 560
Postage 420 390 30
Prorated company services 20,213 18,357 1,856
Professional dues 200 200
Miscellaneous 183 413 230

Total $ 97,209 $ 97,638 $ 429

Grand total $1,176,302 $1,130,073 $46,229

Number of full-time employees 26 24 2
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Case 4-3

NYPRO, Inc.
NYPRO’s corporate controller, Ted Lapres, was having serious concerns about his company’s
internal reporting system. While there was certainly a wealth of reported information avail-
able, Ted was worried that the rapid growth in information technology was making NYPRO’s
internal reporting system obsolete. He suspected they might even measure the wrong things.
The heart of NYPRO’s performance reporting system was the daily P&L (profit and loss) re-
port. Gordon Lankton, the President, had introduced the daily P&L over 30 years before. He
still personally reviewed the numbers with each of the 23 plant general managers every day.
Ted, however, never had great enthusiasm for the daily P&L. “This is Gordon’s report, and all
the general managers know it. I occasionally review these numbers but realize that analysis
and written feedback is part of Gordon’s daily ritual. I use a variety of other means to stay in
contact with the widely dispersed operating companies.”

NYPRO was a large custom injection molding company with sales of over $200 million in
1995. During the past 20 years it had grown from a single plant in central Massachusetts to
18 production facilities located throughout the world. In the last 5 years it had doubled sales.
The company was privately held with over 2,000 employees. Currently, it was pursuing the
Baldrige Quality Award and had an excellent reputation as a sensitive and caring employer.

The published NYPRO mission was quite clear. “To be the best in the world in precision plas-
tics injection molding . . . creating value for our customers, employees and communities.” Its
strategy was to partner with major precision plastic users in the medical and computer/com-
munication industries. It offered modern, clean-room, high-quality, globally available plastic
parts. NYPRO customers included Johnson & Johnson, Verbatim, 3M, H-P, Abbott Labs, and
Gillette.

History and Strategy

In the early 1970s NYPRO was one of over 2,000 injection molders; it had sales around $4 mil-
lion per year. Competition, based mainly on price, was fierce. Gordon, driven by an entrepre-
neurial spirit and a global vision, purchased the company. He quickly changed many of the op-
erating procedures and led the effort to develop a new strategy. He was convinced NYPRO
could break out of the pack. Key elements of the strategy included the following:

• Develop the capability to make unique plastic pieces of high quality.

• Develop the molding process for large-scale operations.

• Build a worldwide network of custom injection molding operations.

• Partner and joint venture with employees and other companies.

• Develop clean-room manufacturing capability.

This case was prepared by Professor Lawrence P. Carr, Babson College. Copyright © by Lawrence P. Carr.
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The company concentrated on selling to Fortune 100 companies with unique plastic molding
requirements. This focus differentiated them from the competition comprised mainly of local
small molding shops who considered the plastic molding process an art form. NYPRO main-
tained consistently high quality standards and production flexibility to meet specific customer
requirements. An old-timer liked to recount how Gordon walked away from a large-volume
order for a commodity product because it was not unique. Sales grew to $10 million in 1975,
$45 million in 1980, $50 million in 1985, and $200 million in 1994. Sales were doubling in size
every five years.

The NYPRO headquarters and several production facilities were housed in a large sprawl-
ing former carpet mill in Clinton, Massachusetts. The company renovated the building to pro-
vide for manufacturing, engineering, and administrative support facilities. The new main plas-
tic injection molding operation consisted of approximately 20 machines in a two-level
clean-room environment. This part of the Clinton operation had been replicated in 18 locations
throughout the US and the world as the company expanded. New stand-alone facilities were
located near major customers in order to be a better supply partner. The Clinton molding op-
eration served as the model and benchmark for these remote stand-alone injection molding fa-
cilities.

Organization

The company had a flat decentralized organization with a lean headquarters staff. Each
molding facility was a profit center with a responsible general manager and controller. Trea-
sury and accounting were coordinated by headquarters. The corporate sales team sold on a
worldwide basis using, as appropriate, the geographically dispersed sales force. Randy
Barko, the VP of Sales, explained:

We concentrate on the major global companies and this requires a sophisticated and unique set of
selling skills. We can control and coordinate the negotiation and bid process at headquarters. The
local sales force works with us on the local level and also generates business from other compa-
nies in the geographical region. As a matter of fact, when you plot our locations you will see they
are all close to one of our major customers. We can negotiate globally and deliver locally.

NYPRO was divided into 23 profit centers. Each profit center and general manager were
judged based on their stand-alone performance. The various operational controllers reported
directly to the profit center general manager and indirectly for professional and coordination
purposes to the corporate controller, Ted Lapres. The general managers were given the au-
thority to run their businesses and take the necessary actions to meet their goals. NYPRO fos-
tered promotion from within and placed a high premium on proactive entrepreneurial man-
agement. Exhibit 1 outlines the organization. The central sales and marketing group produced
about 80 percent of the sales with the remaining 20 percent generated by local sales efforts.

Another interesting characteristic of the organization was the fact that each profit center
was its own legal entity with an internal Board of Directors. Corporate officers, managers, and
other senior profit center managers served on the profit center boards. Ted served on five
boards, about the average for a senior corporate manager. Some managers, however, served on
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as many as seven boards. Each profit center held on-site quarterly board meetings where the
financial, operational, and other business issues were discussed. Ted said:

This makes for high travel expenses and more time out of the office than I would like. Once I get
to the profit center however, I benefit from the direct talks and the free flow of information. It is
difficult when you are traveling to Asia and Europe on a regular basis, but I really get to know
what is going on by walking around and talking to the people. If we have a profit center with
problems and I am not on the board, I get one of the corporate board members to act as my repre-
sentative as they check into specific problems.

At NYPRO’s current size, the organizational structure appeared to operate well. There were
strains, but incremental additions were smoothly assimilated into the company structure.

The Process

The injection molding process involved feeding raw plastic material into the barrel of a mold-
ing machine. The small beads of plastic material were melted upon entering the machines and
then mixed with various plastic resins and injected into the mold. Once properly cured (hard-
ened and cooled), the new plastic part was ejected from the mold and the process was repeated.
This sequence was called a cycle.

The type of plastic, mold cycle, and the tolerances of the part depended on customer specifi-
cations. Each part required a specific set of tools (molds). The molding machines were set up to
run a specific job or part. NYPRO had automatic plastic material feed systems located on the
floor below the machine level. Normally, 20 molding machines were set in a clean-room envi-
ronment for production. The completed parts were removed from the mold by robot, and placed
on a conveyer system for assembly, packaging, and shipment. The process was designed to run
7 days a week, 24 hours a day. In the ideal world, run time was interrupted only for setup and
scheduled maintenance. The injection molding machinery was key to continuous process and
keeping within customer specifications. NYPRO partnered with its machine supplier and used
state-of-the-art equipment.

The complexity of any manufacturing job at NYPRO depended on the number of cavities
that a specific mold required. A complex mold may have tight dimensional tolerance and a se-
ries of cavities to be filled with each injection. More material was required to fill all the cavities
and the cavities closer to the machine’s injection nozzle might cure and receive more material
before the cavities at the far end of the mold were filled. The number of cavities could vary from
one to 400. NYPRO managers knew a job with a large number of cavities could drive the man-
ufacturing yield numbers way down.

Pricing

The corporate sales and marketing group was responsible for all customer pricing. They used
a cost-based pricing model, adding the material cost, machine rate (including facility over-
head), times the cycle time. They then added a 25 percent margin for sales, general adminis-
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tration, and profit to arrive at a price quote. Machine rates, at budgeted capacity, were set each
year and served as the basis for the price quotes. They then adjusted the formula based on the
volume of the job and the projected available capacity. The local sales force worked with corpo-
rate sales to service the large national accounts and, at the same time, develop local customers.

Corporate “sold” the jobs to the various production facilities (profit centers) using a cost-
based transfer pricing system. The production facility received an agreed-upon profit above the
calculated cost of the job, while any remainder stayed with corporate to help cover corporate
expenses. Facility preference was given to the operation closest to the customer.

The Daily P&L Report

This report served as the primary control data report for NYPRO. By 11:00 AM each day, each fa-
cility reported the key data for the previous three shifts. Exhibit 2 shows the format of this
one-page comprehensive report and Exhibit 3 provides amplifying information. The report had
been computerized in the early 1970s, and it was developed into a daily profit and loss statement
15 years later.This served as the scorecard for corporate management to judge the performance
of each production facility and for the general managers to evaluate their operations. The
NYPRO guide-line stated:

No company can go forward without profits—profits are needed to buy new equipment, to pro-

vide employees with more benefits, and to expand the business. Profits are the scorecard of

most businesses—and they are NYPRO’s scorecard.

At NYPRO, the molding machines are the profit center. In the hotel business, it’s the hotel

room—in the restaurant business, it’s the table—in the retail store, it’s the shelf space—and in

the airline business, it’s the seat. . . . Our machines are our hotel rooms. We need to keep them all

occupied all of the time. We need to get the best price (value added in terms of dollar per hour)

based on providing the best service. We need to improve the standards and improve productivity

(yield).

Exhibit 3 is an explanation of the data in the daily P&L. The bottom of the report sum-
marizes the results of the machines in each of the production facilities. This was the daily re-
port card for each of the facilities. Gordon said:

If you drop in 50 new jobs with new molds you see an operation’s performance deteriorate very

quickly. The daily report will show the job value add well below our target of $1,000 per day and

the job yield data should also correlate. This tells me there is a problem at the facility. Something

I would see if I could walk around the facility every day the way I did when we were only in Clin-

ton. Hopefully, the daily report helps the local managers gauge the profitability of their jobs. Job

complexity and yields are key to making money in this business. We have to bid the job correctly if

we want to be profitable.
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(continued)

EXHIBIT 2 NYPRO Comprehensive Daily P&L Report

GM-PRD05 RUN 9/20/88 PYROTHERM THURSDAY VALUE ADDED REPORT FROM 9/15/88 TO 9/15/88 PAGE 1
AT 11:34:47

VALUE ADDED IS SALES VALUE MINUS MATERIAL COST, DIRECT LABOR COST, INSERT COST, ASSEMBLY COST,
PACKAGING COST.

STANDARD VALUE ADDED IS BASED ON RUNNING 100% YIELD FOR 82% OF AVAILABLE HOURS.
PROFIT EQUALS ACTUAL VALUE ADDED INCOME MINUS STANDARD VALUE ADDED COST.
* ⫽ W. I. P PRODUCTION

1 2 3 4 5 6 7 8

Cust Hours UTIL Standard Actual
MA SM Name Part Description Run % Cycle Pieces

01 CV ABBOTT STRAIGHT RIB DOUBLE 24.0 100 11.5 36,754
02 BC DURACE VENT INSULATOR 23.0 96 10.2 75,972
03 CV BAXTER Y-CONNECTOR 22.0 92 23.0 56,000
04 *RB N.P. I CHECK VALVE CAP CLEA 23.0 96 9.5 132,000
05 LS KOEHLE FILLER WINDOW 20.0 83 30.0 4,500
05 LS KOEHLE CELL COVER 20.0 83 30.0 2,250
05 WP MILLIP LIFEGARD TOP CAP BLU 4.0 100 24.3 864
06 DP HEWLET C-DOME #01295-40030 24.0 100 60.0 6,912
07 *RB N.P. I CHECK VALVE HSG-WHIT 24.0 100 8.5 156,000
08 KS KORES PAWL, PSA MULTISTRIK 20.0 83 14.0 5,134
09 KS MINN DOOR LOCK SLIDER 23.0 96 10.0 59,500
10 LS OSLO C 11-4W9 N.O./N.O HOU 14.0 58 15.0 8,964
11 WP ASTRA NEEDLE SHEATH TOP 17.0 94 16.2 72,000
11 WP ASTRA NEEDLE CAP BTM 5.0 83 24.0 20,000
12 CV BAXTER PLASTIC PIVOT P-173 24.0 100 12.8 28,482
13 BC PILOT PEN TAIL PLUG BLACK 22.0 92 10.9 238,300
14 WP BASSIC BOTTON SEAL-REV B 16.0 94 9.2 28,500
14 WP BASSIC TOP SEAL RW14035-RE 6.0 86 24.5 3,747
19 RB N.P. I NP CHECK VALVE CAP 4 12.0 50 11.5 12,000

TOTAL AVAILABLE HOURS 364.0 VALUE ADDED STD 13,320
HOURS RUN 323.0 VALUE ADDED ACT 14,076 68.4%
UTILIZATION .89 LABOR 1,877 9.1%

AVERAGE YIELD 100% MATERIAL COST 4,399 21.4%
EARNED HOURS 341.7 INSERT COST %
% ATTAINMENT 94% ASSEMBLY COST %

PACKAGING COST 227 1.1%
TOTAL SALES VALUE PYROTHERM 20,580 100%

TOTALS
TOTAL SALES VALUE 20,580
*W.I.P SALES VALUE 2,475

ASSEMBLY COST
AVAILABLE HOURS 364.0 SALES VALUE PRODUCTION 20,500 100.0%

HOURS RUN 323.0 EST. COST OF REJECTS 617 3.0%
UTILIZATION .89 MATERIAL COST 4,399 21.4%

AVERAGE YIELD 100% EST. MATERIAL LOSS (26.0%) 264 1.3%
EARNED HOURS 341.7 INSERT COST %
% ATTAINMENT 94% PACKAGING COST 227 1.1%

DIRECT LABOR 1,877 9.1%
OTHER MANUFACTURING COST 7,600 36.9%

TOTAL MFG COST 14,984 72.8%

GROSS MARGIN 5,596 27.2%
EST. S & A COST 3,500 17.0%

EST. PROFIT FOR TODAY 2,096 10.2%
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EXHIBIT 2 (concluded)

9 10 11 12 13 14 15 16

Value Standard
YLD Opers Material Added Gross Dollars/Hrs
% 7.00/Hr Cost % Act Margin % STD Act

122 .7 3 0 980 41 32 41
117 .7 149 19 534 7 19 23
101 .7 159 14 866 43 39 39
95 .7 233 21 599 22 28 26
94 .7 167 13 975 69 52 49
94 .7 274 27 648 52 35 32
73 1.3 242 50 198 44 72 50

120 1.2 435 20 1,574 40 53 66
96 .7 311 22 949 41 41 40

100 .7 74 12 443 17 22 22
90 .7 283 23 818 35 40 36
67 .7 146 13 865 62 95 62

119 .8 916 43 1,092 50 53 64
83 .7 197 44 226 51 55 45

106 1.2 414 29 814 20 32 34
68 .7 156 16 689 43 48 31

114 .7 149 9 1,513 65 82 95
106 .7 69 18 279 41 44 47
80 .7 23 23 15 115- 3 1

AVERAGE $ PER HR
STD ACTUAL

44.62 40.85

TOTAL OPERATORS REQUIRED (THEORETICAL) 33.5

⫹ ⫺ AVERAGE $ PER HOUR ⫺ ⫹
STD ACTUAL BE A 89%

44.62 40.85 34.29

TOTAL OPERATORS REQUIRED (THEORETICAL) 33.5
TOTAL OPERATORS (ACTUAL) 15
DIRECT LABOR UTILIZATION 223%
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Other Reports

While the daily P&L served as the cornerstone report for the profit centers, there were other key
weekly and monthly reports. The weekly report, Exhibit 4, focused on the key operational data
(safety, quality, employees, productivity, and on-time shipments) and the summary financial in-
formation (sales and profits). The monthly reports were primarily financial and contained an
analysis of the profit and loss statement, including a detailed assessment of cost and a compar-
ison to budget and forecast. Ted liked to use a comparison of plant contribution as a compara-
tive measure of performance (Exhibit 5).

This puts each plant on equal footing and I can see how the manager controls the manufacturing
and administrative expenses given the level of sales. The system allows me to look at plants as
well as job contribution margins. The percentage contribution is a good common yardstick.

The primary operational measure was the monthly Benchmarking Report. This was a newly
developed report done in chart form comparing all of the facilities. Exhibit 6 shows the Ma-
chine Utilization benchmark. Other benchmarks included: Accident Incidence Rate, Yield, Raw
Material On Hand, On Time Shipments, Gross Reject Percent, Headcount Per Machine Uti-
lized, Customer Return Incidents, Value Added/Employee/Week, Material Percent of Sales,
Pretax Return on Assets, and Total Payroll Percent of Sales. Each plant general manager strove
to be “Best in NYPRO Class.”The reports in Exhibits 4, 5, and 6 were circulated monthly for each
profit center and served as the basis of the monthly performance review.

EXHIBIT 3
Detail on

NYPRO Daily

P&L Report

Column Description

1 The molding machine number in the production facility
2 The sales account manager
3 The name of the customer
4 The specific part run
5 Hours the machine is running producing acceptable parts
6 Machine utilization: hours run producing parts, available 24 hours
7 Is the best cycle time in seconds ever achieved?
8 The number of actual acceptable parts produced
9 Actual pieces (col. 8), standard pieces [machine hours (col. 5) * 

standard cycle time (col. 7)]
10 Number of operators assigned to each machine
11 New material cost at standard based on produced part weight
12 The material cost as a percentage of the total selling price of the part
13 Sales values—material cost, direct labor cost, interest cost, assembly 

cost, packaging cost
14 The gross product (Sales 2 Cost of goods sold) for each job
15 The standard dollars per hour 5 value added per machine hour that 

could be achieved if the job ran at 100% yield based on 82% of 
available hours

16 Actual dollars per hour: The machine hour rate that was actually
achieved; or the actual number of dollars per hour to cover overhead
based on actual pieces produced.
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Incentives

NYPRO had a quarterly profit-sharing plan for all employees: It was based on the gross mar-
gin percent compared to the standard cost. The incentive funds were pooled for each facility
and distributed based on salary level. Normally, the quarterly bonus was 50 hours of salary
(approximately 7 percent). Corporate employee bonuses were based on a weighted average of
all the production facilities. Sales personnel received an incentive based on the level of sales.
Corporate management bonuses were based on the profit percent and the profit improve-

EXHIBIT 4 Weekly Report

NYPRO CLINTON WEEK # 39/95

1. SAFETY
Accidents This Week 0
Description, Date, Cause
Accidents Year To Date 2

2. QUALITY THIS WEEK LAST WEEK YEAR TO DATE

Customer Returns % SVP 0.00% 0.37% 0.27%
Final Rejects % SVP 0.57% 0.19% 0.39%
In-Process Rejects % SVP 2.01% 2.21% 1.23%

TOTAL (GROSS) REJECTS 2.58% 2.77% 1.89%

Customer Return Details
Description, Value, Cause

3. PRETAX PROFITS THIS WEEK MO. TO DATE YEAR TO DATE

Estimated 189 1,258 6,979
Budget 225 1,126 6,720
Variance (36) 131 259

4. SALES
Actual 1,290 7,548 55,340
Budget 1,477 7,387 53,824
Variance (187) 161 1,517

5. EMPLOYEES
Headcount (Equivalent) 589 583 567
Sales Per Person/Week 2.190 2.590 2.504
Turnover (Persons) 2 10 63

6. PRODUCTIVITY
Utilization (# Machines: 91) 78% 79% 71%
Yield 84% 84% 87%
Effectiveness 65% 67% 62%

7. ON-TIME SHIPMENTS 94% 90% 83%

SIGNIFICANT
EVENTS/COMMENTS:

Controller: Date
President: Date



168 Part One The Management Control Environment

EXHIBIT 6
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EXHIBIT 5 Comparison of Plant Contribution FY 1995 (11 Months)

Plant 1 Plant 2 Plant 3 Plant 4 Plant 5 Plant 6 Plant 7 Plant 8

Sales (SVP) 54,892 28,140 13,584 11,447 7,618 7,268 9,177 5,568
Material 11,932 11,245 6,529 4,815 3,755 2,500 3,494 586
Direct labor 7,265 1,229 1,182 1,100 800 802 854 500
Indirect labor 7,014 3,415 1,498 1,379 710 915 1,118 242
Payroll benefits 7,211 2,208 1,010 836 491 417 477 255

Total 21,490 6,852 3,690 3,315 2,001 2,134 2,449 997
Supplies and services 5,058 3,132 914 998 625 1,048 1,333 368
Depreciation 2,647 1,787 584 447 563 556 533 215

Cost of goods sold 41,127 23,016 11,717 9,575 6,944 6,238 7,809 2,166
Gross margin 13,765 5,124 1,867 1,872 674 1,030 1,368 3,402
% 25.08% 18.21% 13.74% 16.35% 8.85% 14.17% 14.91% 61.10%
Selling expense 322 336 67
Admin expense 891 1,259 613 722 313 406 569 449
Interest expense 2,445 (115) 277 54 321 306 224 138
Other 2,884 1,141 (64) (17) — (32) 4 481

Pretax 7,223 2,503 974 1,113 40 350 571 2,334
Pretax % 13.16% 8.89% 7.17% 9.72% 0.53% 4.82% 6.22% 41.92%
Add
Margin revenue 1,592 492 1,349 599 1,286
Interest income 2,445 201 18 71 206 144 137
Management fees
Corporate charges 2,992 1,364 672
Other 185

Adjusted contribution 12,660 3,867 2,767 1,623 1,460 1,340 2,001 3,143
% 23.06% 13.74% 20.37% 14.18% 19.17% 18.44% 21.80% 56.45%
Adjusted % 23.06% 13.74% 18.23% 13.59% 16.28% 17.03% 19.13% 56.46%
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ment. Senior managers and various other employees also shared in a stock bonus program
based on the value of the company as compared to book value.

The Dilemma

Ted knew that without reasonable coordination and control the success of NYPRO could un-
ravel very quickly. Yet, at the same time, the company culture would not permit a growth in
the bureaucracy. Gordon’s belief in independence, entrepreneurship, quality, and value were
well instilled throughout the decentralized organization. Doubling sales every five years re-
quired significant capital expenditures. The strategy of seeking a few large customers put
pressure on pricing and added the risk of sales dependency on a few. Ted said:

We will soon be a $500 million operation. Can we just keep adding incrementally to our reporting
and control system? I am troubled by the amount of detail in the reports. Perhaps we should focus
on the end results to manage the business. How much detail can one digest? Should we go to a re-
gional organization and add another layer of management? Right now, I am concerned whether
we accurately capture the profitability of our jobs. Do we really know our costs? Are we leaving
money on the table? We use a cost buildup to determine a customer’s price. On some of the com-
plex jobs we underestimated the complexity and the yield. We are targeting the large global corpo-
rations. A pricing mistake can be disastrous.

Was the controllers’ organization doing all the things possible to ensure the stability and
sustained growth of NYPRO?

Questions

1. Do you think the daily P&L should be continued? Was it based on good cost accounting data
and principles?

2. What other measures would you recommend? Should they replace the daily P&L, or should
they be additional?

3. Do you see any opportunity to employ an ABC-type cost system?

4. Given the daily and monthly reports, was this enough control to manage this growth com-
pany? Did they need more balance in their reporting system?
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Case 4-4

Whiz Calculator Company
In August Bernard Riesman was elected president of the Whiz Calculator Company. Riesman
had been with the company for five years, and for the preceding two years had been vice pres-
ident of manufacturing. Shortly after taking over his new position, Riesman held a series of
conferences with the controller to discuss budgetary control. The new president thought that
the existing method of planning and controlling selling costs was unsatisfactory, and he re-
quested the controller to devise a system that would provide better control over these costs.

Whiz Calculator manufactured a complete line of electronic calculators, which it sold
through branch offices to wholesalers and retailers, as well as directly to government and in-
dustrial users. Most of the products carried the Whiz brand name, which was nationally ad-
vertised. The company was one of the largest in the industry.

Under the procedure then being used, selling expenses were budgeted on a “fixed” or “ap-
propriation” basis. Each October, the accounting department sent to branch managers and to
other managers in charge of selling departments a detailed record of the actual expenses of
their departments for the preceding year and for the current year-to-date. Guided by this
record, by estimates of the succeeding year’s sales, and by their own judgment, these depart-
ment heads drew up and submitted estimates of the expenses of their departments for the suc-
ceeding year. The estimates made by the branch managers were then sent to the sales manager,
who was in charge of all branch sales. He determined whether or not they were reasonable and
cleared up any questionable items by correspondence. Upon approval by the sales manager, the
estimates of branch expenses were submitted to the manager of marketing, Paula Melmed, who
was in charge of all selling, promotional, and warehousing activities.

Melmed discussed these figures and the expense estimates furnished by the other depart-
ment heads with the managers concerned, and after differences were reconciled, she combined
the estimates of all the selling departments into a selling expense budget. This budget was
submitted to the budget committee for final approval. For control purposes, the annual budget
was divided into 12 equal amounts, and actual expenses were compared each month with the
budgeted figures. Exhibit 1 shows the form in which these monthly comparisons were made.

Riesman believed that there were two important weaknesses in this method of setting the
selling expense budget. First, it was impossible for anyone to ascertain with any feeling of cer-
tainty the reasonableness of the estimates made by the various department heads. Clearly, the
expenses of the preceding year did not constitute adequate standards against which these ex-
pense estimates could be judged since selling conditions were never the same in two different
years. One obvious cause of variation in selling expenses was the variation in the “job to be
done,” as defined in the sales budget.

This case was prepared by Professor Robert N. Anthony and James Reece. Copyright by the President and Fellows of Har-

vard College. Harvard Business School case 174-051.
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Second, selling conditions often changed substantially after the budget was adopted, but
there was no provision for making the proper corresponding changes in the selling expense
budget. Neither was there a logical basis for relating selling expenses to the actual sales vol-
ume obtained or to any other measure of sales effort. Riesman believed that it was reasonable
to expect that sales expenses would increase, though not proportionately, if actual sales volume
were greater than the forecasted volume; but that, with the existing method of control, it was
impossible to determine how large the increase in expenses should be.

As a means of overcoming these weaknesses, the president suggested the possibility of set-
ting selling cost budget standards on a fixed and variable basis, a method similar to the tech-
niques used in the control of manufacturing expenses. The controller agreed that this approach
seemed to offer the most feasible solution, and he, therefore, undertook a study of selling ex-
penses to devise a method of setting reasonable standards. Over a period of several years, the
accounting department had made many analyses of selling costs, the results of which had been
used for allocating costs to products, customers, and territories and in assisting in the solution
of certain special problems, such as determining how large an individual order had to be in
order to be profitable. Many of the data accumulated for these purposes were helpful in the
controller’s current study.

The controller was convinced that the fixed portion of selling expenses—the portion indepen-
dent of any fluctuation in sales volume—could be established by determining the amount of ex-
penses that had to be incurred at the minimum sales volume at which the company was likely

EXHIBIT 1 Budget Report Currently Used

Branch Sales and Expense Performance 
Month: October Branch A Mgr: N.L. Darden

This Month

Percent of Over*/Under 
Budget† Actual Over*/Under Sales Year-to-Date

Net sales . . . . . . . . . . . . . . . . . 310,000 261,000 49,000 — 70,040*
Manager’s salary . . . . . . . . . . . 2,500 2,500 — 0.96 —
Office salaries . . . . . . . . . . . . . . 1,450 1,432 18 0.55 1,517
Sales force compensation . . . . . 15,500 13,050 2,450 5.00 3,502*
Travel expense . . . . . . . . . . . . . 3,420 3,127 293 1.20 1,012*
Stationery, office supplies . . . . . 1,042 890 152 0.34 360
Postage . . . . . . . . . . . . . . . . . . 230 262 32* 0.10 21
Light and heat . . . . . . . . . . . . . 134 87 47 0.03 128
Subscriptions and dues . . . . . . 150 112 38 0.04 26
Donations . . . . . . . . . . . . . . . . 125 — 125 0.00 130
Advertising expense (local). . . . 2,900 2,700 200 1.03 1,800*
Social security taxes . . . . . . . . . 1,303 1,138 165 0.44 133*
Rental . . . . . . . . . . . . . . . . . . . 975 975 — 0.37 —
Depreciation . . . . . . . . . . . . . . 762 762 — 0.29 —
Other branch expense . . . . . . . 2,551 2,426 125 0.93 247*

Total . . . . . . . . . . . . . . . . . . . 33,042 29,461 3,581 11.29 4,512*

†One-twelfth of annual budget.
*Unfavorable.
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to operate. He, therefore, asked Paula Melmed to suggest a minimum volume figure and the
amount of expenses that would have to be incurred at this volume. A staff assistant studied the
company’s sales records over several business cycles, the long-term outlook for sales, and sales
trends of other companies in the industry. From the report prepared by this assistant, Melmed
concluded that sales volume would not drop below 65 percent of current factory capacity.

Melmed then attempted to determine the selling expenses that would be incurred at the
minimum volume. With the help of her assistant, she worked out a hypothetical selling orga-
nization that, in her opinion, would be required to sell merchandise equivalent to 65 percent of
factory capacity, complete as to the number of persons needed to staff each branch office and
the other selling departments, including the advertising, merchandising, and sales adminis-
tration departments. Using current salary and commission figures, the assistant calculated the
amount required to pay salaries for such an organization. Melmed also estimated the other ex-
penses, such as advertising, branch office upkeep, supplies, and travel, that would be incurred by
each branch and staff department at the minimum sales volume.

The controller decided that the variable portion of the selling expense standard should be
expressed as a certain amount per sales dollar. He realized that the use of the sales dollar as a
measuring stick had certain disadvantages in that it would not reflect such important influ-
ences on costs as order size, selling difficulty of certain territories, changes in buyer psychology,
and so on. The sales dollar, however, was the measuring stick most convenient to use, the only
figure readily available from the records then being kept, and also a figure that everyone con-
cerned thoroughly understood. The controller believed that a budget that varied with sales
would certainly be better than a budget that did not vary at all. He planned to devise a more
accurate measure of causes of variation in selling expenses after he had an opportunity to
study the nature of these factors over a long period of time.

As a basis for setting the variable expense standards, using linear regression, the controller
determined a series of equations that correlated actual annual expenditures for the principal
groups of expense items for several preceding years with sales volume. Using these equations,
which showed to what extent these items had fluctuated with sales volume in the past, and
modifying them in accordance with his own judgment as to future conditions, the controller de-

termined a rate of variation (i.e., slope) for the variable portion of each item of selling expense.
The controller thought that after the new system had been tested in practice, it would be possi-

ble to refine these rates, perhaps by the use of a technique analogous to the time-study tech-
nique that was employed to determine certain expense standards in the factory.

At this point the controller had both a rate of variation and one point (i.e., at 65 percent ca-
pacity) on a selling expense graph for each expense item. He, therefore, was able to determine
a final equation for each item. Graphically, this was equivalent to drawing a line through the
known point with the slope represented by the rate of variation. The height of this line at zero
volume represented the fixed portion of the selling expense formula. Exhibit 2 illustrates the
procedure, although the actual computations were mathematical rather than graphic.

The selling expense budget for the coming year was determined by adding the new stan-
dards for the various fixed components and the indicated flexible allowances for the year’s es-
timated sales volume. This budget was submitted to the budget committee, which studied the
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fixed amounts and the variable rates underlying the final figures, making only minor changes
before passing final approval.

The controller planned to issue reports each month showing actual expense for each de-
partment compared with budgeted expenses. The variable portion of the budget allowances
would be adjusted to correspond to the actual volume of sales obtained during the month. Ex-
hibit 3 shows the budget report that he planned to send to branch managers.

EXHIBIT 2
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EXHIBIT 3 Budget Report Proposed by Controller

Branch: A
Manager: N.L. Darden

Expense Budget Report Month: October

Budget Factors This Month Year-to-Date

Flexible Over*/ Over*/
Fixed Variable Budget Actual Under Under

Net Sales 261,000 261,000
Manager’s salary 2,500 — 2,500 2,500 — †

Office salaries 139 0.0041 1,209 1,432 223*
Sales force compensation — 0.0500 13,050 13,050 —
Travel expense 568 0.0087 2,839 3,127 288*
Stationery, office supplies 282 0.0026 961 890 71
Postage 47 0.0006 204 262 58*
Light and heat 134 — 134 87 47
Subscriptions and dues 10 0.0005 141 112 29
Donations 20 0.0003 98 — 98
Advertising expense (local) 35 0.0100 2,645 2,700 55*
Social Security taxes 177 0.0036 1,117 1,138 21*
Rental 975 — 975 975 —
Depreciation 762 — 762 762 —
Other branch expense 318 0.0076 2,302 2,426 124*

Total 5,967 0.0880 28,937 29,461 524*

†The controller had not recalculated budgets for previous months, and figures were therefore not available for this column.
*Unfavorable.



174 Part One The Management Control Environment

One sales executive privately belittled the controller’s proposal. “Anyone in the selling game
knows that sometimes customers fall all over each other in their hurry to buy, and other times,
no matter what we do, they won’t even nibble. It’s a waste of time to make fancy formulas for
selling cost budgets under conditions like that.”

Questions

1. From the information given in Exhibits 1 and 3, determine insofar as you can whether each
item of expense is (a) variable with sales volume, (b) partly variable with sales volume, (c)
variable with some other factors, or (d) not related to output volume at all.

2. What bearing do your conclusions in question 1 have on the type of budgeting system that is
most appropriate?

3. Should the proposed sales expense budgeting system be adopted? Why or why not?

4. What other suggestions do you have regarding the sales expense reporting system for Whiz
Calculator?
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Case 4-5

Westport Electric Corporation
On a day in the late autumn of 1987, Peter Ensign, the controller of Westport Electric, Michael
Kelly, the manager of the budgeting department (reporting to Ensign), and James King, the su-
pervisor of the administrative staff budget section (reporting to Kelly) were discussing a prob-
lem raised by King. In reviewing the proposed 1988 budgets of the various administrative staff
offices, King was disturbed by the increases in expenditures that were being proposed. He be-
lieved that, in particular, the proposed increases in two offices were not justified. King’s main
concern, however, was with the entire process of reviewing and approving the administrative
staff budgets. The purpose of the meeting was to discuss what should be done about the two
budgets in question and to consider what revisions should be made in the approval procedure
of administrative staff budgets.

Organization of Westport

Westport Electric is one of the giant US corporations that manufactures and sells electric and
electronic products. Sales in 1983 were in excess of $9 billion, and profits after taxes were over
$750 million. The operating activities of the corporation are divided into four groups, each
headed by a group vice president. These groups are: the Electrical Generating and Transmis-
sion Group, the Home Appliance Group, the Military and Space Group, and the Electronics
Group. Each of these groups is comprised of a number of relatively independent divisions, each
headed by a divisional manager. The division is the basic operating unit of the corporation, and
each is a profit center. The divisional manager is responsible for earning an adequate profit on
his investment. There are 25 divisions in the corporation.

At the corporate level there is a research and development staff and six administrative staff
offices, each headed by a vice president, as follows: finance, industrial relations, legal, market-
ing, manufacturing, and public relations. The responsibilities of the administrative staff offices,
although they vary depending upon their nature, can be divided into the following categories.

1. Top management advice. Each of the staff offices is responsible for providing advice to the top
management of the corporation in the area of its specialty. Also, all of the staff vice presidents
are members of the Policy Committee, the top decision-making body of the corporation.

2. Advice to operating divisions and other staff offices. Each staff office gives advice to operat-
ing divisions and, in some instances, to other staff offices. (An example of the latter is the ad-
vice the legal staff might give to the finance staff with respect to a contract.) In theory, at
least, the operating divisions can accept or reject the advice, as they see fit. In most cases,
there is no formal requirement that the operating divisions even seek advice from the cen-
tral staff. In fact, however, the advice of the staff office usually carries considerable weight
and divisional managers rarely ignore it.

This case was prepared and copyrighted by John Dearden.
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3. Coordination among the divisions. The staff offices have the responsibility for coordinating
their areas of activities among the divisions. The extent of this coordination varies consid-
erably, depending upon the nature of the activity. For example the finance staff has the
greatest amount of this coordination to do, because it is necessary to establish and maintain
a consistent accounting and budgetary control system. On the other hand, the legal and pub-
lic relations staffs have no direct representation in the activities of the division.

Exhibit 1 is an organizational chart of the Westport Electric Corporation.

The Budgeting Organization

Exhibit 2 provides a partial organization chart of the finance staff. As you can see from the chart,
Ensign, the controller, reports to the finance vice president. Reporting to him is Kelly, who is in
charge of the budgeting department. Reporting to Kelly is King, who is in charge of the adminis-
trative staff budget section.

Approval Procedure

Information Submitted

In the early autumn of each year, the budgeting department issues instructions and timetables
for the preparation, submission, and approval of the budgets for the coming year. Since we are
concerned in this case with the administrative staff budgets, we will limit our description to
the nature of the information submitted by each administrative staff office.
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Each staff office completes the following schedule.

Budget by Expense Classification

This schedule shows the proposed budget, last year’s budget, and the current year’s expected
actual costs, by expense classification (professional salaries, clerical salaries, supplies, consult-
ing services, utilities, and so forth). The purpose of this schedule is to compare the new budget
with the current year’s budget and the current year’s expected actual costs by expense cate-
gories.

Budget by Activity

This schedule shows the same information as the previous schedule except that the informa-
tion is classified by organizational component. The purpose of this schedule is to show which
activities are being increased, which decreased, and which new activities are being proposed.

Explanation of Changes

This schedule is really a letter that accompanies the budget proposal and explains the reasons
for the proposed budget. Explanations are divided into the following categories: economic
changes (i.e., changes in the general level of wages and materials); increases or decreases in ex-
isting activities; new activities added and old activities dropped.

These reports are submitted by each administrative staff office to the budgeting department
two weeks before the office is to present its proposed budget.

Presentation of Budget Proposal

Each administrative staff office budget was approved by the president and the executive vice
president in a budget review meeting. The finance vice president sat in on all the budget pre-
sentations, but had no official power to approve or disapprove.

On the day scheduled for presentation, the vice president of the administrative staff office
whose budget was to be approved would make a presentation to the president and executive
vice president. The presentation would be based on the budget schedules previously submitted,
but the explanations justifying the proposals might go into much greater detail. For example,
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last year the marketing vice president used three-dimensional color slides to describe a new
activity that he was proposing to organize.

Attending these meetings were the president, the executive vice president, the administra-
tive staff office vice president and his principal executives, the financial vice president, the con-
troller, the budgeting manager, and the particular budget supervisor involved.

Typically, a budget meeting would proceed as follows: The presentation would be made by
the administrative staff vice president. During the presentation, questions would be raised by
the president and the executive vice president. These would be answered by the administrative
staff vice president or one of his executives. At the end of the presentation, the president and
executive vice president would decide whether to approve the budget or whether to curtail
some of the proposed activities. Before the final decision, the finance vice president would be
asked to comment. In almost every case, he would agree with the decision of the president and
executive vice president.

Once approved, the budget became authorization to undertake the budgeted activity for the
coming year.

Function of the Budgeting Department

The functions of the budgeting department with respect to administrative staff budgets has been
to prescribe the schedules to be submitted and timetable for their submission and to “keep the
presentations honest.” In fulfilling the last function, the budgeting department analyzed the pro-
posed budgets and made sure that the facts were correctly stated. For instance, they checked to
make sure that the increases due to economic changes were accurate; or if some present activity
were to be dropped, they made sure that the cost of this activity was shown as a reduction so that
the cost savings could not be used to hide an increase in another activity. The details of the pre-
sentation were worked out beforehand between James King and the administrative assistant to
the administrative staff vice president involved. When the presentation was made, the budget-
ing department would be asked to concur with the financial information being presented. The
budgeting department, however, took no position on the appropriateness of the proposed budget
or the efficiency of the activity. It was this situation that bothered James King.

Budget Evaluation

This was James King’s second year as supervisor of the administrative staff budget section. Prior
to that, he had been the budget manager in the Electric Stove Division.At the divisional level, the
budget analysts exercised considerable influence over the level of efficiency represented in the
operating budgets. For example, in the Electric Stove Division, the divisional controller attended
every divisional budget meeting and argued long and hard for rejecting any budget that he be-
lieved was not sufficiently “tight.” Because he had had a considerable amount of experience in the
operations of that division, he was usually successful. King found it hard to reconcile the attitude
of the finance vice president (who never seemed to raise any objections to the proposed budgets)
with his former boss, the controller of the Electric Stove Division. Consequently, he asked to meet
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with Ensign and Kelly to see if something could be done to improve the evaluation techniques for
administrative staff budgets. Below is an edited version of the meeting between Ensign, Kelly,
and King on this problem.

King: All we do about these budgets is make sure that the accounting figures are correct. We don’t

do anything about the efficiency represented by the figures, and I know for a fact that it is lousy

in at least two cases, and I have my suspicion about some of the others.

Kelly: Tell Peter about Legal.

King: Earlier this year, you remember, we hired a consultant to work with our Data Processing

Group. We gave the contract to the legal staff to look over, and it took them three months before

they approved it. They had all kinds of nitpicking changes that didn’t amount to a hill of beans,

but which took up everybody’s time.

Shortly after the contract was approved, I had a college friend visiting who’s a lawyer in one

of the biggest New York firms. We discussed the matter, and he looked over the original con-

tract and the revised one and was astounded at the time that it had taken to get it approved.

He said that a simple contract like that would be handled in a day or two by an outside lawyer.

Since then, I find that everyone in the organization seems to feel the same way about Legal.

They take forever to do a five-minute job, and they never stick their necks out in the slightest.

To add insult to injury, this year the legal staff is asking for a 30 percent increase in their bud-

get to take care of the added cost resulting from the expansion of their workload. The trouble is

that, unless we do something, they will get this increase.

Ensign: If everyone feels that the Legal staff is so inefficient, why should Mr. Hoover [the presi-

dent] approve their budget?

King: I think that Mr. Hoover has neither the time nor the knowledge to evaluate the Legal

staff. Any time Mr. Hoover asks for anything from them, he gets superdeluxe treatment. Since

none of us are lawyers we have a hard time proving inefficiency, but we know it is there.

Ensign: What is the other budget that you think is out of line?

King: Industrial Relations—especially management training: We are spending more money on

senseless training than you can shake a stick at. It’s not only costing us money, but it is wasting

management’s time. For instance, last month we all had to take a course in quality control. It was

the most simple-minded course I have ever seen. They gave us a test at the end to see how much

progress we made. I gave a copy of the test to my secretary, and she got a 100 percent, without

taking the course, or really even knowing what quality control is. Out in the division, the training

was even worse. At one time they had a slide film that was supposed to teach us economics in

three lessons! The film consisted of “Doc Dollar” explaining to “Jim Foreman” about money mar-

kets, capitalism, and so forth. We all felt that it was an insult to our intelligence. In their

new budget, Industrial Relations is proposing to increase training by nearly 50 percent, and be-

cause the general profit picture is so good, it will probably be approved.

Ensign: If the training program is so bad, why don’t we hear more 

complaints?

King: I will have to admit that I feel more strongly than most of the other people. A lot of

managers and supervisors just go along with these programs because to be against management

training is like being against motherhood. Also, the personnel evaluation forms that Industrial

Relations prescribes have a section on the performance of the individual in these courses. I guess
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people are afraid to rebel against them because it might hurt their chances of promotion. The

point is, at best, they are not worth the money that they cost. No one seems to get much out of

them as far as I can see, so we certainly don’t want to increase the training budget.

The conversation continued for some time. Although he did not express it in exactly these
terms, King’s other concern was a lack of goal congruence between the activities of the admin-
istrative staff office and the earnings for the corporation. It seemed to him that each adminis-
trative staff officer, at best, wanted to have the “best” operation in the country and, at worst,
was simply interested in building an empire. Even the best operation, however, might
cost much more than it was worth in terms of increasing profits. He was also concerned about
the ability of the president and the executive vice president to evaluate the efficiency and the
effectiveness of the staff offices, or even to decide whether additional activities were really
worthwhile. King, therefore, believed it was necessary for someone to evaluate the budget pro-
posals critically, as they did at the divisional level.

The meeting closed with Ensign asking Kelly and King to prepare a proposal that would
solve the issues raised in the meeting.

Question

What should Westport Electric do about the evaluation problem raised in the case?
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Case 4-6

Grand Jean Company
The Grand Jean Company was founded in the mid-19th century. The firm survived lean years
and the 1929 depression largely as the result of the market durability of its dominant prod-
uct—blue denim jeans. Grand Jean had been a market leader with “wash-and-wear,” bell-bot-
tom and flare jeans, and modern casual pants. By 1989 it was one of the world’s largest cloth-
ing manufacturers. It offered a wide variety of dress and fashion jeans for both men and boys
and a complete line of pants for women. It enjoyed a reputation for reasonably priced, quality
pants. The company sold 40 million pairs of pants last year.

Production

In each of the last 30 years, Grand Jean sold virtually all its production and often had to
begin to ration its pants to buyers as early as four months prior to the close of the produc-
tion year. The company owned 25 manufacturing plants. The plants’ capacity varied, but the
average output was about 20,000 pairs of pants per week. With the exception of two or three
plants that usually produced only blue denim jeans, the plants produced various types of
pants. The firm augmented its own production capacity by contracting with independent
manufacturers. Currently, there were 20 such contractors making all lines of Grand Jean’s
pants (including blue denim jeans). Last year contractors produced one-third of the total
pants sold by Grand Jean.

Tom Wicks, vice president for production operations (see organization chart in Exhibit 1),
commented on the firm’s use of outside contractors: “The majority of these contractors have
been with us for five years or more. Several of them have served Grand Jean efficiently and re-
liably for over 30 years. In our eagerness to get the pants made, we understandably link with
some independents who don’t know what they are doing and are forced to go out of business
after a year or so because their costs are too high. Usually we can tell from an independent’s
experience and per unit contract price whether or not he’s going to survive.

“Contract agreements are made by me and my staff. The ceiling or maximum price we are
willing to pay for each type of pants is very well established by now. If a contractor impresses
us as being both reliable and capable of making quality pants, we will pay him that ceiling. If
we aren’t sure, we might bid a little below that ceiling for the first year or two, until the con-
tractor proves himself.”

Due to intense domestic and foreign competition, the failure rate in the garment industry
was quite high. Hence, new entrepreneurs often stepped in and assumed control of existing fa-
cilities.

Adapted (with permission) by Professor Joseph G. San Miguel from a case prepared by Professor Charles T. Horngren, Cost

Accounting, fifth edition, Prentice-Hall, Inc. Copyright by Charles T. Horngren and Joseph G. San Miguel.
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The Control System

Mr. Wicks continued: “We treat our 25 plants as expense centers. Operations at each plant
have been examined thoroughly by industrial and cost engineers. You know, time-and-motion
studies and all. I’m quite proud of the standard times and costs we have in place. We have even
developed learning curves that tell us how long it will take production of a given type of pants
to reach the standard hours allowed per pair after initial start-up or a product switch-over. We
know the rate at which total production time per pair reaches standard for every basic style of
pants we make. We use this information for budgeting a plant’s cost. The marketing staff esti-
mates the quantity of pants of each type it wants produced each year. That information is used
to divide total production among the plants. If possible, we like to put one plant to work for a
whole year on one type of pants. That saves start-up and changeover costs. Since we can sell
all we make, we try to keep our plants at peak efficiency. Unfortunately, the marketing folks
always manage to complicate production schedules with a lot of midyear changes in pant
needs, so this objective is difficult to meet.

“The plant budgeting begins with me and my staff determining what a plant’s quota (in
pairs of pants) for each month should be for one year ahead of time. We look at the plant’s past
performance and add a little to this because we expect people to improve around here. These
yearly budgets are updated at the end of each month in light of the previous month’s produc-
tion. If a plant manager beats this budget figure, we feel he has done a good job. If he cannot
meet the quota, his people have not been working at what the engineers feel is a very reason-
able level of speed and efficiency. Or possibly absenteeism or worker turnover, big problems in
our plants, have been excessively high. When the quota has not been reached, we want to know
why and want the problem corrected as quickly as we can.

“Given the number of pants that a plant actually produces in a month, we can determine
the number of standard labor hours allowed for that month. We compare this figure against
the actual labor hours to determine how a plant manager performed as an expense center. I

EXHIBIT 1
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phone every plant manager each month to give prompt feedback on either satisfactory or un-
satisfactory performance.

“We also look for other things in evaluating a plant manager. Have his community relations
been good? Are his employees happy? The owners of this company are very concerned about
these factors.”

An annual bonus constituted the core of Grand Jean’s reward system. Mr. Wicks and his two
chief assistants rated each plant manager’s performance on a 1-to-5 scale, where 5 was the high-
est rate. At year-end, Grand Jean’s top management determined a bonus base by evaluating the
firm’s overall performance and profits for the year. The bonus base had been as high as $10,000.
The performance rating for each member of Grand Jean’s management cadre was multiplied by
this bonus base to determine a given manager’s bonus. For example, a manager with a 3-point
rating would receive a $30,000 bonus.

Grand Jean’s management group included many finance and marketing specialists. The
casewriter noted that these personnel, who were located at corporate headquarters, were con-
sistently awarded higher ratings by their supervisors than were plant managers. This differ-
ence consistently approached a full point.

The five marketing departments listed in Exhibit 1 under the vice president of marketing
are treated as revenue centers. Marketing forecasts are used to set sales unit and sales dollar
targets. The performance of marketing department managers is measured on the basis of
meeting these targets. To meet changing consumer demand, frequent changes in product mix
were necessary. The sales force sells all types of jeans within an assigned territory. Their com-
pensation consists of salary plus 8 percent sales commissions. Commissions represent roughly
half the average salesperson’s compensation. The customers are retail stores and clothing dis-
tributors. For marketing department performance assessment, the sales of each line of pants
are assigned to the respective marketing department (i.e., basic jeans, etc.). Marketing depart-
ment managers participated in the company’s bonus system.

Evaluation of the System

Mia Packard, a recent business school graduate, gave the casewriter her opinions regarding
Grand Jean’s production operations and its management control procedures: “Mr. Wicks is one
of the nicest executives I’ve ever met, and a very intelligent businessman. But I really don’t ap-
prove of the system he uses to evaluate his plant managers. On a recent plant visit as part of
my company orientation program, I accidentally discovered that the plant manager was
‘hoarding’ some of the pants produced over quota. He does this in good months to protect him-
self against future production deficiencies. That plant manager was really upset that I stum-
bled onto his pant storehouse. He insisted that other managers did the same thing and begged
me not to tell Mr. Wicks. This is odd behavior for a company that usually has to turn away or-
ders near the end of the year! I suspect that most plant managers aren’t really pushing for
maximum production. If they do increase output, their quotas are going to go up, and yet they
won’t receive any immediate monetary rewards to compensate for the increase in their re-
sponsibilities or requirements. If I were a plant manager, I wouldn’t want my production ex-
ceeding quota until the end of the year.
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“Also, Mr. Wicks worked his way up the ranks of the company. He was a very good plant
manager himself and feels that everyone should run a plant the way he did. For example, in
Mr. Wicks’s plant there were 11 workers for every supervisor or member of the office and ad-
ministrative staff. Since then, Mr. Wicks has elevated this supervision ratio of 11:1 to some
sort of sacred index of leadership efficiency. All plant managers aim for it and, as a result, usu-
ally understaff their offices. Because of this, we can’t get timely and accurate reports from
plants. There simply aren’t enough people in the offices out there to generate the information
we desperately need when we need it!

“Another thing! Some of the plants have been built within the last five years and have much
newer equipment. Yet there is no difference between the standard hours determined in these
plants and the older ones. The older sewing machines break down more often, require more
maintenance, and probably aren’t as easy to work with.”

Questions

1. How would you describe the goal(s) of the company as a whole? Is this, or are these, the same
as the goal(s) of the company’s marketing organization and the company’s 25 managers of
manufacturing plants? Explain.

2. Evaluate the current management planning and control system for the manufacturing
plants and the marketing departments. What are the strengths and weaknesses?

3. One plant manager recommended that plants be operated as profit centers because it would
overcome some of the problems discovered by Mia Packard and the casewriter. This plant
manager commented, “[My] competitor is the nearby independent manufacturer that makes
the same pants for Grand Jean as my plant makes. And this outsider might also make pants
for Grand Jean’s competitors. Because of the competitive market, only the best managed
plants survive in this business. Therefore, like the outside company’s manager I should have
bottom line responsibility and be rewarded accordingly.” Do you agree or disagree with the
profit center concept for Grand Jean’s 25 manufacturing plants? How would this approach
affect the plant managers’ decisions, performance, etc.?

4. If Grand Jean’s manufacturing plants were treated as profit centers, three alternatives were
suggested for recording revenues for each plant:

a. Use the selling price recorded by Grand Jean’s sales personnel for pants sold to retail-
ers and distributors.

b. Use full standard manufacturing cost per unit plus a “fair” fixed percentage markup
for gross profit.

c. Use the average contract price Grand Jean paid outside companies for making similar
pant types.

Evaluate these three alternatives. Which one would you recommend? Why is your selection
the best one?
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Profit Centers

When a responsibility center’s financial performance is measured in terms of profit (i.e., by the
difference between the revenues and expenses), the center is called a profit center. Profit is a
particularly useful performance measure since it allows senior management to use one com-
prehensive indicator rather than several (some of which may be pointing in different direc-
tions). In the first part of this chapter, we discuss the considerations involved in deciding
whether to establish a profit center in the first place. We then focus on organizing business
units as profit centers, with a reminder that the terms business units and profit centers are not

synonymous. Next, we describe how production and marketing functions can be constituted as
profit centers. In the remainder of the chapter, we discuss alternative ways to measure a profit
center’s profitability.

General Considerations

A functional organization is one in which each principal manufacturing or marketing function
is performed by a separate organization unit. When such an organization is converted to one in
which each major unit is responsible for both the manufacture and the marketing, the process is
termed divisionalization. As a rule, companies create business units because they have decided
to delegate more authority to operating managers.Although the degree of delegation may differ
from company to company, complete authority for generating profits is never delegated to a sin-
gle segment of the business.

Conditions for Delegating Profit Responsibility

Many management decisions involve proposals to increase expenses with the expectation of an
even greater increase in sales revenue. Such decisions are said to involve expense/revenue
trade-offs. Additional advertising expense is an example. Before it is safe to delegate such a
trade-off decision to a lower-level manager, two conditions should exist.

1. The manager should have access to the relevant information needed for making such a decision.

2. There should be some way to measure the effectiveness of the trade-offs the manager has made.
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A major step in creating profit centers is to determine the lowest point in an organization
where these two conditions prevail.

All responsibility centers fit into a continuum ranging from those that clearly should be
profit centers to those that clearly should not. Management must decide whether the advan-
tages of giving profit responsibility offset the disadvantages, which are discussed below. As
with all management control system design choices, there is no clear line of demarcation.

Prevalence of Profit Centers

Although E. I. du Pont de Nemours & Company and General Motors Corporation divisional-
ized in the early 1920s, most companies in the United States remained functionally organized
until after the end of World War II. Since that time many major U.S. corporations have divi-
sionalized and have decentralized profit responsibility at the business unit level. Alfred P.
Sloan (General Motors) and Ralph J. Cordiner (General Electric) have documented the philos-
ophy of divisionalization and profit decentralization.1

In a survey of Fortune 1,000 companies in the United States, of the 638 usable responses, 93
percent were from companies that included two or more profit centers (Exhibit 5.1).2 The sur-
vey results from other countries also indicate a heavy reliance on the profit center concept.

Examples. Chemical Bank adopted the profit center concept and instituted profitability measure-
ments for management control, prompting the bank to drop some unprofitable programs, such as
the “Student-Plus” account (an effort to attract student accounts by offering lower rates on the
particular products and services students used; it was a good idea, but the accounts lost money).

The profit center approach also helped Chemical to measure branch profitability more accu-
rately. Historically, if a customer had an account at one branch, that branch got credit for all the
customer’s business even when the customer used ATMs or services at other branches. The new
system allowed the bank to know which customers were using which branches and/or ATMs. And
it helped the individual branches to identify small target markets, prompting Chemical to add an
“ethnic market segment” to its system to better serve New York’s Asian, African-American, and
Hispanic communities.3

Novell’s chairman and president Robert Frankenberg used the profit center approach to iden-
tify and eliminate several unprofitable businesses such as AppWare and Processor Independent
Netware.4

Nokia Corporation, the world’s No. 1 producer of mobile phones, faced considerable slowdown
in sales in 2001. As part of the turnaround strategy, on May 1, 2002, Nokia Corp. split its $21 bil-
lion mobile phone unit into nine profit centers, each with responsibility for a specific market seg-
ment (e.g., the Mobile Entry Products division will focus on budget phones for developing coun-
tries). The new profit centers were set up to allow Nokia to focus effectively on each global niche
market and thereby achieve faster sales growth. Remarked Jorma Ollila, CEO of Nokia: “We fore-
saw that being too big was a real danger. We had to break up the company in a meaningful way to
retain the entrepreneurial thrust we had in the 1990s.”5

1Alfred P. Sloan Jr., My Years with General Motors (Garden City, NY: Doubleday, 1964); Ralph J. Cordiner, New Frontiers for

Professional Managers (New York: McGraw-Hill, 1956).
2Vijay Govindarajan, “Profit Center Measurement: An Empirical Survey,” The Amos Tuck School of Business Administra-

tion, Dartmouth College, 1994.
3Robert A. Bennett, “Taking the Measure of Bank Profits,” US Banker 104, no. 4 (April 1996), pp. 36–42.
4T. C. Doyle, “Novell to Focus on Profit Centers,” Computer Reseller News, September 5, 1994, p. 202.
5Andy Reinhardt, “Nokia’s Next Act,” BusinessWeek, July 1, 2002, p. 24.
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Financial control systems have come under considerable criticism over the past 20 years.
Nevertheless, corporations have not abandoned these systems but continue to use them as
tools to implement strategies. At the same time, they are aware of their shortcomings, and, as
we discuss in Chapters 11 and 12, many of them have begun to employ a scorecard with a mix
of financial and nonfinancial performance measures.

In this and the next two chapters, we examine the considerations involved in appropriately
assigning financial responsibility to organizational subunits.

Advantages of Profit Centers

Establishing organization units as profit centers provides the following advantages:

• The quality of decisions may improve because they are being made by managers closest to
the point of decision.

• The speed of operating decisions may be increased since they do not have to be referred to
corporate headquarters.

• Headquarters management, relieved of day-to-day decision making, can concentrate on
broader issues.

• Managers, subject to fewer corporate restraints, are freer to use their imagination and ini-

tiative.

• Because profit centers are similar to independent companies, they provide an excellent
training ground for general management. Their managers gain experience in managing all
functional areas, and upper management gains the opportunity to evaluate their potential
for higher-level jobs.

• Profit consciousness is enhanced since managers who are responsible for profits will con-
stantly seek ways to increase them. (A manager responsible for marketing activities, for
example, will tend to authorize promotion expenditures that increase sales, whereas a
manager responsible for profits will be motivated to make promotion expenditures that
increase profits.)

• Profit centers provide top management with ready-made information on the profitability of

the company’s individual components.

• Because their output is so readily measured, profit centers are particularly responsive to
pressures to improve their competitive performance.

EXHIBIT 5.1
Use of Profit

Centers

United Statesa Hollandb Indiac

Number of questionnaires sent 1,000 N/A N/A
Number of responses 666 N/A N/A
Response rate 67% N/A N/A
Number of usable responses 638 72 105
Companies with two or more 

profit centers 93% 89% 68%

aVijay Govindarajan, “Profit Center Measurement: An Empirical Survey,” The Amos Tuck School of Business
Administration, Dartmouth College, 1994.
bElbert De With, “Performance Measurement and Evaluation in Dutch Companies,” paper presented at the 19th Annual
Congress of the European Accounting Association, Bergen, 1966.
cV. Govindarajan and B. Ramamurthy, “Transfer Pricing Policies in Indian Companies: A Survey,” The Chartered

Accountant XXXII, no. 5 (November 1983), pp. 296–301.
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Examples. ABB (Asea Brown Boveri), a European multinational in the business of power genera-
tion, transmission, and distribution, was organized into 4,500 small profit centers—each with
profit and loss responsibility and meaningful autonomy. Percy Barnevik, ABB’s CEO, explained
why: “We are fervent believers in decentralization. When we structure local operations, we always
push to create separate legal entities. Separate companies allow you to create real balance sheets
with real responsibility for cash flow and dividends. With real balance sheets, managers inherit
results from year to year through changes in equity. Separate companies also create more effec-
tive tools to recruit and motivate managers. People can aspire to meaningful career ladders in
companies small enough to understand and to be committed to.”6

Many Japanese companies use profit centers. The Kyocera Corporation, a technology company,
divided itself into 800 small companies (nicknamed amoebas), which were expected to trade both
internally and externally. Higashimaru Shoyu, a soy sauce maker, turned each stage in the pro-
duction process into a separate profit center, instructing these separate units to buy and sell to
one another.7 Matsushita, a consumer electronics giant, operated its divisions as profit centers
and focused managers’ attention on two numbers—profit margin and the “bottom line.” The con-
sumer electronics industry was characterized by two factors: product life cycles tended to be short,
and profit margins were higher in the initial stages of the product life cycle than in the later
stages. The focus on “profit margins” motivated managers to introduce new products, and the
focus on the “bottom line” motivated managers to extract the maximum profits from current prod-
ucts.8

Difficulties with Profit Centers

However, the creation of profit centers may cause difficulties:

• Decentralized decision making will force top management to rely more on management con-
trol reports than on personal knowledge of an operation, entailing some loss of control.

• If headquarters management is more capable or better informed than the average profit
center manager, the quality of decisions made at the unit level may be reduced.

• Friction may increase because of arguments over the appropriate transfer price, the assign-
ment of common costs, and the credit for revenues that were formerly generated jointly by
two or more business units working together.

• Organization units that once cooperated as functional units may now be in competition with
one another. An increase in profits for one manager may mean a decrease for another. In
such situations, a manager may fail to refer sales leads to another business unit better qual-
ified to pursue them; may hoard personnel or equipment that, from the overall company
standpoint, would be better off used in another unit; or may make production decisions that
have undesirable cost consequences for other units.

• Divisionalization may impose additional costs because of the additional management, staff
personnel, and record keeping required, and may lead to task redundancies at each profit
center.

6William Taylor, “The Logic of Global Business: An Interview with ABB’s Percy Barnevik,” Harvard Business Review,

March–April 1991, p. 99.
7“In Faint Praise of the Blue Suit,” The Economist, January 13, 1996, pp. 59–60.
8James Brian Quinn, “Matsushita,” Tuck School, Dartmouth College, 1994.
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• Competent general managers may not exist in a functional organization because there may
not have been sufficient opportunities for them to develop general management competence.

• There may be too much emphasis on short-run profitability at the expense of long-run prof-
itability. In the desire to report high current profits, the profit center manager may skimp on
R&D, training programs, or maintenance. This tendency is especially prevalent when the
turnover of profit center managers is relatively high. In these circumstances, managers may
have good reason to believe that their actions may not affect profitability until after they
have moved to other jobs.

• There is no completely satisfactory system for ensuring that optimizing the profits of each
individual profit center will optimize the profits of the company as a whole.

Business Units as Profit Centers

Most business units are created as profit centers since managers in charge of such units typi-
cally control product development, manufacturing, and marketing resources. These managers
are in a position to influence revenues and costs and as such can be held accountable for the
“bottom line.” However, as pointed out in the next section, a business unit manager’s authority
may be constrained in various ways, which ought to be reflected in a profit center’s design and
operation.

Constraints on Business Unit Authority

To realize fully the benefits of the profit center concept, the business unit manager would have to
be as autonomous as the president of an independent company. As a practical matter, however,
such autonomy is not feasible. If a company were divided into completely independent units, the
organization would lose the advantages of size and synergy. Furthermore, in delegating to busi-
ness unit management all the authority that the board of directors has given to the CEO, senior
management would be abdicating its own responsibility. Consequently, business unit structures
represent trade-offs between business unit autonomy and corporate constraints. The effective-
ness of a business unit organization is largely dependent on how well these trade-offs are made.

Constraints from Other Business Units

One of the main problems occurs when business units must deal with one another. It is useful
to think of managing a profit center in terms of control over three types of decisions: (1) the
product decision (what goods or services to make and sell), (2) the marketing decision (how,
where, and for how much are these goods or services to be sold?), and (3) the procurement or
sourcing decision (how to obtain or manufacture the goods or services). If a business unit man-
ager controls all three activities, there is usually no difficulty in assigning profit responsibility
and measuring performance. In general, the greater the degree of integration within a com-
pany, the more difficult it becomes to assign responsibility to a single profit center for all three
activities in a given product line; that is, if the production, procurement, and marketing deci-
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sions for a single product line are split among two or more business units, separating the con-
tribution of each business unit to the overall success of the product line may be difficult.

Constraints from Corporate Management

The constraints imposed by corporate management can be grouped into three types: (1) those
resulting from strategic considerations, (2) those resulting because uniformity is required, and
(3) those resulting from the economies of centralization.

Most companies retain certain decisions, especially financial decisions, at the corporate
level, at least for domestic activities. Consequently, one of the major constraints on business
units results from corporate control over new investments. Business units must compete with
one another for a share of the available funds. Thus, a business unit could find its expansion
plans thwarted because another unit has convinced senior management that it has a more
attractive program. Corporate management also imposes other constraints. Each business
unit has a “charter” that specifies the marketing and/or production activities that it is permit-
ted to undertake, and it must refrain from operating beyond its charter, even though it sees
profit opportunities in doing so. Also, the maintenance of the proper corporate image may re-
quire constraints on the quality of products or on public relations activities.

Examples. In the mid-90s, Kinko’s Inc., the largest 24-hour photocopying chain in the United
States, centralized many of its operations. The company originally developed as a partnership, with
each partner owning and operating Kinko’s stores in different territories, and each unit within the
company was responsible for its own purchasing and much of its own financing. When Kinko’s cen-
tralized financing in 1996, it saw interest expenses drop from $50 million to $30 million. It antici-
pated similar savings from implementing a more efficient purchasing system.9

By 1999, Oracle had decided to consolidate its information technology systems in a big way.
The overriding reason was that Oracle was making only 20 percent profit margins instead of the
60 percent that a successful software company  made in those days. One of the prime reasons for
this disparity was the expensive redundancy, maintenance costs, and productivity inefficiencies
from the various systems owned and operated by the company’s 60 profit centers. As a result of
this consolidation effort, Oracle was able to reduce its global IT budget from $600 million to about
$400 million.10

Companies impose some constraints on business units because of the necessity for uni-
formity. One constraint is that business units must conform to corporate accounting and
management control systems. This constraint is especially troublesome for units that have
been acquired from another company and that have been accustomed to using different sys-
tems.

Example. In 1989 Schering-Plough Corporation finally completed a seven-year effort to install a
companywide accounting and control system. One major reason the process took so long was the
difficulty of persuading the company’s business units to adopt the corporate-specified system. In
contrast, General Electric Corporation required that only a small amount of numerical informa-

9 Nanette Byrnes, “Kinko’s Goes Corporate,” BusinessWeek, August 19, 1996, pp. 58–59.
10 h71028.www7.hp.com/enterprise/downloads/Oracle
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tion be submitted to headquarters according to a specified format, and Nestlé Company allowed
business units to report to headquarters in English, French, German, or Spanish, since most se-
nior managers were multilingual.

Corporate headquarters may also impose uniform pay and other personnel policies, as
well as uniform policies on ethics, vendor selection, computers and communication equip-
ment, and even the design of the business unit’s letterhead.

In general, corporate constraints do not cause severe problems in a decentralized structure
as long as they are dealt with explicitly; business unit management should understand the ne-
cessity for most constraints and should accept them with good grace. The major problems seem
to revolve around corporate service activities. Often business units believe (sometimes rightly)
that they can obtain such services at less expense from an outside source.

Other Profit Centers

Examples of profit centers, other than business units, are described here.

Functional Units

Multibusiness companies are typically divided into business units, each of which is treated as
an independent profit-generating unit. The subunits within these business units, however, may
be functionally organized. It is sometimes desirable to constitute one or more of the functional
units—e.g., marketing, manufacturing, and service operations—as profit centers. There is no
guiding principle declaring that certain types of units are inherently profit centers and others
are not. Management’s decision as to whether a given unit should be a profit center is based on
the amount of influence (even if not total control) the unit’s manager exercises over the activi-
ties that affect the bottom line.

Marketing

A marketing activity can be turned into a profit center by charging it with the cost of the prod-
ucts sold. This transfer price provides the marketing manager with the relevant information to
make the optimum revenue/cost trade-offs, and the standard practice of measuring a profit
center’s manager by the center’s profitability provides a check on how well these trade-offs
have been made. The transfer price charged to the profit center should be based on the stan-
dard cost, rather than the actual cost, of the products being sold. Using a standard cost base
separates the marketing cost performance from that of the manufacturing cost performance,
which is affected by changes in the levels of efficiency that are beyond the control of the mar-
keting manager.

When should a marketing activity be given profit responsibility? When the marketing man-
ager is in the best position to make the principal cost/revenue trade-offs. This often occurs
where different conditions exist in different geographical areas—for example, a foreign mar-

keting activity. In such an activity, it may be difficult to control centrally such decisions as how
to market a product; how to set the price; how much to spend on sales promotion, when to
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spend it, and on which media; how to train salespeople or dealers; where and when to establish
new dealers.11

Manufacturing

The manufacturing activity is usually an expense center, with the management being judged on
performance versus standard costs and overhead budgets. This measure can cause problems,
however, since it does not necessarily indicate how well the manager is performing all aspects
of his job. For example,

• A manager may skimp on quality control, shipping products of inferior quality in order to
obtain standard cost credit.

• A manager may be reluctant to interrupt production schedules in order to produce a rush
order to accommodate a customer.

• A manager who is measured against standards may lack the incentive to manufacture prod-
ucts that are difficult to produce—or to improve the standards themselves.

Therefore, where performance of the manufacturing process is measured against standard costs,
it is advisable to make a separate evaluation of such activities as quality control, production
scheduling, and make-or-buy decisions.

One way to measure the activity of a manufacturing organization in its entirety is to turn it
into a profit center and give it credit for the selling price of the products minus estimated mar-
keting expenses. Such an arrangement is far from perfect, partly because many of the factors
that influence the volume and mix of sales are beyond the manufacturing manager’s control.
However, it seems to work better in some cases than the alternative of holding the manufac-
turing operation responsible only for costs.

Some authors maintain that manufacturing units should not be made into profit centers un-
less they sell a large portion of their output to outside customers; they regard units that sell
primarily to other business units as pseudo profit centers on the grounds that the revenues as-
signed to them for sales to other units within the company are artificial. Some companies, nev-
ertheless, do create profit centers for such units. They believe that, if properly designed, the
system can create almost the same incentives as those provided by sales to outside customers.

Service and Support Units

Units for maintenance, information technology, transportation, engineering, consulting, cus-
tomer service, and similar support activities can all be made into profit centers. These may op-
erate out of headquarters and service corporate divisions, or they may fulfill similar functions
within business units. They charge customers for services rendered, with the financial objective

of generating enough business so that their revenues equal their expenses. The prevalence of
such practices is shown in Exhibit 5.2. (The firms that charge “based on usage” probably treat
these units as profit centers.) Usually, the units receiving these services have the option of
procuring them from an outside vendor instead, provided the vendor can offer services of equal
quality at a lower price.

11In a 1989 survey of members of the Controllers Council of the Institute of Management Accounts, 70 percent of the 

respondents treated marketing activities as revenue centers, rather than as profit centers (Controllers Update, February

1990, p. 1).
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Examples. To lower costs, Singapore Airlines created profit centers such as Singapore Airlines
Engineering Company and Singapore Airport Terminal Services (which had three profit centers of
its own (airport services, catering, and security). These units were designed so that Singapore Air-
lines could obtain the same services from outside vendors instead if it wished to do so.12

In 2001–2002, when the airlines industry faced significant problems (partly due to repercus-
sions from terrorist attacks on the United States), Singapore Airlines posted a profit much
higher than forecasted. This was primarily due to strong performance of Singapore Airlines En-
gineering Company and Singapore Airport Terminal Services.13 Singapore Airlines Engineering
Company was engaged in providing aviation-engineering services of the highest quality at com-
petitive prices for customers and a profit to the Company. For fiscal year ending March 2005,
they had posted an operating profit of $105.5 million, had a growth of 33.7 percent from the pre-
vious year, and had a customer base of more than 80 international air carriers from the United
States, Europe, Middle East, and Asia Pacific.

Swissair converted its Engineering and Maintenance Division (EMD) from a cost center to
profit center to gain greater control over EMD’s cost structure and also make EMD both more re-
sponsive to the needs of internal customers and more competitive for its external customers. In
short, Swissair wanted EMD to be an independent, entrepreneurial operation making profits for
the company.14

When service units are organized as profit centers, their managers are motivated to control
costs in order to prevent customers from going elsewhere, while managers of the receiving
units are motivated to make decisions about whether using the service is worth the price.

EXHIBIT 5.2 Prevalence of Charging for Administrative Services

Method of Determining Charge (by percent)

Percent of Usage (actual 
Administrative Service Category Firms That Charge* or estimated) Prorated Other

1. Finance and accounting 73% 35% 54% 11%
2. Legal 70 35 55 10
3. Electronic data processing 87 63 29 8
4. General marketing services 73 35 56 9
5. Advertising 72 50 41 9
6. Market research services 70 36 54 10
7. Public relations 63 24 62 14
8. Industrial relations 70 32 56 12
9. Personnel 70 35 53 12

10. Real estate 62 37 53 10
11. Operations research department 60 47 42 11
12. Purchasing department 51 40 51 9
13. Top corporate management overhead 63 13 72 15
14. Corporate planning department 61 20 66 14

*The total for the denominator includes only respondents who answered “yes” or “no” and excludes missing values and respondents who
answered “not applicable.”

Source: Richard F. Vancil, Decentralization: Management Ambiguity by Design (Homewood, IL: Dow Jones-Irwin, 1979), p. 251.

12Joan Feldman, “Divide and Prosper,” Air Transport World, May 1995, pp. 35–45.
13William Dennis, “Profits Plunge But SIA Still Makes Money in 2001,” Aviation Week & Space Technology, May 27, 2002,

p. 46.
14Perry Flint, “Cost Center to Profit Center,” Air Transport World 32, no. 3 (March 1995), p. 20.
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Example. In 2001, both Schlumberger Ltd. and Halliburton Corporation, two of the largest oil
services companies, set up information technology profit centers that will both provide internal
services and offer outsourced services to clients. In the second quarter of 2001, Schlumberger’s IT
divisions had revenues of $560 million, about 15 percent of the company’s quarterly revenue.15

Other Organizations

A company with branch operations that are responsible for marketing the company’s products
in a particular geographical area is often a natural for a profit center. Even though the branch
managers have no manufacturing or procurement responsibilities, profitability is often the
best single measure of their performance. Furthermore, the profit measurement is an excellent
motivating device. Thus, the individual stores of most retail chains, the individual restaurants
in fast-food chains, and the individual hotels in hotel chains are profit centers.

Measuring Profitability

There are two types of profitability measurements used in evaluating a profit center, just as there
are in evaluating an organization as a whole. First, there is the measure of management perfor-

mance, which focuses on how well the manager is doing. This measure is used for planning, coor-
dinating, and controlling the profit center’s day-to-day activities and as a device for providing the
proper motivation for its manager. Second, there is the measure of economic performance, which
focuses on how well the profit center is doing as an economic entity. The messages conveyed by
these two measures may be quite different from each other. For example, the management per-
formance report for a branch store may show that the store’s manager is doing an excellent job
under the circumstances, while the economic performance report may indicate that because of
economic and competitive conditions in its area the store is a losing proposition and should be
closed.

The necessary information for both purposes usually cannot be obtained from a single set of
data. Because the management report is used frequently, while the economic report is pre-
pared only on those occasions when economic decisions must be made, considerations relating
to management performance measurement have first priority in systems design—that is, the
system should be designed to measure management performance routinely, with economic in-
formation being derived from these performance reports as well as from other sources.

Types of Profitability Measures

A profit center’s economic performance is always measured by net income (i.e., the income re-
maining after all costs, including a fair share of the corporate overhead, have been allocated to
the profit center). The performance of the profit center manager, however, may be evaluated by
five different measures of profitability: (1) contribution margin, (2) direct profit, (3) controllable

15David Lewis, “Oil Services Giant Builds IT Arm,” Internetweek, October 29, 2001, p. 10.
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profit, (4) income before income taxes, or (5) net income. The nature of these measures is indi-
cated by the income statement example in Exhibit 5.3. Their relative popularity is summarized
in Exhibit 5.4. Each is discussed next.

(1) Contribution Margin

Contribution margin reflects the spread between revenue and variable expenses. The principal
argument in favor of using it to measure the performance of profit center managers is that since
fixed expenses are beyond their control, managers should focus their attention on maximizing
contribution. The problem with this argument is that its premises are inaccurate; in fact, almost
all fixed expenses are at least partially controllable by the manager, and some are entirely con-
trollable. As discussed in Chapter 4, many expense items are discretionary; that is, they can be
changed at the discretion of the profit center manager. Presumably, senior management wants
the profit center to keep these discretionary expenses in line with amounts agreed on in the bud-
get formulation process. A focus on the contribution margin tends to direct attention away from
this responsibility. Further, even if an expense, such as administrative salaries, cannot be

EXHIBIT 5.4 Percentages of Companies Using Different Methods of Measuring Profit

Types of Expenses Charged to the Profit Center United Statesa Hollandb Indiac

Depreciation charge 98% 96% 98%
Fixed expense incurred in the profit center 99 N/A N/A
Corporate general and administrative expenses allocated to 

the profit center 64 44 N/A
Income tax expense 40 22 10

aPercentage based on the 593 companies (93%) who reported two or more profit centers in the survey. Govindarajan, “Profit Center
Measurement,” p. 1.

bElbert De With, “Performance Measurement and Evaluation in Dutch Companies,” paper presented at the 19th Annual Congress of the
European Accounting Association, Bergen, 1996.

cV. Govindarajan and B. Ramamurthy, “Transfer Pricing Policies in Indian Companies: A Survey,” Chartered Accountant, January 1980,
pp. 296–301.

EXHIBIT 5.3
Example of

a Profit

Center

Income

Statement

Profitability Measure

Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000

Cost of sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600

Variable expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . 180

Contribution margin . . . . . . . . . . . . . . . . . . . 220 (1)

Fixed expenses incurred in the profit center. . . . . . . . 90

Direct profit. . . . . . . . . . . . . . . . . . . . . . . . . . 130 (2)

Controllable corporate charges . . . . . . . . . . . . . . . . . 10

Controllable profit . . . . . . . . . . . . . . . . . . . . 120 (3)

Other corporate allocations . . . . . . . . . . . . . . . . . . . . 20

Income before taxes . . . . . . . . . . . . . . . . . . . 100 (4)

Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 60 (5)
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changed in the short run, the profit center manager is still responsible for controlling employees’
efficiency and productivity.

(2) Direct Profit

This measure reflects a profit center’s contribution to the general overhead and profit of the
corporation. It incorporates all expenses either incurred by or directly traceable to the profit
center, regardless of whether or not these items are within the profit center manager’s control.
Expenses incurred at headquarters, however, are not included in this calculation.

A weakness of the direct profit measure is that it does not recognize the motivational bene-
fit of charging headquarters costs.

Example. Knight-Ridder, the second-largest newspaper publisher in the United States, measured
each of its newspapers based on direct profit. The publisher set specific targets for direct profit at
each of its newspapers. For 1996 the Miami Herald had a target of 18 percent and the Philadel-

phia Inquirer and the Philadelphia Daily (which were operated as one unit) had a target of 12
percent.16

(3) Controllable Profit

Headquarters expenses can be divided into two categories: controllable and noncontrollable.
The former category includes expenses that are controllable, at least to a degree, by the busi-
ness unit manager—information technology services, for example. If these costs are included
in the measurement system, profit will be what remains after the deduction of all expenses
that may be influenced by the profit center manager. A major disadvantage of this measure is
that because it excludes noncontrollable headquarters expenses it cannot be directly compared
with either published data or trade association data reporting the profits of other companies in
the industry.

(4) Income before Taxes

In this measure, all corporate overhead is allocated to profit centers based on the relative
amount of expense each profit center incurs. There are two arguments against such allocations.
First, since the costs incurred by corporate staff departments such as finance, accounting, and
human resource management are not controllable by profit center managers, these managers
should not be held accountable for them. Second, it may be difficult to allocate corporate staff
services in a manner that would properly reflect the amount of costs incurred by each profit
center.

There are, however, three arguments in favor of incorporating a portion of corporate over-
head into the profit centers’ performance reports. First, corporate service units have a tendency
to increase their power base and to enhance their own excellence without regard to their effect
on the company as a whole. Allocating corporate overhead costs to profit centers increases the
likelihood that profit center managers will question these costs, thus serving to keep head office
spending in check. (Some companies have actually been known to sell their corporate jets
because of complaints from profit center managers about the cost of these expensive items.)

16Kambiz Foroohar, “Chip Off the Old Block,” Forbes, June 17, 1996, pp. 48–49.
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Second, the performance of each profit center will become more realistic and more readily com-
parable to the performance of competitors who pay for similar services. Finally, when man-
agers know that their respective centers will not show a profit unless all costs, including the al-
located share of corporate overhead, are recovered, they are motivated to make optimum
long-term marketing decisions as to pricing, product mix, and so forth, that will ultimately ben-
efit (and even ensure the viability of) the company as a whole.

If profit centers are to be charged for a portion of corporate overhead, this item should be cal-
culated on the basis of budgeted, rather than actual, costs, in which case the “budget” and “ac-
tual” columns in the profit center’s performance report will show identical amounts for this par-
ticular item. This ensures that profit center managers will not complain about either the
arbitrariness of the allocation or their lack of control over these costs, since their performance
reports will show no variance in the overhead allocation. Instead, such variances would appear
in the reports of the responsibility center that actually incurred these costs.

(5) Net Income

Here, companies measure the performance of domestic profit centers according to the bottom
line, the amount of net income after income tax. There are two principal arguments against
using this measure: (1) aftertax income is often a constant percentage of the pretax income, in
which case there would be no advantage in incorporating income taxes, and (2) since many of
the decisions that affect income taxes are made at headquarters, it is not appropriate to judge
profit center managers on the consequences of these decisions.

There are situations, however, in which the effective income tax rate does vary among profit
centers. For example, foreign subsidiaries or business units with foreign operations may have
different effective income tax rates. In other cases, profit centers may influence income taxes
through their installment credit policies, their decisions on acquiring or disposing of equip-
ment, and their use of other generally accepted accounting procedures to distinguish gross in-
come from taxable income. In these situations, it may be desirable to allocate income tax ex-

penses to profit centers not only to measure their economic profitability but also to motivate
managers to minimize tax liability.

Revenues

Choosing the appropriate revenue recognition method is important. Should revenues be
recorded when an order is made, when an order is shipped, or when cash is received?

In addition to that decision, there are other issues relating to common revenues that may re-
quire consideration. In some situations two or more profit centers may participate in a suc-
cessful sales effort; ideally, each center should be given appropriate credit for its part in the
transaction. For example, a salesperson from Business Unit A may be the main company con-
tact with a certain customer, but the orders the customer places with that salesperson may be
for products carried by Business Unit B. The Unit A salesperson would not be likely to pursue
such orders if all resulting revenues were credited to Unit B. Similarly, a bank customer with
an account in Branch C may prefer to do some business with Branch D, perhaps because it is
more conveniently located. Branch D may not be eager to service this customer if all the rev-
enue so generated is credited to Branch C.
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Many companies do not devote a great deal of attention to solving these common revenue
problems. They take the position that the identification of precise responsibility for revenue
generation is too complicated to be practical, and that sales personnel must recognize they are
working not only for their own profit center but also for the overall good of the company. Other
companies attempt to untangle the responsibility for common sales by crediting the business
unit that takes an order for a product handled by another unit with the equivalent of a broker-
age commission or a finder’s fee (or, as in the case of a bank, by granting explicit credit to the
branch that performs a service even though the account of the customer being served is main-
tained at another branch).

Management Considerations

Each type of profitability measure described in Exhibit 5.3 is used by some companies. Most com-
panies in the United States include some, if not all, of the costs discussed earlier in evaluating
the business manager, whether or not they are under his or her control. For example, many U.S.
multinational corporations measure the performance of managers of foreign subsidiaries in dol-
lars. Performance, thus, is affected by fluctuations in the value of the dollar relative to the host
currency—a matter wholly beyond the individual manager’s control.

Most of the confusion in measuring the performance of profit center managers results from
failing to separate the measurement of the manager from the economic measurement of the
profit center. If one considers the measurement of the manager alone, the solution often be-
comes evident: Managers should be measured against those items they can influence, even if

they do not have total control over those items. In the typical company, these items probably in-
clude all expenses incurred directly in the profit center. Managers should be measured on an
aftertax basis only if they can influence the amount of tax their unit pays, and items that they
clearly cannot influence, such as currency fluctuation, should be eliminated.

Following these guidelines, however, does not solve all the problems. Degrees of influence vary,
and there are always items over which a manager may exercise some influence but little real con-

trol. Thus, variance analysis is always important in evaluating management performance. But
even the best variance analysis system will still require the exercise of judgment, and one way to
make this judgment more reliable is to eliminate all items over which the manager has no influ-
ence (or report them in such a way that variances do not develop).

Summary

A profit center is an organization unit in which both revenues and expenses are measured in
monetary terms. In setting up a profit center a company devolves decision-making power to
those lower levels that possess relevant information for making expense/revenue trade-offs.
This move can increase the speed of decision making, improve the quality of decisions, focus
greater attention on profitability, and provide a broader measure of management performance,
among other advantages.

Constraints on a profit center’s autonomy may be imposed by other business units and by
corporate management. These constraints need to be recognized explicitly in the operation of
profit centers.
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Under appropriate circumstances, even the production or marketing function can be consti-
tuted as a profit center, although considerable judgment is required to accomplish this suc-
cessfully.

Measuring profit in a profit center involves judgments regarding how revenues and ex-
penses should be measured also. In terms of revenues, choice of a revenue recognition method
is important. In terms of expenses, measurement can range from variable costs incurred in the
profit center to fully allocated corporate overhead, including income taxes. Judgments regard-
ing the measurement of revenues and costs should be guided not just by technical accounting
considerations, but more importantly by behavioral considerations. The key is to include those
expenses and revenues in profit center managers’ reports that the managers can influence,

even if they cannot totally control them.

Suggested Additional Readings
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Case 5-1

Profit Center Problems

1. AMAX Automobiles

AMAX Automobiles was a car company with three product lines. Line A was aimed at the lux-
ury segment, line B at the upscale segment, and line C at the mass market segment. Each of
the three product lines was sold under a different brand name and used different distribution
systems. Lines A, B, and C were currently produced and marketed by Divisions A, B, and C, re-
spectively.

Some components were common to the three divisions. Some of these common components
were sourced externally while others were manufactured inside the company.Also, there existed
considerable scope for technology and know-how transfer across divisions. Specifically, product
innovations seemed to originate in Division A and then migrate to Divisions B and C. However,
process innovations seemed to originate in Division C and then migrate to Divisions A and B.

Question

How should AMAX be organized and controlled?

2. Indus Corporation

Indus was a diversified company operating in a number of niche markets that were largely in-
dependent of each other, that is, customer buying decisions in each of these markets were made
independently. The company’s primary basis for competitive advantage in each of these mar-
kets was to be the first mover (and leader) in product innovation. The company faced the fol-
lowing customer/production situations:

Case A: The customer was mainly performance sensitive rather than price sensitive. Also,
there was little production synergy across the various product lines.
Case B: The customer was mainly performance sensitive rather than price sensitive. How-
ever, there was considerable production synergy across the various product lines.
Case C: The customer was equally sensitive regarding product performance and price.
However, there was little production synergy across the various product lines.
Case D: The customer was equally sensitive regarding product performance and price.
However, there was considerable production synergy across the various product lines.

Question

In each case, how should Indus be organized and controlled?

This case was prepared and copyrighted by Anil K. Gupta, University of Maryland.
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Case 5-2

North Country Auto, Inc.
George G. Liddy, part owner of North Country Auto, Inc., was feeling pretty good about the new
control systems recently put in place for his five department managers (new and used car sales,
service, body, and parts departments). Exhibit 1 describes each department. Mr. Liddy strongly
believed in the concept of evaluating each department individually as a profit center. But he
also recognized the challenge of getting his managers to “buy in” to the system by working to-
gether for the good of the dealership.

Background

North Country Auto, Inc., was a franchised dealer and factory-authorized service center for
Ford, Saab, and Volkswagen. Multiple franchises were becoming more common in the 1980s.
But the value of multiple franchises did not come without costs. Each of the three manufac-
turers used a different computerized system for tracking inventory and placing new orders.
They also required their dealerships to maintain an adequate service facility with a crew of
trained technicians that, in turn, necessitated carrying an inventory of parts to be used in
repairs. Exhibit 2 gives balance sheet data with a breakout of investment for each product
line. North Country also operated a body shop, and in mid-1989 opened a “while-you-wait”
oil change service for any make of vehicle.

The dealership was situated in an upstate New York town with a population of about 20,000.
It served two nearby towns of about 4,000 people as well as rural areas covering a 20-mile radius.
North Country began operations in 1968, and in 1983 moved one mile down the road to its cur-
rent 6-acre lot, 25,000 square-foot facility. It was owned as a corporation by George Liddy and
Andrew Jones, who were both equally active in day-to-day operations. Mr. Liddy purchased an
interest in the dealership from a previous partner in 1988. Mr. Jones had been part owner since
the start of the business. Whereas Mr. Liddy focused his energies on new and used car sales, Mr.
Jones concentrated on managing the parts, service, and body shop departments—commonly re-
ferred to as the “back end” of a dealership.

The owners were determined to maintain a profitable back end as a hedge against depressed
sales and lower margins in vehicles sales. In an industry characterized by aggressive dis-
counting fueled by a combination of high inventories, a more educated consumer, and a prolif-
eration of new entrants, alternative sources of cash flow were crucial. Industry analysts were
estimating that fewer than 50 percent of the dealers in the US would make a profit on new car
sales in 1990. Overall net profit margins were expected to fall below 1 percent of sales (The

Wall Street Journal, December 11, 1989).

This case was written by Mark C. Rooney (T’90), under the supervision of Professor Joseph Fisher. Copyright © by The

Amos Tuck School of Business Administration, Dartmouth College.
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EXHIBIT 1 North Country Auto, Inc.—The Departmental Structure

New Car Sales and Used Car Sales

The new and used car departments each had a sales manager. They shared six salespersons. In addition,
these departments shared an office manager and clerks. The managers were paid a flat salary, plus a fixed
sum per new or used vehicle sold, and a percentage of their department’s gross profit (calculated as sales
minus cost of vehicles sold). When the owners and the managers agreed on annual unit volume and
margin goals, the dollar weights were set to make each portion approximately one-third of the
manager’s expected total compensation. The owners claimed that this type of dual incentive bonus
structure allowed the managers flexibility in targeting margins and volume. George Liddy maintained, “If
the margins are low, the sales manager can try to make it up in volume.” The sales force was paid strictly
a commission on gross profit. Many dealerships in the area were changing sales compensation to a flat
salary plus a partial commission on gross profits generated.

The new car sales manager was responsible for recommending to Liddy new model orders and
inventory mix among the three product lines. He also had the authority to approve selling prices and
trade-in allowances on customer transactions. Typically, the new car manager was allowed to transfer the
trade-in at blue book. However, if the car was obviously of below average quality, the used car
department was asked for their estimate of value. The used car manager was responsible for controlling
the mix of used car inventory through buying and selling used vehicles at wholesale auto auctions.

Service

The service department occupied over half of the building’s usable square footage and was the most
labor intensive operation. Service comprised 11 bays with hydraulic lifts, one of which was used for the
oil change operation. The department employed a manager, 10 technicians, 3 semiskilled mechanics, 2
counter clerks, and 3 office clerks. The manager was paid a flat salary plus a bonus on the department’s
gross profit on labor hours billed (computed as labor dollars billed minus total wages of billable
technicians and mechanics). Service revenue consisted of labor only. No markup for parts was realized by
service department. The bonus portion was planned to be approximately 50 percent of his salary. The
technicians, mechanics, and clerks were all paid a flat salary, regardless of actual hours billed. The
technicians required specialty training to perform factory-authorized work on each of the specific lines.
Sending a technician to school cost about $4,000 over a two-year period. The owners estimated that a
new hire could cost as much as $10,000 in nonbillable overruns on warranty jobs, where reimbursement
was limited to standard allowable labor hours. Of the 10 techs, 4 were certified for Ford, 3 for Saab, and
3 for Volkswagen. George Liddy and Andrew Jones contemplated reducing the cost of idle time by cross-
training, but were averse to risks of turnover among highly skilled labor. Retraining costs could triple
when one person quit.

The primary sources of service department revenue were warranty maintenance and repair work,
nonwarranty maintenance and repair work, used car reconditioning, and the oil change operation.
Warranty work was reimbursed by the factories at their prescribed labor rates, which were typically as
much as 20 percent lower than the rates charged directly for nonwarranty work. Lower margins on
warranty work were a potential problem for the dealership if they dissuaded the service manager from
delivering prompt service to recent buyers. During times of near capacity utilization, the manager
would be motivated to schedule higher margin nonwarranty jobs in the place of warranty work.

Parts

The parts department consisted of a manager, three stock keepers, and two clerks. The parts manager was
paid a flat salary plus a bonus on department gross profits (computed as total parts sold less cost of parts).
The parts manager was responsible for tracking parts inventory for the three lines and minimizing both
carrying costs and “obsolescence.” The owners defined obsolescence as a part in stock that was not sold
in over a year. Mr. Liddy estimated that as many as 25 percent of the parts-on-hand fell into this category.
Days supply of parts (inventory turnover) averaged 100 days for the industry. The manager had to be an

(continued)
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EXHIBIT 1 (concluded)

expert on the return policies, stock requirements, and secondary market of three distinct and unrelated
lines of merchandise. It was the parts manager’s job to use factory return credits most effectively and
identify outside wholesale opportunities so as to minimize large write-downs. Local wholesalers would pay
as much as 80 percent of dealer cost for old parts.

Demand for parts was derived almost completely from other departments. Dollar sales volume in parts
broke down as follows: 50 percent through service, 30 percent through the body shop, 10 percent
wholesale, and 10 percent over-the-counter retail. Similar to service work, parts needed in warranty work
were reimbursed at rates as much as 20 percent less than prices charged for nonwarranty work.

Body Shop

The body shop consisted of a manager, three technicians, and a clerk. The manager, like the others, was paid
a flat salary plus a bonus on departmental profitability. To keep the shop in business in the long run, North
Country Auto needed to invest an additional $50,000 in new spray-painting equipment. As it was, the body
shop was showing a loss after allocation of fixed overhead. Gross margins as high as 60 percent could be
attained, but rework and hidden damage beyond estimates tended to drive them down to closer to
40 percent.

Oil Change Operation

The dealership’s oil change business operated under the nationally franchised “Qwik Change” logo, using
one bay in the service department and one of the semiskilled mechanics. Volume averaged 68 changes per
week. The operation was not evaluated as an independent profit center but as a means of filling unused
capacity in the service department. The oil change franchise paid for all equipment, reducing the
dealership’s out-of-pocket investment to $500. After direct labor, direct parts, and the franchise fee, the
dealership made about $10.00 on each oil change priced at $21.95. The owners were willing to devote an
extra bay to this operation if volume warranted.

EXHIBIT 2 Balance Sheet

NORTH COUNTRY AUTO, INC.
Balance Sheet 

October 31, 1989 
(In thousands)

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 32 Accounts payable. . . . . . . . . . . . . . $ 73
Accounts receivable. . . . . . . . . . . . . . . . . . 228 Notes payable—vehicles . . . . . . . . . 1,294
Saab inventory . . . . . . . . . . . . . . . . . . . . . 253 Long-term debt . . . . . . . . . . . . . . . . . 344
VW inventory . . . . . . . . . . . . . . . . . . . . . . 243
Ford inventory . . . . . . . . . . . . . . . . . . . . . 773 Total liabilities . . . . . . . . . . . . . . . . . 1,711
Used cars . . . . . . . . . . . . . . . . . . . . . . . . . 231
Saab parts . . . . . . . . . . . . . . . . . . . . . . . . . 75
VW parts . . . . . . . . . . . . . . . . . . . . . . . . . . 75
Ford parts . . . . . . . . . . . . . . . . . . . . . . . . . 226
Body shop materials . . . . . . . . . . . . . . . . . 6 Stockholders’ equity
Other current assets . . . . . . . . . . . . . . . . . 89 Common stock . . . . . . . . . . . . . . . $ 400

Retained earnings . . . . . . . . . . . . . . . . 205
Property & equipment—Net* . . . . . . . . . . 85

($377M gross)
Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,316 Total . . . . . . . . . . . . . . . . . . . . . . . $2,316

*North Country leases both the land and the building.
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George Liddy’s Challenge

Before George Liddy bought into the dealership, all the departments operated as part of one busi-
ness. Department managers were paid salaries and a year-end bonus determined at the owners’
discretion based on overall results for the year and a subjective appraisal of each manager.

George Liddy believed this system did not provide proper motivation for the managers. He be-
lieved in decentralized profit centers and performance-based compensation as superior models of
control. He instructed each of his departmental managers (new, used, service, body, and parts) to
run his/her department as if it were an independent business. He knew that the success of the
profit center control system was dependent upon the support of his managers. They must under-
stand the rationale for allocating costs to their departments and believe that they had reasonable
control over profitability. The managers’ bonuses in 1989 were calculated on the basis of depart-
mental gross profits. Expenses below the gross profit line were not considered in the bonus cal-
culation. They were only told, in a statement outlining their responsibilities, to exercise “judi-
cious control over discretionary expenses.” Implementing a more comprehensive control system
tied to actual departmental net profits would require that Liddy break down costs traditionally
regarded as general overhead into separate activities associated with specific departments. His
strategy with the managers involved a gradual phasing in over the next few years of an “almost”
full-cost allocation system, where each department manager would eventually have responsibil-
ity for all controllable costs incurred in the department. Fixed expenses, such as interest expense,
would be allocated by Liddy for his own decisions, but would not be used in the managers’ bonus
calculations.

The gradual changeover would allow Liddy, who was new to the dealership, time to become
more knowledgeable about the intricacies of North Country Auto’s accounting records. He did
not want to lose credibility because of perceived arbitrary cost allocations. Exhibit 3 gives a
breakdown of department profitability on an “almost” full-cost basis.

In addition to finding a way to effectively track departmental performance, George Liddy
had to devise a sensible system for transfer pricing. Though Mr. Liddy believed that each de-
partment at North Country theoretically could operate as an independent business, he ac-
knowledged that a complex interrelationship existed among the profit centers in the course of
normal business transactions. A recent new vehicle purchase illustrates the potential prob-

lems that could arise.
Alex Walker, manager of the new car sales department, sold a new car for $14,150. This pur-

chase was financed by a cash down payment of $2,000, a trade-in allowance of $4,800, and a
bank loan of $7,350. The dealer’s cost was $11,420, which included factory price plus sales com-
mission.

The manager of the used car sales department, Amy Robbins, examined the trade-in vehi-
cle. The trade-in had a wholesale guidebook value of $3,500. The guidebook, published monthly,
was, at best, a near estimate of liquidation value. Actual values varied daily with the sup-
ply–demand balance at auto auctions. These variances could be as much as 25 percent of the
book value.

Ms. Robbins believed that she could sell the trade-in quickly at $5,000 and earn a good mar-
gin, so she chose to carry it in inventory instead of wholesaling it for a value estimated to be
$3,500. Mr. Walker, in turn, used the $3,500 value in calculating his actual profit on the new
car sale.
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(continued)

EXHIBIT 3 Financial Statement

NORTH COUNTRY AUTO, INC.
October 31, 1989 (10 months) 
(Dollar figures in thousands)

New Used Service Body Parts

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,558 $1,557 $   672 $231 $ 1,417
Gross profit. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 502 189 421 145 361
Number of units (vehicles, repairs, or parts) . . . . . . . . . 474 390 9,795 406 40,139
Direct selling (commission & delivery) . . . . . . . . . . . . . $ 96 $ 25 n/a n/a n/a
Indirect labor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 162 74 $   237 $  64 $     156
Department advertising . . . . . . . . . . . . . . . . . . . . . . . . 91 30 19 2 3
Policy work—parts & service (giveaways & rework) . . . . 29 12 14 12 1
Supplies & utilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22 18 19 28 12
Depreciation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 1 15 5 2
Rent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 89 22 67 13 9
Profit before common expenses . . . . . . . . . . . . . . . . . . $ 10 $ 7 $ 50 $  21 $ 178
Other expenses:

Interest (on new inventory) . . . . . . . . . . . . . . . . . . . . $ 110
Other interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21
Owners’ salary. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65
Insurance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35

Net operating profit . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 35

Notes to Financial Statement

1. New car sales and gross margins (000s) break down as:

Sales Gross Profit # Units

Ford $3,114 $193 243
Saab 1,502 90 73
VW 1,794 117 158
Financing fees* 148 102 n/a

$6,558 $502 474

2. Used car sales and margins break down as:
Sales Gross Profit # Units

Retail $1,045 $212 177
Wholesale 423 (59) 213
Financing fees* 89 36 n/a

$1,557 $189 390

3. Notes payable for vehicles is a revolving line of credit secured by new car inventory. Payments to the bank
are due upon sale of each vehicle financed in inventory. This liability has been reduced over the past
10 months by approximately $1.5 million.

4. Indirect labor consists of department managers, clerks, bookkeepers, and work involving tasks directly
related to the activities in a specific department. It does not include sales commissions or billable
employees in the back end.

5. Departmental advertising is assigned to departments based on actual ads placed.
6. Policy work consists of dealer concessions made to customers arising from disputes over dealer-installed

options on new vehicles, warranty coverage, or cost of repairs. These costs are allocated to the 
departments in which they occur.

7. Depreciation is allocated by historical cost of leasehold improvements or equipment in each
department.

(continued)
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In performing the routine maintenance check on the trade-in, the service department re-
ported that the front wheels would need new brake pads and rotors and that the rear door lock
assembly was jammed. The retail estimates for repair would be $300 for the brakes ($125 in
parts, $175 in labor) and $75 to fix the lock assembly ($30 in parts, $45 in labor). Cleaning and
touch-up (performed by service department as a part of the service order for lock and brake)
would cost $75. The service department also recommended that a full tune-up be performed for
a retail price of $255 ($80 in parts, $175 in labor).

The repair and tune-up work was completed and capitalized at retail cost into used car in-
ventory at $705. These mechanical repairs would not necessarily increase wholesale value if
the car subsequently were sold at the auction. The transfer price for internal work recently had
changed from cost to full retail equivalent. The retail markup for labor was 3.5 times the direct
hourly rate and about 1.4 times for parts.

George Liddy was concerned that the retail transfer price of the repairs in conjunction with
his plan to eventually allocate full costs to each department (as illustrated in Exhibit 3) might
encourage the used car sales manager to avoid the possibility of losses in her department by
wholesaling trade-in cars that could be resold at a profit for the dealership. This might also
hurt the dealership by making its deals less attractive for new car customers.

Knowing how important it was to maintain credibility with each of the departments, Liddy
called a meeting with the three department managers. He decided to use the recently com-
pleted new car sale to illustrate the effect that transaction would have on departments’ profits.
In his presentation, Mr. Liddy laid out the transaction and allocation of profits and costs. After
this presentation, Mr. Liddy asked for the reactions of his department managers.

EXHIBIT 3 (concluded)

8. Rent is allocated by square footage used by each department, adjusted for the value of the space.
9. Interest expense is treated as a common expense for the purpose of keeping investing and financing costs

separate.
10. Insurance consists of both umbrella liability and property damage for the dealership as a whole. Because of

the multiple types of coverages included and the bundled pricing, it is not feasible to break out coverage
costs by department.

11. Approximately 75 percent of the fixed costs in the used car department related closely to retail vehicle sales
and approximately 25 percent to wholesale sales.

12. Total number of parts sold during the year ⫽ 40,139 parts; total number of service orders undertaken
during the year ⫽ 9,795 orders.

13. Using Exhibit 3, North Country determined the following allocations for overhead expenses:
New: $835/vehicle ⫽ $396,000/474 vehicles
Used: $665/vehicle ⫽ $157,000 * 0.75/177 vehicles
Parts: $32 ⫽ $183,000/40,139 parts ⫽ 4.55/part * 7 parts 

(2 brake kits, 1 lock assembly, 4 tune-up parts)
Service: $114 ⫽ $371,000/9,795 orders * 3 orders 

(lock, brakes, tune-up)

*Finance fees consist of income that the dealer earns on dealer-sourced auto loans. It also includes the dealer’s commission on service contracts and
extended warranties sold through the dealership.
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Alex Walker was the first to chime in, “I understand that the allowance above book value on
the trade-in cannot be accounted for as profit. However, the real issue is how to set the price be-
tween me and Amy when we transfer the trade-in. I refuse to be responsible for any loss that
might arise if the trade-in vehicle is liquidated at auction for an amount less than the whole-
sale guidebook value. Her department should be accountable for its valuation errors.”

Amy Robbins vehemently disagreed. “My department should not have to subsidize the prof-
its of the new car sales division.”

Liddy quickly jumped into this deteriorating argument, “Obviously, we need to carefully con-
sider how to set the price between the new and used car departments and who should be re-
sponsible for unexpected losses.”

“Another item that concerns me,” Robbins went on, “is using full retail price for parts and
labor used in the repairs of trade-ins. Given underutilized capacity in service, I do not under-
stand why I am charged full price. It doesn’t make sense for the service department to mark up
on projects undertaken for new and used car departments within our own dealership. I can’t
see how we can make profits when one part of our company sells to another.”

Robbins added, “When I am unsure of the actual retail value, I tend to wholesale rather than
take a risk of a negative margin at retail. However, when I do this, we may be losing as an or-
ganization as a whole.”

“I agree with Amy on this,” stated Walker, “and I have the same problem with dealer-in-
stalled options. When I am charged full price for options, I have no incentive to try to sell these
items.”

“Hold on,” said the service department manager. “I make my profit by selling service, and
these are the prices I would charge for outside work. To sell service for a lower price inside de-
feats the purpose of this profit center idea. But I do have a problem with getting full price for
parts. The demand for parts is derived almost completely from service, and we are dependent
on parts for quick delivery for repairs.”

Liddy jumped back in. “Obviously, we are dependent on each other for quality and prompt
service. We need to make sure that, as each of you maximizes profits in your departments, you
do not negatively affect other departments.”

Liddy continued, “I am also concerned about the impact of capitalizing trade-in repairs
rather than expensing immediately. We all know that wholesale values drop with each publi-

cation of the new guidebook. I am afraid that, when a car is slow to sell, we might be reluctant
to sell the car at a loss, even though we should. Car inventory ties up cash, and a key measure
of departmental success is our inventory turnover [average industry inventory turnover was
75 days for new cars and 45 days for used cars]. In conclusion, while I think the profit center
concept makes good sense for this business, I am concerned about the frictions that are taking
place between the departments.”

Questions

1. Using the data in the transaction, compute the profitability of this one transaction to the
new, used, parts, and service departments. Assume a sales commission of $250 for the trade-
in on a selling price of $5,000. (Note: Use the following allocations [new, $835; used, $665;
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parts, $32; service, $114] for overhead expenses while computing the profitability of this one
transaction. These overhead allocations are also shown as Note 13 in Exhibit 3.)

2. How should the transfer-pricing system operate for each department (market price, full re-
tail, full cost, variable cost)?

3. If it were found one week later that the trade-in could be wholesaled for only $3,000, which
manager should take the loss?

4. North Country incurred a year-to-date loss of about $59,000 before allocation of fixed costs
on the wholesaling of used cars (see Note 2 in Exhibit 3). Wholesaling of used cars is theo-
retically supposed to be a break-even operation. Where do you think the problem lies?

5. Should profit centers be evaluated on gross profit or “full cost” profit?

6. What advice do you have for the owners?
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Case 5-3

Analog Devices, Incorporated: MEMS
From a conference room on the top floor of the four-story semiconductor manufacturing facil-
ity, Ray Stata briefly took in the view of the Massachusetts Institute of Technology (MIT) cam-
pus. In particular, he noticed the building under construction that would soon bear his name.
Asked how this particular honor felt, Mr. Stata responded with a humble shrug. However,
when asked about the Microelectromechanical Systems (MEMS) business, Mr. Stata was will-
ing to show considerable pride.

Mr. Stata was Chairman of Analog Devices, Incorporated (ADI), a company which he co-
founded in 1965. MEMS was one division. He had invested a tremendous amount of personal
attention and energy to the success of MEMS— and risked his reputation. In fact, without his
vision and dedicated leadership, this ambitious, entrepreneurial effort would have collapsed
under mounting losses several years earlier. During one three-year stretch, from 1997 to 2000,
Mr. Stata had decided to simultaneously serve as Chairman of ADI and General Manager of
the MEMS division in order to keep the venture alive.

In 2002, Mr. Stata regarded the MEMS business as a jewel. With worldwide technical su-
premacy that had been built over fifteen years, the business was profitable, and the long-term
growthprospectsappearedtremendous.. . . Figure1showssummaryfinancialdatafortheMEMS
division.

This case was written by Professor Chris Trimble of the Tuck School of Business at Dartmouth, with the assistance of Julie

Lang. © Trustees of Dartmouth College.
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The MEMS Division

The heart of industrial Cambridge, Massachusetts was in transition. Around the periphery of
MIT, the growing biotechnology industry increasingly dominated the neighborhood. With mod-
ern, clean, and quiet laboratory and office buildings, biotechnology stood in dramatic contrast
to two long-enduring establishments, the Tootsie Roll and Necco candy factories. Nestled be-
tween old and new, in a building once owned by Polaroid, was the five-year-old semiconductor
production facility operated by the MEMS division of ADI.
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Visitors familiar with semiconductor manufacture immediately recognized their surround-
ings inside of this facility. In an environment controlled carefully to maintain cleanliness,
workers shuttled lunch-pail size boxes full of silicon wafers, about the size of dinner plates,
from one machine to the next, through over four hundred batch production steps. With pro-
grammable computer controls, workers carefully monitored and adjusted the machinery which
etched microscopic circuitry into each wafer. The machinery was similar to that used through-
out the semiconductor industry. Ultimately, each wafer was cut and packaged into thousands
of tiny electronic components.

For visitors unfamiliar with the semiconductor industry, the exotic nature of the work
processes, the environment, and the expertise of the employees left lasting impressions. In ad-
dition, some were overwhelmed by the incredibly high cost of incredibly small objects. Con-
tained within a total production space roughly one-fourth the size of a football field was capi-
tal equipment valued at close to $100M. And each lunch-pail sized box contained tens of
thousands of dollars of work-in-progress inventory.

Whether one was familiar or unfamiliar with the semiconductor industry, however, there
was no visible evidence whatsoever of the most unusual thing about this particular semicon-
ductor facility. The magic of MEMS was that they had microscopic moving parts. This enabled
a wide variety of new applications for semiconductor devices. A workforce of 400 people pro-
duced nearly one million MEMS devices per week. It was the only facility dedicated completely
to MEMS production in the world.

The initial application for MEMS devices was an accelerometer, a device for sensing motion.
ADI’s first MEMS product, the ADXL-50, was able to sense sudden accelerations of at least 50
Gs,1 and was used to initiate airbag deployment in automobiles. Improvements to airbag safety
systems have been largely dependent on continued advancement of MEMS technology. For ex-
ample, newer sensors measured accelerations in multiple dimensions, which enabled side airbag
deployment, and measured angular accelerations, which allowed for deployment of airbag sys-
tems in the event of a rollover.

In 2002, sales to airbag manufacturers still accounted for 85% of the MEMS division’s rev-
enues. ADI produced 35% of all sensors used in airbag systems worldwide. Their primary com-
petitor was Motorola. Their customers were 1st-tier suppliers of airbags and other components
to the automotive industry, such as Delphi in North America (formerly known as Delco), and
Siemens and Autoliv in Europe. Some airbag manufacturers, including Bosch in Europe and
Denso in Japan, also manufactured their own sensors. There were a few other lower-quality
competitors, who competed strictly on price.

The list of non-automotive applications was long and varied, and included video games, ap-
pliances, navigational devices, security devices, and new interface mechanisms with personal
digital assistants and cellular telephones that were based on motion of the entire device. Other
promising markets were just starting to develop. For example, MEMS devices were being de-
signed into the next generation of switches for telecommunications networks. A significant bot-
tleneck in such networks was the process of converting light pulses traveling through optical
fiber to electrical signals, and vice versa. This functionality had to be built into telecommuni-
cations switches, which were controlled electronically. The next generation switch was all opti-

1One “G” is equal to the acceleration due to gravity—about 32 feet per second per second.
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cal. The role of MEMS devices was to control the movement of thousands of tiny mirrors, en-
abling this switching process. There were also MEMS applications in medicine, such as tiny
implantable devices for releasing pharmaceuticals.

ADI and the Analog Segment
of the Semiconductor Industry

Most devices produced by the semiconductor industry were all-digital; that is, they simply ma-
nipulated ones and zeros. The biggest category of semiconductor products was microprocessors
for computers, a category that Intel dominated. ADI’s focus was on applications that involved
analog signals—those that were continuously varying. Such signals were required for most in-
terfaces between electronic devices and the real world. Humans see and hear in analog. Most
measurements, such as temperature and pressure, are also analog. ADI’s core products were
amplifiers of analog signals, and converters that translated analog to digital and vice-versa.

From inception through the 1980s, ADI’s components were used primarily in military and
industrial products. Most ADI components were low-volume or custom designs for specific ap-
plications. Significant design expertise was required for each product, and margins were high.
ADI believed that their solid brand reputation was a reflection of their engineering talent, and
helped them keep prices high. Pricing in the analog semiconductor niche was also attractive
because analog components generally represented a small fraction of the total system cost.

Mr. Fishman, CEO of Analog Devices, believed that from a pricing and profitability perspec-
tive, the analog segment was the best place to be within the semiconductor industry. . . .

At $2.6B in revenues in 2001, ADI was tiny by comparison to industry giants such as Intel,
at $26B. There was no obvious way to get from $2.6B to $26B. An internal analysis had once
shown that even if ADI could find markets that allowed their core business, based on low-vol-
ume, design-engineering-intensive products, to grow to ten times its current size, they would
need to hire literally all of the electrical engineers graduating within the United States to keep
up with demand.

Though these facts certainly created some motivation, Mr. Fishman was cautious about di-
versification efforts. In his experience, getting new ventures to profitability always required
much more time and much more capital than anyone was ever able to anticipate.

Meanwhile, the company’s founder, Mr. Stata, was more worried about the implications of
not trying to diversify. In his view, it was the CEO’s primary job to “manage the S-curve.” The
S-curve described the tendency of new businesses to grow slowly at first, then accelerate, than
taper off to a mature, slow growth rate. The trick in diversification was to move into new mar-
kets early in their S-curves—just as older products reached maturity. Mr. Stata described his
philosophy:

“It is all about detecting and managing the points of inflection. One can always do that with

greater wisdom in hindsight, of course. But nonetheless there needs to be a sensitivity to the fact

that everything has a life, and you always have to be looking beyond that life. ADI has been
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through some very significant transformations. The primary job of the CEO is to sense and re-

spond . . . with the benefit of inputs from the organization . . . and to be at least an encouraging

sponsor for those who see the future.”

In Mr. Stata’s view, it was impossible to invest in several new ventures simultaneously—
doing so would starve existing, profitable product lines of needed capital. He believed that in-
vesting 10–15% of the R&D budget in new opportunities that were at the margin of the core
business (as opposed to opportunities either closely related or completely unrelated to the core
business) was sensible in the long run.

Though their initial expectations for new ventures may have been consistently lofty, ADI had
in fact reinvented its product line several times through its history. From its root as a manufac-
turer of amplifiers, it had moved to circuits with greater functionality such as converters, to dig-
ital signal processors (DSPs), to MEMS. The diversification to MEMS began long before DSPs
matured. In fact, DSPs reached profitability in 1999, only two years before MEMS.

The DSP opportunity arose in part out of an increasing demand for multimedia function-
ality in computers and networks. As computer makers increasingly differentiated their end
products by adding high quality audio and video functionality, their signal processing needs
increased. Their system designers also needed to save space. Typically, a system included
two chips sold by two different manufacturers, one for amplifying and converting analog sig-
nals to digital, and another to process the digital signal. ADI created DSPs that included
amplification, conversion, and digital processing all on one chip.

The DSP created a shift in the semiconductor industry. Markets for digital and analog com-
ponents, once distinct, began to overlap. Formerly all-digital component makers started to sell
products with analog functionality.

ADI’s business experienced spectacular growth in the late 90s, through 2000, driven by
the explosion of investment in the Internet. Their products were at the heart of many Inter-
net devices, such as PC modems and asynchronous digital subscriber line (ADSL) switches.
ADI also manufactured components of mobile phones and wireless infrastructure equipment,
and components for PC accessories such as flat panel displays, CD and DVD players, and dig-
ital cameras. These applications created impressive growth in ADI’s DSP revenues. By 2001,
DSPs were in a similar position to MEMS. They were profitable but still had not recovered
their full investment.

The explosion in Internet investment also accelerated growth of ADI’s analog products. In
fact, in 2001, analog products still constituted 80% of ADI’s revenues (down from 97% in 1990).
It was also in 2001 that much of the Internet-driven growth vanished. This included one of the
most promising MEMS applications, components within optical telecommunications switches.

Three product line general managers reported to ADI’s CEO, Mr. Fishman: analog, DSPs,
and MEMS. Mr. Fishman’s other direct reports included heads of global sales and manufac-
turing organizations, plus a CFO, a Vice President of Human Resources, and head of research.
Heads of marketing, product development, business development, and logistics reported to
each product line general manager.
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Intrapreneurship at ADI

ADI’s business is highly technical. Perhaps its greatest asset is its highly educated work-
force with areas of expertise in electrical engineering, materials science, solid state physics,
and other related disciplines. To ensure that voices of technical staff with entrepreneurial
ideas have an opportunity to be heard, Mr. Stata created the ADI Fellows program.

“I think a lot of companies get in trouble because there is too much power in the management
structure. They don’t make it clear that management has a role, but they are not the end of the
world . . . they are just part of the puzzle. There are others who are just as important or maybe
even more important.”

Less than one percent of ADI’s technical staff were Fellows. It was a coveted honor that re-
flected top-notch technical prowess, years of expertise at ADI, and leadership ability. Fellows
made their own nominations, which were subject to approval by senior management.

Fellows knew that they had a real opportunity to change the direction of the company. They
had a direct channel of communication to the CEO and the Board. In Mr. Stata’s view, it was
impossible for the CEO to understand all of the possibilities in the market without the direct
input of the Fellows, especially since the market was so technical. Mr. Stata described the ra-
tionale for allowing Fellows to bypass business unit managers:

“Customers want you to continue doing what you are doing, if you are doing it well, and of course
the managers running successful businesses within the company just want more and more re-
sources to serve their customers. Taking resources away from successful businesses and devoting
them to high-risk experiments is anathema to business unit managers . . . it can only be done at
the top of the company.”

Furthermore, technical innovators were often quirky and unusual, and difficult for man-
agers to deal with. Leaving middle managers with too much power created too great a risk that
the senior management team would not be informed of good new ideas.

While the Fellows program was motivating, some members of the senior management team,
particularly those that were financially oriented, expressed some skepticism. Taken too far, the
attitude that “if you have a good idea, we’ll fund it” could bankrupt the company. It was more
important to attend to the needs of the core business.

CEO Jerald Fishman was never an easy convert for an aspiring Fellow with an idea: “People
exaggerate. I’m from New York. I’m a cynic.” Mr. Fishman had come to believe that entrepre-
neurs always underestimated the money and time required to reach profitability—that was
the only way to get funded.

Having studied the venture capital industry in depth, Mr. Fishman had a particular view-
point on the essential reality of venturing—it was a calculated bet on a person more than it was
a gamble on a technology, market, or idea. The Fellows program helped identify the best tech-
nologists, which Mr. Fishman believed were often the best businesspeople as well. . . .
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The Evolution of the MEMS Business

The history of MEMS at ADI can roughly be divided into four distinct periods, marked by shifts
in leadership.

• Under Richie Payne and Goodloe Suttler (to 1992)

• Under Richie Payne and Franklin Weigold (1992–1997)

• Under Ray Stata (1997–2000)

• Under Franklin Weigold (2000–2002)

MEMS Under Richie Payne and Goodloe 
Suttler (to 1992)

In the mid 1980s, Steve Sherman, a chip designer at ADI, was told about the possibility of de-
signing moving parts into semiconductor components from a visiting university professor.
There had also been a summer intern at ADI whose father had experience designing accelera-
tion sensors for missile guidance systems. Fascinated, Mr. Sherman started spending some of
his spare time on developing the technology with an eye towards acceleration sensing applica-
tions. Mr. Sherman later approached Richie Payne, whom he understood to have a good aptitude
for business development, in addition to manufacturing expertise. Together, he and Mr. Sher-
man began to visualize some commercial possibilities.2

At the time, Mr. Payne reported to Tom Irwin, a ADI vice president in Europe, who was head-
ing a research effort to identify industries that might promise new growth for ADI. The study
showed that while the automotive industry was growing slowly overall, automotive electronics
was growing at roughly 10% per year, and automotive sensors at 20%. Mr. Payne narrowed his
focus to sensors for airbag systems.

Mr. Payne had actually turned down an invitation to be an ADI Fellow (though he later ac-

cepted it). He had general management aspirations, and didn’t want to be branded as a career
technologist. In fact, he had tried to get ADI to send him to a four-month executive MBA program
at Harvard. Mr. Fishman ultimately decided that the program was too expensive, both in terms
of money and Mr. Payne’s time. Mr. Payne understood from their exchange that he wasn’t going
to get an opportunity to run one of ADI’s existing businesses, but if he could build one of his own,
he could run it.

Mr. Payne and Mr. Sherman scraped by on borrowed time and borrowed resources until
1989. Although they had no official budget, they were able to attract additional help in engi-
neering and marketing. It is doubtful that anyone in senior management was aware of the ex-
tent of their activity.

When ready, Mr. Payne was able to take the concept directly to Mr. Fishman, a Vice President
at the time. . . .

Still, Mr. Fishman was impressed with Mr. Payne’s gifted leadership and his technical ex-
pertise—he had a PhD in solid-state physics. Mr. Payne was able to get people to rally around

2Leifer, Richard, Chris McDermott, Gina Colarelli O’Connor, Lois Peters, Mark Rice, and Robert Veryzer, Radical Innovation,

Harvard Business School Press, © 2000, p. 28.
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him, to invest their time in a vision, even if commercialization might be a decade away. Two
ADI Fellows worked with Mr. Payne on developing initial MEMS designs.

Mr. Fishman, together with Mr. Stata, then CEO, decided to give the project a formal budget
in 1989. At the time, there was no clearly identified application for MEMS, though airbags had
been identified as one possible market.3

With the official budget came assignment to one of ADI’s product divisions, headed by Good-
loe Suttler. The division included a manufacturing facility in Wilmington, MA. The MEMS de-
signers had intimate knowledge of the facility, one which Mr. Payne anticipated would have
spare capacity for years to come. Mr. Payne now had administrative support, such as finance
and accounting services. He also had a full-time functionally organized staff, including a mar-
keting specialist and heads of sales and manufacturing.

Tensions developed between Mr. Payne and Mr. Suttler over the amount that was being in-
vested in the program. Mr. Suttler was concerned about profitability targets for his division.
Mr. Payne got Mr. Fishman involved to keep the project accelerating.

Mr. Payne attracted significant attention from automakers by predicting that ADI would be
able to sell accelerometers for $5. This was a substantial savings opportunity for the automak-
ers.The existing system required multiple electromechanical sensors and lengthy cable runs, at
a total cost of over $100.

ADI began working directly with Siemens to develop airbag actuators. In 1991,ADI succeeded
in signing its first MEMS contract with Siemens, for a Saab design. Siemens was relentless in
the negotiation. The promise that Mr. Payne had made, that they would be able to offer sensors
for $5, became the target. There were also potential competitors (of ambiguous quality and ca-
pability) naming prices anywhere from $3 to $20.ADI had not mounted a significant effort to cre-
ate patent barriers.A broad patent on the technology was not possible, and there were many pos-
sible designs. In their initial contract, ADI agreed to price declines from $11 down to $5 over a
six-year period.

Mr. Payne’s belief that MEMS accelerometers could be manufactured for under $5 was based
on expected improvements in the manufacturing “yield.” The manufacturing process for semi-
conductors, particularly for new products, had many sources of error. Through measurement
and refinement, engineers were able, over time, to increase the reliability of the process.At first,
the MEMS manufacturing process had only a 10% yield—nine out of ten accelerometers were
defective. This was not uncommon in the industry for a new product. (A yield in the neighbor-
hood of 75% is typical of a mature product.) Ira Moskowitz, who would become director of man-
ufacturing for MEMS, recalled the early manufacturing trials:

“Integrated MEMS were produced by engineers hand-carrying wafers through many of the steps.
They literally went into a backroom and later came out with some wafers that worked.”

Yield was the most important cost driver. There was no way that ADI could earn a profit at
10% yield, given the contract with Siemens. However, ADI had climbed the learning curve for
new products in the past, and ADI executives felt that they could make reliable predictions of
how long it would take to improve yields. Mr. Payne was very experienced in this area—he had
designed processes for maximizing yields for other product lines.

3Leifer, p. 29.
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MEMS Under Richie Payne and Franklin 
Weigold (1992–1997)

Mr. Payne continued to be the driving force behind the business as it was moved to the newly
created Transportation & Industrial Products Division (T&IPD). As the product line director
for MEMS, Payne reported to Franklin Weigold, the head of the division. . . .

Mr. Weigold was initially very uncomfortable with the MEMS business, because he was un-
able to see a clear path to profitability. Initially, to the dismay of Mr. Payne, he wanted to dis-
continue the business. Again, Mr. Fishman stepped in to keep the business going. At the time,
he believed that ADI had a chance to create a truly extraordinary product—one that could
never become a commodity.

Mr. Weigold did succeed in winning a short-term price concession from Siemens. He also de-
manded careful planning and accountability internally, and the first fully detailed business
plan was created for MEMS.

The US Congress had been discussing the possibility of making airbags a mandatory feature,
improving MEMS’ prospects. Unfortunately, US automakers knew nothing of ADI, which had
never been a supplier to the industry. The automakers were pursuing aggressive efforts to ratio-
nalize the number of suppliers they dealt with to reduce purchasing costs. With some help from
entrepreneurial leaders at Delphi,ADI’s unique technology and demonstrated success in Europe
eventually got them in the door.

Again, negotiations were difficult. Though significant groundwork for the deal had been
completed before his arrival, Mr. Wiegold argued for backing out of the deal. The path to prof-
itability was still unclear.

The automakers knew that any one supplier could shut down their production lines, at
tremendous cost. Mr. Weigold recalled one representative from General Motors: “You can shut
our line down once and get away with it but the second time it will be career threatening.” Ul-
timately, ADI agreed to a multi-year deal.

ADI’s salespeople who owned the automotive accounts were highly motivated to win further
contracts, because ADI’s compensation systems were based on either volume or revenues, and
there was no potential sale anywhere in the company that even approached the magnitude of a
sale to an automaker.

ADI also searched for non-automotive sources of revenue, which in the original business plan

were projected at 70% of total revenue. However, the non-automotive applications, such as gam-
ing and appliances, never developed as expected. ADI consistently overestimated the revenues

they could expect. Potential customers proved extremely price sensitive, believing that their cus-
tomers placed low value on the functionality possible through MEMS devices. ADI could not be
rewarded for its high quality and reliability in such markets. There was significant tension over
whether non-automotive applications should be pursued at all. Each pursuit diverted additional
resources away from ADI’s core businesses. Developing new markets required talented and ex-
pensive sales teams that included engineering and product development skills.

As the automotive business grew, attention turned to manufacturing. Yield projections were
the most critical estimates in the business plan, which originally projected profitability in
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1995. Improving yields required practice, time, and attention. There was no way to throw
money at the problem to accelerate learning.

To reach profitability as quickly as possible, the manufacturing team set aggressive opera-
tional goals. However, MEMS proved to be the most complex manufacturing process ADI had
ever mastered.

Pressures were intense. On top of internal pressures, customers, because airbags were a
safety feature, were pressuring ADI for incredibly stringent quality assurance standards.
Early accelerometers deliveries had a defect rate acceptable for most ADI applications, but cus-
tomers insisted on a defect rate several orders of magnitude smaller. Mr. Moskowitz recalled
the demands:

“For a while, we were making almost weekly visits to Kokomo, Indiana, to appear in front of the
entire senior management at the Delphi plant there. We were called in to apologize and explain
what we were doing about the problem.”

Complicating matters, MEMS devices were being manufactured in a facility in Wilmington,
Massachusetts, that produced over 9,000 other ADI products, accounting for roughly two-
thirds of ADI’s profitable worldwide semiconductor business. It was very difficult to get a fo-
cused effort on improving the yield on MEMS with so many other distractions. Some of the
manufacturing staff felt unfairly antagonized for not being able to produce accelerometers re-
liably.

Towards the mid-nineties, tensions increased dramatically as the Wilmington facility ap-
proached capacity. Mr. Payne and his team were fighting for capacity to produce MEMS while
other product managers were furious that the growth of their own product lines were being con-
strained in order to support a business that was losing money. Capacity battles were fought on a
weekly basis at production planning meetings. Jack Webb, the financial manager for MEMS,
recalled the struggle:

“People from all product lines were coming to the meeting. I was representing T&IPD. It was
chaired by the general manager of the factory. Discussion focused on profit margins—and for
MEMS margins were negative. There were heated arguments.”

Ultimately the power of the automakers as customers carried the day. Missing a single ac-
celerometer delivery could end the MEMS business altogether.

Mr. Fishman, ADI’s chief operating officer at the time, did not recall the period with any
pleasure. He recalls literally being booed while addressing the engineering staff of several
hundred in Wilmington, as he justified the decision to continue supporting MEMS. Mr. Fish-
man recalled the gist of their comments:

“Jerry, come on. We always knew Ray [Stata] lived at the fringe of new technologies. But you’ve al-
ways been the voice of reason! Quit giving money to divisions who have never made a profit!”

During down times in the semiconductor industry earlier in the decade, ADI’s core products
had held up nicely. As a result, there was a tremendous belief in the strength of the core busi-
ness. A few threatened to quit over the decision to continue supporting MEMS. Later, in less
heated moments, most of the same engineers would acknowledge that Mr. Stata was almost al-
ways right about how the industry was changing, though the timing of changes was impossible
to predict.
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In 1996, Mr. Fishman was promoted to CEO, while Mr. Stata retained the position of Chair-
man. At that time, one year beyond the date of profitability originally predicted in 1992, the
MEMS business was losing tens of millions per year, a significant fraction of ADI’s total oper-
ating profits. MEMS had missed its yield and profitability targets every year.

A struggle was starting to develop between Mr. Stata and Mr. Fishman. Advocacy for MEMS
was shifting to Mr. Stata, who was becoming more inspired by its potential. But Mr. Fishman
was becoming more and more concerned about the ability of the business to ever return a
profit. Mr. Fishman persistently asked Mr. Stata seemingly unanswerable questions. How
much more time? How much more money?

Meanwhile, both men were becoming frustrated with Mr. Payne. His leadership charisma, so
compelling in the early years of the business, seemed less effective in the intense environment.
Under criticism from many directions, Mr. Payne became increasingly evasive, giving Mr. Fish-
man the perception that Mr. Payne felt unaccountable for his numbers.

At the end of one of many lengthy one-on-one debates, Mr. Fishman challenged Mr. Stata di-
rectly: “If you think MEMS is such a great business, why don’t you go run it yourself?” Mr.
Stata called Mr. Fishman’s bluff:

“Nobody ever imagined that we would invest as much as we had. But there we were, in the water,
and we could either drown or swim. We could see the shore! But Jerry Fishman was willing to sell
or discontinue the business. I had been looking for a new challenge since I had stepped down as
CEO, so I decided to become the acting general manager of the division.”

Soon thereafter, Mr. Payne, who continued to believe he was the right man to run the MEMS
business, resigned to pursue entrepreneurial opportunities outside of ADI. He had asked Mr.
Fishman to live up to his promise that if Mr. Payne built his own business he could run it, but
Mr. Fishman had replied that he didn’t feel ready to do that yet. Several years later, Mr. Payne
recalled the MEMS experience:

“I once invented an integrated circuit technology that definitely had a much bigger impact on
the economy than MEMS ever will. But it was nowhere near as much fun. MEMS had all of the
great successes, failures, and miracles of recovery. Problem solving is very rewarding when you
have to do it quickly—or you’re dead.”

MEMS Under Mr. Stata (1997–2000)

Mr. Stata’s first decision was to invest nearly $100M to refurbish and reequip the Cambridge
building, which had once served as an integrated-circuit facility for Polaroid. His rationale was
that the only way to get yields to where they needed to be was in a dedicated, focused environ-
ment. It was simply too difficult to run the needed controlled experiments to improve the
process in the complex, multi-product-line Wilmington environment.

Under Mr. Stata, the new facility was completed in roughly one year, exceeding expectations.
The MEMS division almost completely isolated itself, and focused on the task at hand. The
manufacturing group was organized into self-directed teams, to accelerate learning and
growth, in contrast to the more hierarchical and stable structure in Wilmington.
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MEMS was, for the first time, broken out as a separate business unit. This allowed funding
to be controlled directly from the top, and meant that losses would not affect other business
units. Staff meetings, run by Mr. Fishman, became the primary venue for discussing MEMS
performance. Mr. Fishman recalls the tone of these discussions:

“Analog has very tough business reviews. They are very confrontational, especially towards busi-
nesses that are struggling. People don’t like coming to them very much, because they are held ac-
countable for results. The business heads were firing extremely difficult questions at Ray [Stata].”

The other business heads were anxious for more capital. MEMS had missed targets for
years, and recorded record losses in 1997.

Mr. Fishman and Mr. Stata worked through a difficult year. In a conference room between
their offices, they regularly met privately for long, heated discussions. Mr. Fishman recalled
the tone of the exchanges:

“Ray would say: ‘Jerry you don’t have any courage about diversification. You don’t think about the
future enough.’ I would respond: ‘Ray, you don’t understand what it takes to operate a business.
Your hero is an engineer with a story to tell.’ Ray always felt frustrated with management. He
would occasionally call us the ‘fat cats.’ ”

But the two had built a solid relationship over many years that allowed for venting anger,
and could survive such disagreements. They kept the content of their discussions to them-
selves. Mr. Stata stopped attending the staff meetings, “since Jerry was now running the show.”

Under Mr. Stata’s direction, the MEMS staff worked extremely hard, and yields were rising,
even meeting targets. Any time there was a problem, the group was immediately able to as-
semble the necessary team to solve it. There was one tremendous problem after another, but
kept up with deliveries. Mr. Moskowitz described the lure of the challenge:

“People were willing to endure the pressures because this was an unusual job, and an unusual
technology. This is the kind of life experience that you don’t get every day. I used to tell people
when things got particularly tough, ‘Look, I know your life is difficult now. You have more crises
on your hands every day. But . . . ten years from now you are going to look back and appreciate the
uniqueness and excitement of what we are trying to accomplish.”

Because ADI as a whole was going through a mild downturn in 1998 and was cutting costs
across the board, Mr. Stata made cuts within MEMS to show his group was part of the team.
The MEMS staff was unable to make planned hires, but committed to overcome the shortfall
through increased productivity. Otherwise, Mr. Stata stuck closely to his plan. He was even
confident enough to continue increasing investment in new product development.

In 1998 and each year after, profitability improved as revenues continued to grow. By 2000,
losses were only one-third of what they had been in 1997. By that time, yields were over 50%, and
continuing to improve. With the business on much more solid footing, Mr. Stata was ready to re-
linquish control. Mr. Fishman asked Franklin Weigold, to whom Richie Payne had reported until
Mr. Stata took over in 1997, to manage the business to profitability. (By 2002, Mr. Stata was still
chairman of ADI, but had diminished input into the everyday management of the company he
had created thirty-seven years earlier.)
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MEMS Under Mr. Weigold (1999–2002)

The transition in leadership was difficult within the division, as Mr. Weigold’s disciplined,
manage-to-the-plan style contrasted sharply from Mr. Stata’s vision-centered teambuilding ap-
proach. At the same time, some managers outside the division were very pleased with the tran-
sition. Mr. Stata recalled the sentiment, “Finally, we have someone in there who is worried
about making some money.” Comparing himself to Mr. Weigold:

“Frank and I are different. He is a plan man. It is a badge of honor with him. When he misses his
plan, it is a terrible thing. Sometimes, incidentally, this is exactly what you want. In other cases,
you just have to suck it in and live with it for another quarter or two.” . . .

Mr. Weigold succeeded in managing toward increased productivity and efficiency. Yields ap-
proached levels consistent with other ADI product lines. The automotive product lines were the
foundation of the business, producing 90% of the division’s revenues, which by 2002 were ap-
proaching $100M. Most of the revenues came from only a few products.

Mr. Weigold continued to invest in future markets and products, but less aggressively. A staff
of three was retained to support market research and development in the consumer-industrial
markets, and continued to monitor dozens of possible opportunities. In general, these opportu-
nities seemed unattractive to ADI because they would require ADI to compete with companies
that were willing to sell inferior products at rock-bottom prices.

Research and development spending within MEMS was held to 12% of revenues, which was
considered a normal allocation by the other operating divisions. Most of this budget supported
the development of next-generation sensors for the automotive industry. ADI was often ap-
proached with ideas for new applications for MEMS devices, but turned most away unless a
prototype had been built as a proof-of-concept. . . .

Judging MEMS’ Performance

By 2002, MEMS was approaching $100M in revenues, and had an operating margin of ap-
proximately 12%. (ADI as a whole had an operating margin of 18%, and MEMS was spending
roughly the same as a percentage of revenues as the rest of ADI on R&D). The internal debate
over whether MEMS was a good investment or not continued. In fact, struggles among varying
viewpoints regarding the performance of the MEMS business had existed throughout its his-
tory.

A variety of performance measures were highlighted in typical discussions, and these mea-
sures evolved. In the early years, from 1992–1994, “traction” with customers (a qualitative
judgment of interest from potential customers) was the most watched indicator. ADI had iden-
tified all of the airbag manufacturers, and before long was supplying all of them except for
Denso in Japan. Though yields were too low, they were expected to rise quickly, and learning
would accelerate as the business grew.

Performance against forecasts was also important. In other divisions within ADI, it was criti-
cal, and every salesperson and product manager understood that personal performance evalua-
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tions depended upon it. Within MEMS there was substantially more leeway. Although MEMS
was able to project revenues from the automotive markets, projections for non-automotive mar-
kets were regularly much too high. In addition, yield projections were consistently missed, until
after the move from Wilmington to Cambridge.

There was also some discussion and concern over the gross margins that the business was
achieving. Income statements for most products in ADI’s catalog looked strikingly similar.
Gross margins were in the neighborhood of 60%, product development 12–15%, and operating
profit roughly 15–20%. However, it was accepted throughout the community of suppliers to au-
tomakers that gross margins greater than 35% were difficult to achieve. Many ADI executives
cited this as evidence that automotive supply was an inherently poor business. Mr. Weigold re-
called the pressure to show greater gross margins:

“We anticipated that the automotive market would generate gross margins in the mid 30s to low
40s. That was undesirable compared to the ADI financial model. It was our hope and belief that by
also going after non-automotive markets, which might generate gross margins in the sixty to sev-
enty percent range, we’d end up with a gross margin around fifty. That never materialized.”

Of course, ROI was the ultimate determinant, but at early stages of a business, ROI was
based on forward-looking estimates. Gross margin was simple, and immediately available. It
was often the focal point of discussions about MEMS’ performance. As it turned out, MEMS’
gross margins never rose above 42%, and this was at a brief period in which the business was
running close to full capacity.

Naturally, the magnitude of operating losses was another important driver of performance
perceptions. Early on, however, these losses were not highly visible. The losses were small, and
were “buried” within T&IPD. As losses increased towards the mid-90s, their magnitude became
a topic of much more frequent discussion.

As frustrations mounted, the debate focused on short-term losses versus long term poten-
tial. Mr. Fishman, and many others, wanted to increase profits this year. The fact that MEMS
had missed its financial targets consistently left those arguing for the long term potential of
the business with very little credibility. There was an acknowledgement that new businesses
were less predictable, but for how long could a business be considered new? At what point could
performance expectations be set more rigidly? ADI had a disciplined planning environment.
Investments had been made based on projections, and those projections had been missed by
substantial margins.

Had Mr. Stata not agreed to run the business himself, the business would have been discon-
tinued. He was less affected by the missed targets—every new business ADI had ever entered
required more time and more capital than was originally anticipated. In addition, it was clear
that the automotive market represented a stable, predictable, and growing revenue base. On
the cost side, Mr. Stata was confident he could get yields up in an isolated environment. In
short, he saw a path to profitability and continued growth.

Soon after Mr. Stata took the helm at MEMS, Mr. Fishman had to make some difficult deci-
sions about how to communicate, or not communicate, the mounting MEMS losses to Wall
Street. Some analysts had already come up with rough estimates, and voiced a clear opinion
that the business should be exited. Mr. Fishman faced a dilemma—if he broke out the business
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cleanly in the annual reports, the magnitude of the losses would become clear to all. If he did-
n’t he risked analysts coming to the conclusion that the profitability of the core business was
eroding. Mr. Fishman recalled:

“Analysts were thinking that we must be idiots in our core business. If they keep thinking that, the
stock goes down relative to competitors, and all of a sudden you get acquired. So you can take the high
road, focus on the long term, and say ‘Who cares about the stock price,’ but you have to care a little bit,
or you may not survive.”

Ultimately, ADI disclosed enough to raise howls of disapproval from the Street. This led Mr.
Fishman to make some firm commitments regarding how quickly the MEMS business would
improve. Mr. Fishman would later regret these commitments. The episode increased internal
perceptions that the business was ill considered.

Naturally, emotion also played a role in how the performance of the business was perceived.
For those who had an emotional investment in the business, it was extraordinarily difficult to

even consider walking away from it. To them, past efforts were sunk costs, and additional in-
vestments had to be considered based only on future promise.

Mr. Stata also believed, based on interaction with several other companies, that “founders
have the capacity to take risks that second and third generation managers typically don’t.”
This allowed them to assess performance with a heavier orientation towards long-term poten-
tial. Mr. Stata explained:

“In my case, I just never worried about being fired. It’s not that I couldn’t have been. But I felt
willing to figure out what I thought was the right thing to do, assessing the short-term and long-
term tradeoffs, without a lot of care about who liked it or who didn’t.”

In Mr. Stata’s view, for those that succeed founders, worries about how errors might affect
their careers, or might affect how they are perceived internally and by investors, were gener-
ally much more pressing concerns.

Building the MEMS Organization within ADI

ADI has followed a similar approach to staffing the new ventures that have reshaped their busi-
ness. Typically, to the extent possible, they staffed new ventures from within. In Mr. Fishman’s
view, this creates some necessary continuity, while external hires would create suspicion, and
negatively bias performance perceptions. The exception to the rule is new businesses that re-
quire a specific, identifiable expertise (sometimes technical, sometimes marketing) that ADI
doesn’t have. To “seed” new expertise, ADI typically “hired” by acquiring a small company, much
as they had to accelerate the development of components for optical switches.

This approach created a culture that was consistent throughout ADI, which included the fol-
lowing values and beliefs:

• ADI creates leading edge, high-tech products.

• ADI products carry a high price, to reflect their industry-leading quality, reliability and sup-
port.

• ADI managers are held to tight, aggressive goals, but are given freedom to achieve those
goals in whatever way they see fit.
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Overall, an employee making a transfer from one division to another at ADI could be expected
to acclimate quickly.

Although the MEMS business made some external hires to support its growth, it retained a
culture consistent with that of ADI. There was some variation created by the differing styles of
each in the progression of leaders.

Finding ADI executives willing to move to the MEMS division was sometimes challenging.
Some potential candidates perceived MEMS as a career risk.Why be associated with a business
losing money? In some cases, Mr. Fishman had to convince prospective candidates that he knew
their successful records well, he understood the nature of the challenge in MEMS, and would
look after their next career step personally. Such arguments only succeeded in cases where Mr.
Fishman already had a close, trusting relationship.

In terms of organizational structure, the MEMS division paralleled other divisions, each with
a functional organization reporting to a general manager. The exception was manufacturing.
ADI’s manufacturing function was centralized. However, after moving to Cambridge, MEMS
manufacturing operated more independently. MEMS manufacturing had a dual reporting rela-
tionship—to the general manager and the head of worldwide manufacturing.

Compensation policy within MEMS followed ADI norms. Everyone’s bonus, throughout ADI,
was based on corporate performance. In good years, the bonus could be as high as 30% of base
salary for mid-level executives, and even higher for senior executives. ADI also compensated
senior executives with stock options. This approach made it difficult for internal entrepreneurs
to make huge sums. Nonetheless, Mr. Fishman felt that those involved with MEMS might have
received a deal that was too good:

“They had the best of everything. They had options on ADI stock, which was rocketing. They had
bonuses. They had the stability of ADI. And they were losing money. There was little consequence
for failure. In the venture capital world, if you miss your targets you’re either fired or severely di-
luted at the next financing round. Those are real consequences.”

MEMS operated on the same annual planning cycle as the rest of ADI throughout its his-
tory. Each division’s budget was a result of available funds, which depended on ADI’s over-
all performance, plus a competition for resources among divisions. When divisions failed to
meet their targets for the previous year, their bargaining strength was diminished. The
MEMS division was less affected by missed targets in the first two to three years of
operation, during which time they were understood to be in “investment mode,” and were
able to simply estimate their total spending needs.

Synergies between ADI and MEMS

The MEMS division had benefited from being a part of ADI, and made contributions to the cor-
poration in return. Beyond the conflicts over financial resources and capacity in Wilmington,
the relationship between MEMS and ADI remained healthy.

In particular, MEMS borrowed most of its manufacturing know-how and technology from
ADI, including their entire quality system and methods for systematically improving yields.
When the new facility was opened in Cambridge, several experienced members of the manu-
facturing staff accepted transfers. The MEMS division contributed to ADI by opening doors to
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the automotive market—a significant portion of ADI’s sales to this industry are now traditional
ADI products. In addition, the extremely high standards for quality required for automotive
safety applications created positive spillovers from MEMS to other product lines.

Final Evaluation

In Mr. Stata’s view, it would not be long before ADI was faced with the opportunity, or even the
necessity, to take a risk on a highly uncertain new venture to assure ADI’s long term vibrancy.
As his involvement in day-to-day operations diminished, he was naturally interested in what
conclusions Mr. Fishman and others would draw from the MEMS experience. Mr. Stata de-
scribed his own viewpoint:

“I believe that MEMS will prove to be one of the important technologies to sustain our long-term
growth. We have to continue to avoid giving in to short-term pressures and choosing not to follow
through on our investment. If there is one thing that I’ve learned about the technology business it
is that persistence pays.”

At 2002 levels of revenue and profitability, another decade would be required simply to re-
cover all of the capital invested in MEMS. To provide a healthy return, new sources of prof-
itable growth would have to be identified.

In the automotive market, safety systems continued to add functionality, and required more
sensors per car, and more sophisticated sensors. Beyond automotive, the most promising new
market, components for optical switching, was expected to be dormant for at least two years.
Longer-term markets in medicine were intriguing, but were perhaps a decade away, and as a
result the MEMS division had only one person dedicated full time to investigating the possi-
bilities.

Meanwhile, the interest in MEMS technology amongst scientists and engineers at ADI was
building quickly. And ADI’s panel discussions about MEMS at scientific conferences were
standing-room-only.

Discussion Questions

1. What do you suspect would have happened to the MEMS business and to Mr. Payne had he
negotiated an agreement with ADI that allowed him to start a separate, venture-financed
company to commercialize MEMS devices in the late 80s?

2. Is ADI an environment in which corporate entrepreneurs can thrive?

3. What might you have done differently if you were Mr. Payne? Mr. Fishman? Mr. Weigold?
Mr. Stata?

4. Was MEMS a success?
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Case 5-4

Abrams Company
Abrams Company manufactured a wide variety of parts for use in automobiles, trucks, buses,
and farm equipment. There were three major groups of parts: ignition parts, transmission parts,
and engine parts. Abrams’ parts were sold both to original equipment manufacturers (OEMs)
and to wholesalers. The wholesalers, in turn, resold the parts to retailers who sold them as re-
placement parts to consumers. The latter market was called the “aftermarket” (AM).

Product and Marketing Divisions

As shown in the partial organization chart in Exhibit 1, Abrams had a “product division” for
each of its three part groups. Each of these product divisions was managed by a vice president
and general manager who was expected to earn a target return on investment (ROI). Each
product division manufactured parts in several plants and sold a major portion of its manu-
factured parts to OEMs. Each product division had its separate OEM sales department (see
Exhibit 1) that worked closely with OEMs to develop new products or change existing prod-
ucts. The remaining manufactured parts were sold by the product division to Abrams’ fourth
division, called the AM Marketing Division (see Exhibit 1) or “AM Division,” as it was known

This case was adapted (with permission) by Professor J. G. San Miguel from a case written by Professor J. S. Reece of the

University of Michigan. Copyright © by Joe San Miguel and Jim Reece.
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to managers. This division was also managed by a vice president and general manager and
was solely responsible for marketing Abrams’ entire line of parts to AM wholesalers. The AM
division operated several company-owned parts distribution warehouses in the US and for-
eign markets. The AM division was also expected to earn an annual return on investment tar-
get.

Inside and Outside Sales

In 1992, the four divisions’ sales totaled $500 million, which included “inside” sales of $100
million from the three product divisions to the AM division. The $500 million sales were
recorded as approximately $130 million for the ignition parts division, $100 million for the
transmission parts division, $90 million for the engine parts division, and $180 million for
the AM division. After elimination of inside sales, Abrams’ outside sales totaled about $400
million. Because of anticipated growth in the parts’ aftermarket due to the increase in the
number of vehicles being driven and their ages, one of top management’s goals for the AM
Division was for its sales to reach 50 percent of Abrams’ total outside sales.

ROI for the Manufacturing Plants

Continuing the company’s ROI strategy, each manufacturing plant within the three product di-
visions had an annual ROI target to meet. Each product division’s OEM sales were traced to
the plants that made the parts. The plants maintained finished goods inventories and shipped
parts directly to OEM customers. A plant’s ROI target was based on budgeted profit (including
allocations of division and corporate overhead expenses and an imputed income tax expense)
divided by actual beginning-of-the-year net assets (defined as total assets less current liabili-
ties). Exhibit 2 contains an example of the Rochester plant’s actual 1992 ROI computation. Ac-
tual ROI was actual profit divided by actual beginning-of-the-year net assets.

Top management’s stated reason for including allocated overhead expenses and taxes in de-
termining profit was to have the plant profit figure resemble the profit calculation for external
financial reports to shareholders. The CEO felt this gave a plant manager a clearer perspective
of the costs of doing business and the plant’s contribution to the corporate bottom line, and
added more realism to the plant’s results.

The beginning-of-the-year net assets amount was used in the ROI measurement because, in
management’s view, investment added during a given year resulted in little, if any, incremental
profit in that year.The investment would likely increase future profits.Top management felt that
such investments might not be proposed if managers were penalized (in the form of higher net
assets and lower ROI) in the first year of the new investment. Because the investment base for
the year was “frozen” at the beginning-of-the-year level, maximizing profit during the year was
equivalent to maximizing ROI. For beginning-of-the-year net assets, cash and receivables were
allocated to plants on the basis of sales revenue, while inventories, property, plant, equipment,
and current liabilities were traced specifically to each plant. Historical cost less accumulated de-
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preciation (book value) was used to value property, plant, and equipment. The AM division’s ROI
was measured in the same manner as the plants’ ROIs.

Marketing Strategies

The OEM sales department within each of the three product divisions worked with the OEM’s
engineers to develop innovative and cost-effective new parts to meet the customers’ require-
ments and serviced customer accounts for parts already being supplied to the OEMs. Each of
these OEM sales departments was expected to meet an annual sales revenue target. Because
the product divisions’ customers (OEMs) were different from the AM division’s customers, top
management did not feel that the OEM and aftermarket sales organizations should be com-
bined. Even the three product divisions’ OEM marketing efforts were not consolidated in one
sales organization because each division’s OEM marketers tended to work with different peo-
ple within a given OEM’s organization (i.e., ignition, transmission, and engines). Moreover, two
of the three product divisions were independent companies before being acquired by Abrams.
Thus, there was a long tradition of doing their own OEM marketing.

According to Abrams’ executives, the factors critical to success in the OEM market were: the
ability to design innovative and dependable parts that met the customer’s quality, perfor-
mance, and weight specifications; meeting delivery schedule requirements so that the OEM
could minimize its own parts inventories; and controlling costs. Cost control was important be-
cause the market was very price competitive. In the aftermarket business, availability of parts
was by far the most important factor to the wholesaler, followed by quality and price.

EXHIBIT 2
Actual 1992

ROI

Computation

—Rochester

Plant

ABRAMS COMPANY—TRANSMISSION PARTS DIVISION
Rochester Plant

Profit and ROI Statement, December 31, 1992

Sales revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $124,866
Cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 73,230
Gross margin. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,636
Operating expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,792
Division expenses assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,340
Corporate expenses assigned. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,420
Profit before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,084
Taxes imputed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,825
Profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 11,259

Net Assets Assigned as of January 1, 1992

Total Assets:
Cash and receivables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 25,000
Inventories. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,875
Property, plant & equipment at book value . . . . . . . . . . . . . . . . . . . . . . . 86,560
Total Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 124,435
Less current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,135
Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  98,300
Return on investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.5%
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Incentive Compensation Plan

Approximately 50 Abrams line and staff managers participated in an incentive bonus plan.
The dollar amount of the corporatewide bonus pool was established by a fixed formula linked
to corporate earnings per share. Each participant in the bonus plan received a number of stan-
dard bonus points. The higher the participant was in the organizational hierarchy, the more
standard points he or she received. The total of these points for all participants was divided
into the total bonus pool amount to arrive at a standard dollar award per point. Then, this
standard rate was multiplied by the participant’s number of standard points to arrive at the
participant’s standard bonus dollars. However, the actual bonus could vary (upward or down-
ward) by as much as 25 percent at the discretion of the participant’s superiors.

In the case of a plant manager, the standard award also was adjusted by a formula that re-
lated percent of standard award to the plant’s profit variance (budget versus actual profit). For
example, if the plant’s actual profit for the year exceeded its budgeted profit by 4 percent, the
plant manager’s bonus was raised from 100 percent of standard to 110 percent of standard. In
making this bonus adjustment, the plant’s actual profit was adjusted for any favorable or un-
favorable gross margin variance caused by sales volume to the AM division being higher or
lower than budgeted. For example, if a plant’s favorable profit variance was attributable to a
favorable gross margin volume variance on sales to the AM division, the plant manager’s bonus
would not be raised above 100 percent of standard. Similarly, the plant manager would not be
penalized if the AM division actually purchased less from the plant than the amount that was
agreed to by AM division when the plant’s annual profit budget was approved by top manage-
ment.
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6
Chapter

Transfer Pricing

Today’s organizational thinking is oriented toward decentralization. One of the principal chal-
lenges in operating a decentralized system is to devise a satisfactory method of accounting for
the transfer of goods and services from one profit center to another in companies that have a
significant number of these transactions. In this chapter we discuss various approaches to ar-
riving at transfer prices for transactions between profit centers and the system of negotiation
and arbitration that is essential when transfer prices are used. We also discuss the pricing of
services that corporate staff units furnish to profit centers. We discuss international transfer
pricing in Chapter 15.

Objectives of Transfer Prices

If two or more profit centers are jointly responsible for product development, manufacturing,
and marketing, each should share in the revenue generated when the product is finally sold.
The transfer price is the mechanism for distributing this revenue. The transfer price should be
designed so that it accomplishes the following objectives:

• It should provide each business unit with the relevant information it needs to determine the
optimum trade-off between company costs and revenues.

• It should induce goal congruent decisions—that is, the system should be designed so that de-
cisions that improve business unit profits will also improve company profits.

• It should help measure the economic performance of the individual business units.
• The system should be simple to understand and easy to administer.

Designing transfer pricing systems is a key management control topic for most corporations;
as shown in Exhibit 6.1, 79 percent of Fortune 1,000 companies transferred products between
profit centers.

Transfer Pricing Methods

Some writers use the term transfer price to refer to the amount used in accounting for any

transfer of goods and services between responsibility centers. We use a somewhat narrower de-
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finition and limit the term transfer price to the value placed on a transfer of goods or services
in transactions in which at least one of the two parties involved is a profit center. Such a price
typically includes a profit element because an independent company normally would not trans-
fer goods or services to another independent company at cost or less. Therefore, we exclude the
mechanics for allocating costs in a cost accounting system; such costs do not include a profit el-
ement. The term price as used here has the same meaning as it has when used in connection
with transactions between independent companies.

Fundamental Principle

The transfer pricing issue is actually about pricing in general, modified slightly to take into ac-
count factors that are unique to internal transactions. The fundamental principle is that the

transfer price should be similar to the price that would be charged if the product were sold to

outside customers or purchased from outside vendors. Applying this principle is complicated by
the fact that there is much disagreement in the literature as to how outside selling prices are
established. Classical economics literature states that selling prices should be equal to mar-
ginal costs, and some authors advocate a transfer price based on marginal cost.1 This is unre-
alistic. Few companies follow such a policy in arriving at either selling prices or transfer
prices.2

When profit centers of a company buy products from, and sell to, one another, two decisions

must be made periodically for each product:

1. Should the company produce the product inside the company or purchase it from an outside
vendor? This is the sourcing decision.

2. If produced inside, at what price should the product be transferred between profit centers?
This is the transfer price decision.

Example. CSX Corporation was the largest railroad holding company with both railroads and
barge lines. CSX derived more than two-thirds of its revenues from railroads. CSX divided its rail-
road operations into three profit centers—equipment (the freight-car fleet), rail transport (train
operations, yard, track and locomotive maintenance), and distribution services (sales and market-
ing). The transfer price between profit centers was to be arm’s-length negotiated market prices.
The logic for the reorganization was to shift the power center from the operating department,

EXHIBIT 6.1
Transfer of

Products

between

Profit

Centers

Govindarajan Survey

Number of usable responses 638
Companies with two or more profit centers 593 (93%)
Of the companies with two or more profit centers, 
companies that transfer products between profit centers 470 (79%)

Source: Vijay Govindarajan, “Profit Center Measurement: An Empirical Survey,” The Amos Tuck School of Business
Administration, Dartmouth College, 1994, p. 2.

1Jack Hirschleifer, “On the Economics of Transfer Pricing,” Journal of Business, July 1956, pp. 172–84.
2A study by the authors of methods of arriving at market prices reported that only 17 percent of the 501 respondents

from Fortune 1,000 companies followed such a policy. (Vijay Govindarajan and Robert N. Anthony, “How Firms Use Cost

Data in Pricing Decisions,” Management Accounting, July 1983, pp. 30–34.)
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which traditionally ran the railroad, to sales and marketing. If the most efficient way to move
traffic from point X to point Y was by truck or barge, then the traffic would go by truck or barge,
even though historically it would have gone by rail. In fact, since the profit center and transfer
pricing systems were instituted, the bulk of the new traffic had gone to barge lines other than the
ones owned by CSX.3

Transfer price systems can range from very simple to extremely complex, depending on the
nature of the business. We start with the ideal situation and then describe increasingly com-
plex situations.

The Ideal Situation

A market price–based transfer price will induce goal congruence if all of the following condi-
tions exist. Rarely, if ever, will all these conditions exist in practice. The list, therefore, does not
set forth criteria that must be met to have a transfer price. Rather, it suggests a way of look-
ing at a situation to see what changes should be made to improve the operation of the trans-
fer price mechanism.

Competent People

Ideally, managers should be interested in the long-run as well as the short-run performances
of their responsibility centers. Staff people involved in negotiation and arbitration of transfer
prices also must be competent.

Good Atmosphere

Managers must regard profitability, as measured in their income statements, as an important
goal and a significant consideration in the judgment of their performance. They should per-
ceive that the transfer prices are just.

A Market Price

The ideal transfer price is based on a well-established, normal market price for the identical
product being transferred—that is, a market price reflecting the same conditions (quantity, de-
livery time, and quality) as the product to which the transfer price applies. The market price
may be adjusted downward to reflect savings accruing to the selling unit from dealing inside
the company. For example, there would be no bad debt expense, and advertising and selling
costs would be smaller when products are transferred from one business unit to another within
the company. Although less than ideal, a market price for a similar, but not identical, product
is better than no market price at all.

Freedom to Source

Alternatives for sourcing should exist, and managers should be permitted to choose the alter-
native that is in their own best interests. The buying manager should be free to buy from the

outside, and the selling manager should be free to sell outside. In these circumstances, the
transfer price policy simply gives the manager of each profit center the right to deal with either

insiders or outsiders at his or her discretion. The market thus establishes the transfer price.

3“If It Isn’t Profitable, Don’t Do It,” Forbes, November 30, 1987.
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The decision as to whether to deal inside or outside also is made by the marketplace. If buyers
cannot get a satisfactory price from the inside source, they are free to buy from the outside.

This method is optimum if the selling profit center can sell all of its products to either in-
siders or outsiders and if the buying center can obtain all of its requirements from either out-
siders or insiders. The market price represents the opportunity costs to the seller of selling the
product inside. This is so because if the product were not sold inside, it would be sold outside.
From a company point of view, therefore, the relevant cost of the product is the market price
because that is the amount of cash that has been forgone by selling inside. The transfer price
represents the opportunity cost to the company.

Full Information

Managers must know about the available alternatives and the relevant costs and revenues of
each.

Negotiation

There must be a smoothly working mechanism for negotiating “contracts” between business
units.

If all of these conditions are present, a transfer price system based on market prices would in-
duce goal congruent decisions, with no need for central administration. In the next subsection,
we consider situations in which not all of these conditions are present.

Constraints on Sourcing

Ideally, the buying manager should be free to make sourcing decisions. Similarly, the selling
manager should be free to sell products in the most advantageous market. In real life, however,
freedom to source might not be feasible or, if it is feasible, might be constrained by corporate
policy. We now consider the situations in which profit center managers may not have the free-
dom to make sourcing decisions and the implications of constraints on sourcing on the appro-
priate transfer pricing policies.

Limited Markets

In many companies, markets for the buying or selling profit centers may be limited. There are
several reasons for this.

First, the existence of internal capacity might limit the development of external sales. If
most of the large companies in an industry are highly integrated, as in the pulp and paper in-
dustry, there tends to be little independent production capacity for intermediate products.
Thus, these producers can handle only a limited amount of demand from other producers.
When internal capacity becomes tight, the market is quickly flooded with demands for the in-
termediate products. Even though outside capacity exists, it may not be available to the inte-
grated company unless this capacity is used on a regular basis. If the integrated company does
not purchase a product on a regular basis, it might have trouble obtaining it from the outside
when capacity is limited.

Second, if a company is the sole producer of a differentiated product, no outside source exists.

Third, if a company has invested significantly in facilities, it is unlikely to use outside

sources unless the outside selling price approaches the company’s variable cost, which is not

usual. For practical purposes, the products produced are captive. Integrated oil companies are
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good examples of this. The producing unit may be required to send the crude oil to the refining

unit, even though the former could potentially sell the crude oil in the open market.

Even in the case of limited markets, the transfer price that best satisfies the requirements

of a profit center system is the competitive price. Competitive prices measure the contribution

of each profit center to the total company profits. In the case of an integrated oil company, use

of crude oil market prices is the most effective way to evaluate the extracting and refining

units as if they were stand-alone businesses. If internal capacity is not available, the company

will buy outside at the competitive price. The difference between the competitive price and the

inside cost is the money saved by producing rather than buying. Moreover, a competitive price

measures how well a profit center may be performing against competitors.

How does a company find out what the competitive price is if it does not buy or sell the prod-

uct in an outside market? Here are some ways:

1. If published market prices are available, they can be used to establish transfer prices. How-
ever, these should be prices actually paid in the marketplace, and the conditions that exist
in the outside market should be consistent with those that exist within the company. For ex-
ample, market prices that apply to relatively small purchases (e.g., a “spot” market) would
not be valid for measuring what is essentially a long-term commitment.

2. Market prices may be set by bids. This generally can be done only if the low bidder stands a
reasonable chance of obtaining the business. One company accomplishes this by buying
about one-half of a particular group of products outside the company and one-half inside the
company. The company puts all of the products out to bid but selects half to stay inside. It
obtains valid bids because low bidders can expect to get some of the business. By contrast, if
a company requests bids solely to obtain a competitive price and does not award contracts to
the low bidder, it will soon find that either no one bids or that the bids are of questionable
value.

3. If the production profit center sells similar products in outside markets, it is often possible
to replicate a competitive price on the basis of the outside price. For example, if a manufac-
turing profit center normally earns a 10 percent profit over standard cost on the products
that it sells to outside markets, it can replicate a competitive price by adding 10 percent to
the standard cost of its proprietary products.

4. If the buying profit center purchases similar products from the outside market, it may be
possible to replicate competitive prices for its proprietary products. This can be done by cal-
culating the cost of the difference in design and other conditions of sale between the com-
petitive products and the proprietary products.

Excess or Shortage of Industry Capacity

Suppose the selling profit center cannot sell to the outside market all it can produce—that is,

it has excess capacity. The company may not optimize profits if the buying profit center pur-
chased from outside vendors while capacity is available on the inside.

Conversely, suppose the buying profit center cannot obtain the product it requires from the
outside while the selling profit center is selling to the outside. This situation occurs when there
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is a shortage of capacity in the industry. In this case, the output of the buying profit center is
constrained and, again, company profits may not be optimum.

If the number of intracompany transfers is small or if the situation is temporary, many com-
panies let buyers and sellers work out their own relationships without central intervention.
Even if the number of intracompany transfers is significant, some senior managements still do
not intervene on the theory that the benefits of keeping the profit centers independent offset the
loss from suboptimizing company profits.

Some companies allow either the buying or the selling profit center to appeal a sourcing de-
cision to a central person or committee. For example, a selling profit center could appeal a buy-
ing profit center’s decision to buy a product from outside when capacity was available inside.
In the same way, a buying profit center could appeal a selling profit center’s decision to sell out-
side. The person or group (called an arbitration committee) would then make the sourcing de-
cision on the basis of the company’s best interests. In every case, the transfer price would be
the competitive price. In other words, the profit center is appealing only the sourcing decision.
It must accept the product at the competitive price.

A word of caution is in order at this point: Given the option, buying profit centers in some
companies prefer to deal with an outside source. One reason is the perception that outside
sources provide better service. Another reason is the internal rivalry that sometimes exists in
divisionalized companies. For whatever reason, management should be aware of the strong po-
litical overtones that sometimes occur in transfer price negotiations. There is no guarantee
that a profit center will voluntarily buy from the inside source when excess capacity exists.

To conclude, even if there are constraints on sourcing, the market price is the best transfer
price. If the market price exists or can be approximated, use it. However, if there is no way of ap-
proximating valid competitive prices, the other option is to develop cost-based transfer prices.
These are discussed in the next section.

In arriving at the transfer price, companies typically eliminate advertising, financing, or
other expenses that the seller does not incur in internal transactions. This is similar to the
practice when two outside companies arrive at a price. The buyer ordinarily will not pay for
cost components that do not apply to the contract.

Cost-Based Transfer Prices

If competitive prices are not available, transfer prices may be set on the basis of cost plus a
profit, even though such transfer prices may be complex to calculate and the results less satis-
factory than a market-based price. Two decisions must be made in a cost-based transfer price
system: (1) how to define cost and (2) how to calculate the profit markup.

The Cost Basis

The usual basis is standard costs. Actual costs should not be used because production ineffi-
ciencies will be passed on to the buying profit center. If standard costs are used, an incentive is
needed to set tight standards and improve standards.
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The Profit Markup

In calculating the profit markup, there also are two decisions: (1) what the profit markup is
based on and (2) the level of profit allowed.

The simplest and most widely used base is a percentage of costs. If this base is used, however,
no account is taken of capital required. A conceptually better base is a percentage of invest-

ment, but calculating the investment applicable to a given product may pose a major practical
problem. If the historical cost of the fixed assets is used, new facilities designed to reduce prices
could actually increase costs because old assets are undervalued.

The second problem with the profit allowance is the amount of profit. Senior management’s
perception of the financial performance of a profit center will be affected by the profit it shows.
Consequently, to the extent possible the profit allowance should approximate the rate of return
that would be earned if the business unit were an independent company selling to outside cus-
tomers. The conceptual solution is to base the profit allowance on the investment required to

meet the volume needed by the buying profit centers. The investment would be calculated at a
“standard” level, with fixed assets and inventories at current replacement costs.

Upstream Fixed Costs and Profits

Transfer pricing can create a significant problem in integrated companies. The profit center
that finally sells to the outside customer may not even be aware of the amount of upstream
fixed costs and profit included in its internal purchase price. Even if the final profit center were
aware of these costs and profit, it might be reluctant to reduce its own profit to optimize com-
pany profit. Methods that companies use to mitigate this problem are described below.

Agreement among Business Units

Some companies establish a formal mechanism whereby representatives from the buying and
selling units meet periodically to decide on outside selling prices and the sharing of profits for
products with significant upstream fixed costs and profit. This mechanism works only if the re-
view process is limited to decisions involving a significant amount of business to at least one of
the profit centers; otherwise, the value of these negotiations may not be worth the effort.

Two-Step Pricing

Another way to handle this problem is to establish a transfer price that includes two charges.
First, for each unit sold, a charge is made that is equal to the standard variable cost of pro-
duction. Second, a periodic (usually monthly) charge is made that is equal to the fixed costs as-
sociated with the facilities reserved for the buying unit. One or both of these components
should include a profit margin. For example, assume the conditions in Exhibit 6.2.

In this method, the transfer price of $11 per unit is a variable cost so far as Unit Y is con-
cerned. However, the company’s variable cost for product A is $5 per unit. Thus, Unit Y does not
have the right information to make appropriate short-term marketing decisions. If Unit Y
knew the company’s variable costs, for example, it could safely take business at less than its
normal price under certain conditions.
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Two-step pricing corrects this problem by transferring variable cost on a per-unit basis and
transferring fixed cost and profit on a lump sum basis. Under this method, the transfer price
for product A would be $5 for each unit that Unit Y purchases, plus $20,000 per month for fixed
cost, plus $10,000 per month for profit:

If transfers of product A in a certain month are at the expected amount of 5,000 units, under
the two-step method Unit Y will pay the variable cost of $25,000 (5,000 units * $5 per unit),
plus $30,000 for fixed costs and profit—a total of $55,000. This is the same amount it would pay
Unit X if the transfer price were $11 per unit (5,000 * $11 ⫽ $55,000). If transfers in another
month were less—say, 4,000 units—Unit Y would pay $50,000 ([4,000 * $5] ⫹ $30,000) under
the two-step method, compared with the $44,000 it would pay if the transfer price were $11 per
unit (4,000 * $11). The difference is its penalty for not using a portion of Unit X’s capacity that
it has reserved. Conversely, Unit Y would pay less under the two-step method if the transfer
were more than 5,000 units in a given month. This represents the savings Unit X would have
because it could produce the additional units without incurring additional fixed costs.

Note that under two-step pricing, the company’s variable cost for product A is identical to
Unit Y’s variable cost for this product, and Unit Y will make the correct short-term marketing
decisions. Unit Y also has information on upstream fixed costs and profit relating to product A,
and it can use these data for long-term decisions.

The fixed-cost calculation in the two-step pricing method is based on the capacity reserved
for the production of product A that is sold to Unit Y. The investment represented by this ca-
pacity is allocated to product A. The return on investment that Unit X earns on competitive
(and, if possible, comparable) products is calculated and multiplied by the investment assigned
to the product.

$1,200,000

12
 * 0.10

EXHIBIT 6.2
Two-Step

Pricing:

Assumed

Situation

Business Unit X (manufacturer) Product A

Expected monthly sales to Business Unit Y 5,000 units
Variable cost per unit $ 5
Monthly fixed costs assigned to product 20,000
Investment in working capital and facilities 1,200,000
Competitive return on investment per year 10%

One way to transfer product A to Business Unit Y is at a price per unit, calculated as
follows:

Transfer Price for 
Product A

Variable cost per unit $ 5
Plus fixed cost per unit 4
Plus profit per unit* 2
Transfer price per unit $ 11

*10% of monthly investment per unit ⫽
($1,200,000冫12) * 0.10

5,000
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In the example, we calculated the profit allowance as a fixed monthly amount. It would be
appropriate under some circumstances to divide the investment into variable (e.g., receivables
and inventory) and fixed (e.g., plant) components. Then, a profit allowance based on a return on
the variable assets would be added to the standard variable cost for each unit sold.

Following are some points to consider about the two-step pricing method:

• The monthly charge for fixed costs and profit should be negotiated periodically and will de-
pend on the capacity reserved for the buying unit.

• Questions may be raised about the accuracy of the cost and investment allocation. In some
situations, assigning costs and assets to individual products is not difficult. In any event, ap-
proximate accuracy is adequate. The principal problem usually is not the allocation tech-
nique; it’s deciding how much capacity to reserve for the various products. Moreover, if ca-
pacity is reserved for a group of products sold to the same business unit, there is no need to
allocate fixed costs and investments to individual products in the group.

• Under this pricing system, the manufacturing unit’s profit performance is not affected by
the sales volume of the final unit. This solves the problem that arises when marketing ef-
forts by other business units affect the profit performance of a purely manufacturing unit.

• There could be a conflict between the interests of the manufacturing unit and those of the
company. If capacity is limited, the manufacturing unit could increase its profit by using the
capacity to produce parts for outside sale, if it is advantageous to do so. (This weakness is
mitigated by stipulating that the marketing unit has first claim on the capacity for which it
contracted.)

• This method is similar to the “take or pay” pricing that is used frequently by public utilities,
pipelines, and coal mining companies, and in other long-term contracts.

Profit Sharing

If the two-step pricing system just described is not feasible, a profit sharing system might be
used to ensure congruence between business unit and company interests. This system operates

as follows:

1. The product is transferred to the marketing unit at standard variable cost.

2. After the product is sold, the business units share the contribution earned, which is the sell-
ing price minus the variable manufacturing and marketing costs.

This method of pricing may be appropriate if demand for the manufactured product is not
steady enough to warrant the permanent assignment of facilities, as in the two-step method.
In general, this method does make the marketing unit’s interest congruent with the company’s.

Implementing such a profit sharing system produces several practical problems. First, there
can be arguments over the way contribution is divided between the two profit centers, and se-
nior management might have to intervene to settle these disputes. This is costly and time-con-
suming and works against a basic reason for decentralization, namely, autonomy of business
unit managers. Second, arbitrarily dividing up the profits between units does not give valid in-
formation on the profitability of each unit. Third, since the contribution is not allocated until
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after the sale has been made, the manufacturing unit’s contribution depends on the marketing
unit’s ability to sell as well as the actual selling price. Manufacturing units may perceive this
situation to be unfair.

Two Sets of Prices

In this method, the manufacturing unit’s revenue is credited at the outside sales price and the
buying unit is charged the total standard costs. The difference is charged to a headquarters ac-
count and eliminated when the business unit statements are consolidated.This transfer pricing
method is sometimes used when there are frequent conflicts between the buying and selling
units that cannot be resolved by one of the other methods. Both the buying and selling units ben-
efit under this method.

However, there are several disadvantages to the system of having two sets of transfer prices.
First, the sum of the business unit profits is greater than overall company profits. Senior man-
agement must be aware of this situation when approving budgets for the business units and
subsequently evaluating performance against these budgets. Second, this system creates an il-
lusive feeling that business units are making money, while, in fact, the overall company might
be losing money because of debits to headquarters. Third, this system might motivate business
units to concentrate more on internal transfers where they are assured of a good markup at the
expense of outside sales. Fourth, there is additional bookkeeping involved in first debiting the
headquarters account every time a transfer is made and then eliminating this account when
business unit statements are consolidated. Finally, the fact that conflicts between the business
units would be lessened under this system could be viewed as a weakness. Sometimes, conflicts
over transfer prices signal problems in either the organizational structure or other manage-
ment systems. Under the two-sets-of-prices method these conflicts are smoothed over, thereby
not alerting senior management to these problems.

Business Practice

Exhibit 6.3 summarizes the transfer pricing practices of U.S. corporations and the methods
practiced in selected countries outside the United States.

Pricing Corporate Services

In this section we describe some of the problems associated with charging business units for
services furnished by corporate staff units. We exclude the cost of central service staff units
over which business units have no control (e.g., central accounting, public relations, adminis-
tration). As described in Chapter 5, if these costs are charged at all, they are allocated, and the
allocations do not include a profit component. The allocations are not transfer prices.

There remain two types of transfers:

1. For central services that the receiving unit must accept but can at least partially control the
amount used.

2. For central services that the business unit can decide whether or not to use.
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Control over Amount of Service

Business units may be required to use company staffs for services such as information tech-
nology and research and development. In these situations, the business unit manager cannot
control the efficiency with which these activities are performed but can control the amount of
the service received. There are three schools of thought about such services.

One school holds that a business unit should pay the standard variable cost of the discre-
tionary services. If it pays less than this, it will be motivated to use more of the service than is
economically justified. On the other hand, if business unit managers are required to pay more
than the variable cost, they might not elect to use certain services that senior management be-
lieves worthwhile from the company’s viewpoint. This possibility is most likely when senior
management introduces a new service, such as a new project analysis program. The low price
is analogous to the introductory price that companies sometimes use for new products.

Example. For many years, managers of the Corporate Data Processing Services (CDPS) depart-
ment of the Boise Cascade Corporation did not allocate any of the costs of supporting personal
computers (PC), such as purchasing, setup, and application assistance, to the PC users because
they wanted to stimulate PC use. These costs were charged to all of the other CDPS users, pri-
marily consumers of mainframe computer resources. Even when the PC support costs became so
significant that a charge for them was deemed desirable, CDPS managers chose not to charge the
full cost. They set the charge at around $100 per month per PC, rather than at their best current-
year estimate of $121 per month.4

EXHIBIT 6.3 Transfer Pricing Methods for Goods

Percentage of Respondents Using the Transfer Pricing Method

United Statesa Australiab Canadac Japand Indiae United Kingdomf

Number of respondents 470 N/A N/A N/A N/A N/A

Cost-Based Methods
Variable cost 11% N/A 6% 2% 6% 10%
Full cost 25 N/A 37 44 47 38
Cost plus markup 17 N/A N/A N/A N/A N/A
Other N/A N/A 3 0 0 1

Total 53% 65% 46% 46% 53% 49%
Market price 31 13 34 34 47 26
Negotiated price 16 11 18 19 0 24
Other N/A 11 2 1 0 1

100% 100% 100% 100% 100% 100%

aVijay Govindarajan, “Profit Center Measurement: An Empirical Study,” The Amos Tuck School of Business Administration, Dartmouth College,
1994, p. 2.

bM. Joye and P. Blayney, “Cost and Management Accounting Practices in Australian Manufacturing Companies,” Accounting Research Centre,
The University of Sydney, 1991.

cR. Tang, “Canadian Transfer Pricing in the 1990s,” Management Accounting, February 1992.
dR. Tang, C. Walter, and R. Raymond, “Transfer Pricing—Japanese vs. American Style,” Management Accounting, January 1979.
eV. Govindarajan and B. Ramamurthy, “Transfer Pricing Policies in Indian Companies: A Survey,” The Chartered Accountant, November 1983.
fC. Drury, S. Braund, P. Osborne, and M. Tayles, A Survey of Management Accounting Practices in U.K. Manufacturing Companies, London, UK:

Chartered Association of Certified Accountants, 1993.

4Kenneth A. Merchant, “Boise Cascade Corporation,” University of Southern California case A911-04.
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A second school of thought advocates a price equal to the standard variable cost plus a fair
share of the standard fixed costs—that is, the full cost. Proponents argue that if the business
units do not believe the services are worth at least this amount, something is wrong with ei-
ther the quality or the efficiency of the service unit. Full cost represents the company’s long-
run costs, and this is the amount that should be paid.

A third school advocates a price that is equivalent to the market price, or to standard full
cost plus a profit margin. The market price would be used if available (e.g., costs charged by a
computer service bureau); if not, the price would be full cost plus a return on investment. The
rationale for this position is that the capital employed by service units should earn a return
just as the capital employed by manufacturing units does. Also, the business units would incur
the investment if they provided their own service.

Optional Use of Services

In some cases, management may decide that business units can choose whether to use central
service units. Business units may procure the service from outside, develop their own capabil-
ity, or choose not to use the service at all. This type of arrangement is most often found for such
activities as information technology, internal consulting groups, and maintenance work. These
service centers are independent; they must stand on their own feet. If the internal services are
not competitive with outside providers, the scope of their activity will be contracted or their ser-
vices may be outsourced completely.

Examples. Commodore Business Machines outsourced one of its central service activities—cus-
tomer service—to Federal Express. James Reeder, Commodore’s vice president of customer satis-
faction, said, “At that time we didn’t have the greatest reputation for customer service and satis-
faction.” But this was FedEx’s specialty, handling more than 300,000 calls for service each day.
Commodore arranged for FedEx to handle the entire telephone customer service operation from
FedEx’s hub in Memphis.5

After losing $29 million online the previous year, Borders Group turned to rival Amazon.com to
manage its online sales. Borders gets to maintain an Internet sales channel and gains the opera-
tional effectiveness provided by Amazon.com while being able to focus on the growth of its bricks-
and-mortar business.6

In this situation, business unit managers control both the amount and the efficiency of the
central services. Under these conditions, these central groups are profit centers. Their transfer
prices should be based on the same considerations as those governing other transfer prices.

Simplicity of the Price Mechanism

The prices charged for corporate services will not accomplish their intended result unless the
methods of calculating them are straightforward enough for business unit managers to under-
stand them. Computer experts are accustomed to dealing with complex equations, and the
computer itself provides information on the use made of it on a second-by-second basis and at
low cost. There sometimes is a tendency, therefore, to charge computer users on the basis of

5James Brian Quinn, Intelligent Enterprise (New York: Free Press, 1992), p. 91.
6Arlene Weintraub, “The Year of the E-Piggyback,” BusinessWeek, December 3, 2001, p. 24.
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rules that are so complicated that a user cannot understand what the effect on costs would be
if he or she decided to use the computer for a given application or, alternatively, to discontinue
a current application. Such rules are counterproductive.

Administration of Transfer Prices

We have so far discussed how to formulate a sound transfer pricing policy. In this section we dis-
cuss how the selected policy should be implemented—specifically, the degree of negotiation al-
lowed in setting transfer prices, methods of resolving transfer pricing conflicts, and classification
of products according to the appropriate method.

Negotiation

In most companies, business units negotiate transfer prices with each other; that is, transfer
prices are not set by a central staff group. Perhaps the most important reason for this is the be-
lief that establishing selling prices and arriving at satisfactory purchase prices are among the
primary functions of line management. If headquarters controls pricing, line management’s
ability to affect profitability is reduced. Also, many transfer prices require a degree of subjec-
tive judgment. Consequently, a negotiated transfer price often is the result of compromises
made by both buyer and seller. If headquarters establishes transfer prices, business unit man-
agers can argue that their low profits are due to the arbitrariness of the transfer prices. An-
other reason for having the business units negotiate their prices is that they usually have the
best information on markets and costs and, consequently, are best able to arrive at reasonable
prices.

Example. Business Unit A has an opportunity to supply a large quantity of a certain product to
an outside company at a price of $100 per unit. The raw material for this product would be sup-
plied by Business Unit B. Unit B’s normal transfer price for this material is $35 per unit, of which
$10 is variable cost. Unit A’s process cost (excluding raw material) plus normal profit is $85, of
which $50 is variable cost. Unit A’s total cost plus normal profit, therefore, is $120; at this
amount, the selling price of $100 is not attractive. Rejecting the contract would be dysfunctional
for the company as a whole because both business units have available capacity. The two units,
therefore, should negotiate a lower price for the raw material so that both units will make a con-
tribution to their profit.

If, instead of two business units within a single company, one company had an offer to sell raw
material to another company that had a similar sales prospect, the two companies should negoti-
ate in the same fashion. The fact that a transfer price was involved in the first example does not
affect how reasonable managers should behave.7

Business units must know the ground rules within which these transfer price negotiations
are to be conducted. In a few companies, headquarters informs business units that they are
free to deal with each other or with outsiders as they see fit, subject only to the qualification

7David Solomons, in Divisional Performance: Measurement and Control (Homewood, IL: Richard D. Irwin, 1968, chapter VI),

discussed a similar example. He concluded that the transfer pricing system would be dysfunctional because Division A

would reject a contract that was in the best interest of the company. He did not mention the possibility of negotiation,

and his conclusion was, therefore, incorrect.
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that if there is a tie, the business must be kept inside. If this is done and there are outside
sources and outside markets, no further administrative procedures are required. The price is
set in the outside marketplace, and if business units cannot agree on a price, they simply buy
from, or sell to, outsiders. In many companies, however, business units are required to deal
with one another. If they do not have the threat of doing business with competitors as a bar-
gaining point in the negotiation process, headquarters staff must develop a set of rules that
govern both pricing and sourcing of intracompany products.

Line managers should not spend an undue amount of time on transfer price negotiations, so
these rules should be specific enough to prevent negotiating skill from being a significant fac-
tor in determining the transfer price. Without such rules, the most stubborn manager will ne-
gotiate the most favorable prices.

Arbitration and Conflict Resolution

No matter how specific the pricing rules are, there may be instances in which business units
will not be able to agree on a price. For this reason, a procedure should be in place for arbi-
trating transfer price disputes. There can be widely different degrees of formality in transfer
price arbitration. At one extreme, the responsibility for arbitrating disputes is assigned to a
single executive—the financial vice president or executive vice president, for example—who
talks to business unit managers involved and then orally announces the price. The other ex-
treme is to set up a committee. Usually such a committee will have three responsibilities:
(1) settling transfer price disputes, (2) reviewing sourcing changes, and (3) changing the trans-
fer price rules when appropriate. The degree of formality employed depends on the extent and
type of potential transfer price disputes. In any case, transfer price arbitration should be the
responsibility of a high-level headquarters executive or group, since arbitration decisions can
have an important effect on business unit profits.

Arbitration can be conducted in a number of ways. With a formal system, both parties submit
a written case to the arbitrator. The arbitrator reviews their positions and decides on the price,
sometimes with the assistance of other staff offices. For example, the purchasing department
might review the validity of a proposed competitive price quotation, or the industrial engineer-
ing department might review the appropriateness of a disputed standard labor cost.As indicated
above, in less formal systems the presentations may be largely oral.

It is important that relatively few disputes be submitted to arbitration. If a large number of
disputes are arbitrated, this indicates the rules are not specific enough or are difficult to apply,
or the business unit organization is illogical. In short, this is a symptom that something is
wrong. Not only is arbitration time-consuming to both line managers and headquarters execu-
tives, but arbitrated prices often satisfy neither the buyer nor the seller. In some companies,
submitting a price dispute to arbitration is so cumbersome that very few are ever submitted.
If, as a consequence, legitimate grievances do not surface, the results are undesirable. Pre-
venting disputes from being submitted to arbitration will tend to hide the fact that there are
problems with the transfer price system.

Irrespective of the degree of formality of the arbitration, the type of conflict resolution
process that is used will also influence the effectiveness of a transfer pricing system. There are
four ways to resolve conflicts: forcing, smoothing, bargaining, and problem solving.8 The conflict
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resolution mechanisms range from conflict avoidance through forcing and smoothing to conflict
resolution through bargaining and problem solving.

Product Classification

The extent and formality of the sourcing and transfer pricing rules depend to a large extent on
the number of intracompany transfers and the availability of markets and market prices. The
greater are the number of intracompany transfers and the availability of market prices, the
more formal and specific the rules must be. If market prices are readily available, sourcing can
be controlled by having headquarters review make-or-buy decisions that exceed a specified
amount.

Some companies divide products into two main classes:

Class I includes all products for which senior management wishes to control sourcing.
These would normally be large-volume products; products for which no outside source ex-
ists; and products over whose manufacturing, for quality or secrecy reasons, senior man-
agement wishes to maintain control.

Class II is all other products. In general, these are products that can be produced outside
the company without any significant disruption to present operations, and products of rel-
atively small volume, produced with general-purpose equipment. Class II products are
transferred at market prices.

The sourcing of Class I products can be changed only by permission of central management.
The sourcing of Class II products is determined by the business units involved. Both the buy-
ing and the selling units are free to deal either inside or outside the company.

Under this arrangement, management can concentrate on the sourcing and pricing of a rel-
atively small number of high-volume products. Rules for transfer prices would be established
using the various methods described in the preceding section, as appropriate.

Summary

Delegating authority depends on the ability to delegate responsibility for profits. Profit responsi-
bility cannot be safely delegated unless two conditions exist:

1. The delegatee has all the relevant information needed to make optimum profit decisions.

2. The delegatee’s performance is measured on how well he or she has made cost/revenue
trade-offs.

Where segments of a company share responsibility for product development, manufactur-
ing, and marketing, a transfer price system is required if these segments are to be delegated
profit responsibility. This transfer price system must result in the two conditions just de-

8Paul R. Lawrence and Jay W. Lorsch, Organization and Environment (Homewood, IL.: Richard D. Irwin, 1967), pp. 73–78.
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scribed. In complex organizations, devising a transfer price system that ensures the necessary
knowledge and motivation for optimum decision-making can be difficult.

Two decisions are involved in designing a transfer price system. First is the sourcing deci-
sion: Should the company produce the product inside the company or purchase it from an out-
side vendor? Second is the transfer price decision: At what price should the product be trans-
ferred between profit centers?

Ideally, the transfer price should approximate the normal outside market price, with ad-
justments for costs not incurred in intracompany transfers. Even when sourcing decisions are
constrained, the market price is the best transfer price.

If competitive prices are not available, transfer prices may be set on the basis of cost plus a
profit, even though such transfer prices may be complex to calculate and the results less satis-
factory than a market-based price. Cost-based transfer prices can be made at standard cost
plus profit margin, or by the use of the two-step pricing system.

A method of negotiating transfer prices should be in place and there should be an arbitra-
tion mechanism for settling transfer price disputes, but these arrangements should not be so
complicated that management devotes an undue amount of time to transfer pricing.

There are probably few examples in complex organizations of completely satisfactory trans-
fer price systems. As with many management control design choices, it is necessary to choose
the best of several less-than-perfect courses of action. The important thing is to be aware of the
areas of imperfection and to be sure that administrative procedures are employed to avoid sub-
optimum decisions.

Appendix

Some Theoretical Considerations
There is a considerable body of literature on theoretical transfer pricing models. Few, if any, of
these models are used in actual business situations, however, and for reasons explained below,
it is unlikely that they ever will be widely used. Consequently, we have not referred to these
models in the body of this chapter. Although they are not directly applicable to real business
situations, they are useful in conceptualizing transfer price systems. These models may be di-
vided into three types: (1) models based on classical economic theory, (2) models based on lin-
ear programming, and (3) models based on the Shapley value.

Economic Models

The classic economic model was first described by Jack Hirschleifer in the 1956 article referred
to in footnote 1 of this chapter. Professor Hirschleifer developed a series of marginal revenue,
marginal cost, and demand curves for the transfer of an intermediate product from one busi-
ness unit to another. He used these curves to establish transfer prices, under various sets of
economic assumptions, that would optimize the total profit of the two business units. Using the
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transfer prices thus developed, the two units would produce the maximum total profit by opti-
mizing their unit profits.

The difficulty with the Hirschleifer model is that it can be used only when a specified set of
conditions exists: It must be possible to estimate the demand curve for the intermediate prod-
uct, the assumed conditions must remain stable, and there can be no alternative uses for facil-
ities used to make the intermediate product. Finally, the model is applicable only to the
situation in which the selling unit makes a single intermediate product, which it transfers to a
single buying unit, which uses that intermediate product in a single final product. Such condi-
tions exist rarely, if at all, in the real world.

This model (and also the other models) assumes that transfer prices will be imposed by the
central staff, and it denies the importance of negotiation among business units. Business unit
managers usually have better information than is available to the central staff. Indeed, if the

central staff could determine the optimum production pattern, the following question arises:

Why is this pattern not imposed directly, rather than attempting to arrive at it indirectly via the

transfer price mechanism?

Linear Programming Model

The linear programming model is based on an opportunity cost approach.This model also incor-
porates capacity constraints. The model calculates an optimum companywide production pat-
tern, and using this pattern, it calculates a set of values that impute the profit contributions of
each of the scarce resources.These are termed shadow prices, and one process of calculating them
is called “obtaining the dual solution” to the linear program. If the variable costs of the interme-
diate products are added to their shadow prices, a set of transfer prices results that should mo-
tivate business units to produce according to the optimum production pattern for the entire
company.This is so because, if these transfer prices are used, each business unit will optimize its
profits only by producing in accordance with the patterns developed through the linear program.

If reliable shadow prices could be calculated, this model would be useful in arriving at trans-
fer prices. However, to make the model manageable, even on a computer, many simplifying as-
sumptions must be incorporated in it. It is assumed that the demand curve is known, that it is
static, that the cost function is linear, and that alternative uses of production facilities and their
profitability can be estimated in advance. As is the case with the economic model, these condi-
tions rarely exist in the real world.

Shapley Value

The theoretical literature has a few articles advocating the use of a number termed the Shap-

ley value as the transfer price. The Shapley value was developed in 1953 by L. S. Shapley as a
method of dividing the profits of a coalition of companies or individuals among its individual
members in proportion to the contribution that each of them made.This is a problem that arises
in the theory of games, and the Shapley value generally is considered to provide an equitable
solution to that problem.
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Whether the same technique is applicable to the transfer price problem is a highly debatable
issue.Although the method has been described in the literature for a number of years, few prac-
tical applications have been reported. A partial reason for its lack of acceptance is that the com-
putation is lengthy unless there are only a few products involved in the transfer. Another
reason is that many of those who have studied the Shapley method do not believe that its un-
derlying assumptions are valid for the transfer pricing problem.
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Case 6-1

Transfer Pricing Problems

1. Division A of Lambda Company manufactures Product X, which is sold to Division B as a
component of Product Y. Product Y is sold to Division C, which uses it as a component in
Product Z. Product Z is sold to customers outside of the company. The intracompany pricing
rule is that products are transferred between divisions at standard cost plus a 10 percent re-
turn on inventories and fixed assets. From the information provided below, calculate the
transfer price for Products X and Y and the standard cost of Product Z.

Standard Cost per Unit Product X Product Y Product Z

Material purchased outside . . . . . . . . $    2.00 $    3.00 $    1.00
Direct labor . . . . . . . . . . . . . . . . . . . . 1.00 1.00 2.00
Variable overhead . . . . . . . . . . . . . . . 1.00 1.00 2.00
Fixed overhead per unit. . . . . . . . . . . 3.00 4.00 1.00
Standard volume. . . . . . . . . . . . . . . . 10,000 10,000 10,000
Inventories (average) . . . . . . . . . . . . . $70,000 $15,000 $30,000
Fixed assets (net). . . . . . . . . . . . . . . . 30,000 45,000 16,000

2. Assume the same facts as stated in Problem 1, except that the transfer price rule is as fol-
lows: Goods are transferred among divisions at the standard variable cost per unit trans-
ferred plus a monthly charge. This charge is equal to the fixed costs assigned to the product
plus a 10 percent return on the average inventories and fixed assets assignable to the prod-
uct. Calculate the transfer price for Products X and Y and calculate the unit standard cost
for Products Y and Z.

3. The present selling price for Product Z is $28.00. Listed below is a series of possible price re-
ductions by competition and the probable impact of these reductions on the volume of sales
if Division C does not also reduce its price.

• Possible competitive price: $27.00; $26.00; $25.00; $23.00; $22.00.

• Sales volume if price of Product Z is maintained at $28.00: 9,000; 7,000; 5,000; 2,000; 0.

• Sales volume if price of Product Z is reduced to competitive levels: 10,000; 10,000;
10,000; 10,000; 10,000.

Questions

a. With transfer price calculated in Problem 1, is Division C better advised to maintain
its price at $28.00 or to follow competition in each of the instances above?

b. With the transfer prices calculated in Problem 2, is Division C better advised to
maintain its present price at $28.00 or to follow competition in each of the instances
above?

This case was prepared by Professors John Dearden and Robert N. Anthony.



Chapter 6 Transfer Pricing 249

c. Which decisions are to the best economic interests of the company, other things being
equal?

d. Using the transfer prices calculated in Problem 1, is the manager of Division C mak-
ing a decision contrary to the overall interests of the company? If so, what is the op-
portunity loss to the company in each of the competitive pricing actions described
above?

4. Division C is interested in increasing the sales of Product Z. The present selling price of
Product Z is $28.00. A survey is made and sales increases resulting from increases in tele-
vision advertising are estimated. The results of this survey are provided below. (Note that
this particular type of advertising can be purchased only in units of $100,000.)

(in thousands)

Advertising expenditures . . . . . . $100 $200 $300 $400 $500
Additional volume resulting 

from additional 
advertising . . . . . . . . . . . . . . . 10 19 27 34 40

Questions

a. As manager of Division C, how much television advertising would you use if you pur-
chased Product Y at the transfer price calculated in Problem 1?

b. How much television advertising would you use if you purchased Product Y for the
transfer price calculated in Problem 2?

c. Which is correct from the overall company viewpoint?
d. How much would the company lose in suboptimum profits from using the first trans-

fer price?

5. Two of the divisions of the Chambers Corporation are the Intermediate Division and the
Final Division. The Intermediate Division produces three products: A, B, and C. Normally
these products are sold both to outside customers and to the Final Division. The Final Divi-
sion uses Products A, B, and C in manufacturing Products X, Y, and Z, respectively. In recent
weeks, the supply of Products A, B, and C has tightened to such an extent that the Final Di-
vision has been operating considerably below capacity because of the lack of these products.
Consequently, the Intermediate Division has been told to sell all its products to the Final Di-
vision. The financial facts about these products are as follows:

Intermediate Division

Product A Product B Product C

Transfer price . . . . . . . . . . . . . . . . . $  10.00 $ 10.00 $  15.00
Variable manufacturing cost . . . . . . 3.00 6.00 5.00

Contribution per unit . . . . . . . . . . . $    7.00 $ 4.00 $  10.00

Fixed costs (total) . . . . . . . . . . . . . . $50,000 $100,000 $75,000
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The Intermediate Division has a monthly capacity of 50,000 units. The processing con-
straints are such that capacity production can be obtained only by producing at least 10,000
units of each product.The remaining capacity can be used to produce 20,000 units of any com-
bination of the three products. The Intermediate Division cannot exceed the capacity of
50,000 units.

The Final Division has sufficient capacity to produce about 40 percent more than it is now
producing because the availability of Products A, B, and C is limiting production. Also, the
Final Division can sell all the products that it can produce at the prices indicated above.

Final Division

Product X Product Y Product Z

Selling price . . . . . . . . . . . . . . $    28.00 $    30.00 $    30.00
Variable cost:

Inside purchases . . . . . . . . . 10.00 10.00 15.00
Other variable costs . . . . . . 5.00 5.00 8.00

Total variable cost . . . . . . . . . $    15.00 $    15.00 $    23.00
Contribution per unit . . . . . . . $    13.00 $    15.00 $      7.00
Fixed costs (total). . . . . . . . . . $100,000 $100,000 $200,000

Questions

a. If you were the manager of the Intermediate Division, what products would you sell
to the Final Division? What is the amount of profit that you would earn on these
sales?

b. If you were the manager of the Final Division, what products would you order from
the Intermediate Division, assuming that the Intermediate Division must sell all its
production to you? What profits would you earn?

c. What production pattern optimizes total company profit? How does this affect the
profits of the Intermediate Division? If you were the executive vice president of
Chambers and prescribed this optimum pattern, what, if anything, would you do
about the distribution of profits between the two divisions?

6. How, if at all, would your answers to Problem 5 change if there were no outside markets for
Products A, B, or C?

7. The Chambers Company has determined that capacity can be increased in excess of 50,000
units, but these increases require an out-of-pocket cost penalty. These penalties are as follows:

Cost Penalty

Volume in Excesss
of Present Capacity Product Product Product 

(units) A B C

1,000 $10,000 $12,000 $10,000
2,000 25,000 24,000 20,000
3,000 50,000 50,000 35,000
4,000 80,000 80,000 50,000
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Each of these increases is independent—that is, increases in the production of Product A
do not affect the costs of increasing the production of Product B. Changes can be made only
in quantities of 100 units, with a maximum increase of 4,000 units for each product. All
other conditions are as stated in Problem 5.

Questions

a. What would be the Intermediate Division’s production pattern, assuming that it can
charge all penalty costs to the Final Division?

b. The Final Division’s optimum production pattern, assuming that it is required to ac-
cept the penalty costs?

c. The optimum Company production pattern?

8. How would your answer to Problem 7 differ if the Intermediate Division had no outside mar-
kets for Products A, B, and C?

9.1 Division A of Kappa Company is the only source of supply for an intermediate product that
is converted by Division B into a salable final product. A substantial part of A’s costs are
fixed. For any output up to 1,000 units a day, its total costs are $500 a day. Total costs in-
crease by $100 a day for every additional thousand units made. Division A judges that its
own results will be optimized if it sets its price at $0.40 a unit, and it acts accordingly.

Division B incurs additional costs in converting the intermediate product supplied by
A into a finished product. These costs are $1,250 for any output up to 1,000 units, and $250
per thousand for outputs in excess of 1,000. On the revenue side, B can increase its revenue
only by spending more on sales promotion and by reducing selling prices. Its sales forecast
is shown in the following table.

Sales Forecast

Revenue Net of Selling Costs
Sales (units) (per thousand units)

1,000 $1,750
2,000 1,325
3,000 1,100
4,000 925
5,000 800
6,000 666

Looking at the situation from B’s point of view, we can compare its costs and revenues
at various levels of output while considering both its own processing costs and what it is
charged by A for the intermediates that A will supply. The relevant information is set out
in Exhibit 1.

Exhibit 1 makes it clear that the most profitable policy for Division B, in the circum-
stances, is to set its output at either 2,000 or 3,000 units a day and to accept a profit of
$350 a day. If its output is more than 3,000 or less than 2,000, it will make even less profit.

With Division B taking 3,000 units a day from it, Division A’s revenue, at $0.40 a unit,
is $1,200, and its total costs are $700. Therefore, A’s separate profit is $500 a day. Adding
this to B’s profit of $350 a day, we get an aggregate profit for the corporation of $850 a day.

1Reproduced with permission from David Solomons, Divisional Performance: Measurement and Control (Homewood, IL:

Richard D. Irwin, 1968).
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Assume now that the company abandons its divisionalized structure, and instead of hav-
ing two profit centers, A and B, it combines them into a single profit center, with responsi-
bility for both production of the intermediate and processing it to completion. Let us further
suppose that, apart from this change of structure, all the other conditions previously present
continue to apply. Then the market conditions that formerly faced Division B now confront
the single profit center. Its costs are equal to the combined costs of A and B, eliminating, of
course, the charge previously made by A to B for the supply of intermediates. The schedule
of costs and revenues for the single profit center will then appear as shown in Exhibit 2.

Exhibit 2 shows that the single profit center will operate more profitably than the two di-
visions together formerly did. By making and selling 4,000 units a day, it can earn a profit of
$900 or $50 a day in excess of the best result achieved by the combined activities of Divisions
A and B.

The company is seen to have been paying a price for the luxury of divisionalization. By sub-
optimizing (i.e., by seeking maximum profits for themselves as separate entities), the divi-
sions have caused the corporation to less than optimize its profits as a whole. The reason was,
of course, that Division B reacted to the transfer price of $0.40 a unit by restricting both its

EXHIBIT 1

A’s Charge B’s Revenue 
Division B’s B’s Own to B for (net of 

Output Processing Intermediates B’s Total setting costs) B’s Total B’s Profit 
(units) Costs @$0.40 a Unit Costs per 1,000 Units Revenue (Loss) 

(1) (2) (3) (4) ⴝ (2) ⴙ (3) (5) (6) ⴝ (1) * (5) (7) ⴝ (6) ⴚ (4)

1,000 $1,250 $ 400 $1,650 $1,750 $1,750 $100
2,000 1,500 800 2,300 1,325 2,650 350
3,000 1,750 1,200 2,950 1,100 3,300 350
4,000 2,000 1,600 3,600 925 3,700 100
5,000 2,250 2,000 4,250 800 4,000 (250)
6,000 2,500 2,400 4,900 666 4,000 (900)

EXHIBIT 2

Cost of Cost of 
Output Producing Processing 
(units) Intermediates to Completion Total Cost Total Revenue* Profit 

(1) (2) (3) (4) ⴝ (2) ⴙ (3) (5) (6) ⴝ (5) ⴚ (4)

1,000 500 $1,250 $1,750 $1,750 —
2,000 600 1,500 2,100 2,650 $550
3,000 700 1,750 2,450 3,330 850
4,000 800 2,000 2,800 3,700 900
5,000 900 2,250 3,150 4,000 850
6,000 1,000 2,500 3,500 4,000 500

*Taken from column (6) of Exhibit 1.
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demand for the intermediate and its own output of the finished product. By making for it-
self the best of a bad job, it created an unsatisfactory situation for the company. But who can
blame it? Assuming that the instructions to its general manager were to maximize the divi-
sion’s separate profit, the manager did just that, given the conditions confronting him or her.
The responsibility for the final result really lay with Division A. Yet it is not fair to blame
that division, either, for it, too, was only carrying out instructions in seeking to maximize its
own profit; and a transfer price of $0.40, while it leads to a less than optimal result for the
corporation, does maximize A’s own profit.

One further feature of this illustration is worth noting. So far as its own profit was con-
cerned, it was a matter of indifference to Division B whether it sold 2,000 or 3,000 units. We
assumed that it decided to sell 3,000. If it had chosen to sell only 2,000, its own profit would
have been unaffected, while A’s profit would have been diminished by $300. In a situation
like this, negotiations about the price between A and B would probably have prevented this
further damage to the corporation resulting from suboptimization. But it is unlikely that the
divisions, left to themselves, would arrive at an optimal solution from the corporate point of
view.

Questions

a. What is the lowest price that Division A should be willing to accept from Division B
for 4,000 units?

b. What is the highest price at which Division B should be willing to buy 4,000 units
from Division A?

c. If Division A does sell 4,000 units to Division B, what should the transfer price be?
d. Under what circumstances, if any, would the transfer price be 

dysfunctional?
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Case 6-2

Birch Paper Company
“If I were to price these boxes any lower than $480 a thousand,” said James Brunner, manager
of Birch Paper Company’s Thompson Division, “I’d be countermanding my order of last month
for our salesmen to stop shaving their bids and to bid full-cost quotations. I’ve been trying for
weeks to improve the quality of our business, and if I turn around now and accept this job at
$430 or $450 or something less than $480, I’ll be tearing down this program I’ve been working
so hard to build up. The division can’t very well show a profit by putting in bids that don’t even
cover a fair share of overhead costs, let alone give us a profit.”

Birch Paper Company was a medium-sized, partly integrated paper company, producing
white and kraft papers and paperboard. A portion of its paperboard output was converted
into corrugated boxes by the Thompson Division, which also printed and colored the outside
surface of the boxes. Including Thompson, the company had four producing divisions and a
timberland division, which supplied part of the company’s pulp requirements.

For several years, each division had been judged independently on the basis of its profit
and return on investment. Top management had been working to gain effective results from
a policy of decentralizing responsibility and authority for all decisions except those relating
to overall company policy. The company’s top officials believed that in the past few years the
concept of decentralization had been applied successfully and that the company’s profits and
competitive position definitely had improved.

The Northern Division had designed a special display box for one of its papers in con-
junction with the Thompson Division, which was equipped to make the box. Thompson’s
staff for package design and development spent several months perfecting the design, pro-
duction methods, and materials to be used. Because of the unusual color and shape, these
were far from standard. According to an agreement between the two divisions, the Thomp-
son Division was reimbursed by the Northern Division for the cost of its design and devel-
opment work.

When all the specifications were prepared, the Northern Division asked for bids on the
box from the Thompson Division and from two outside companies. Each division manager
was normally free to buy from whatever supplier he wished, and even on sales within the
company, divisions were expected to meet the going market price if they wanted the busi-
ness.

During this period, the profit margins of such converters as the Thompson Division were
being squeezed. Thompson, as did many other similar converters, bought its paperboard,
and its function was to print, cut, and shape it into boxes. Though it bought most of its ma-
terials from other Birch divisions, most of Thompson’s sales were made to outside cus-
tomers. If Thompson got the order from Northern, it probably would buy its linerboard and
corrugating medium from the Southern Division of Birch. The walls of a corrugated box con-
sist of outside and inside sheets of linerboard sandwiching the fluted corrugating medium.
About 70 percent of Thompson’s out-of-pocket cost of $400 for the order represented the cost

This case was prepared by William Rotch under the supervision of Neil Harlan, Harvard Business School. Copyright by the

President and Fellows of Harvard College. Harvard Business School case 158-001.
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of linerboard and corrugating medium. Though Southern had been running below capacity
and had excess inventory, it quoted the market price, which had not noticeably weakened as
a result of the oversupply. Its out-of-pocket costs on both liner and corrugating medium were
about 60 percent of the selling price.

The Northern Division received bids on the boxes of $480 a thousand from the Thompson
Division, $430 a thousand from West Paper Company, and $432 a thousand from Eire Pa-
pers, Ltd. Eire Papers offered to buy from Birch the outside linerboard with the special
printing already on it, but would supply its own inside liner and corrugating medium. The
outside liner would be supplied by the Southern Division at a price equivalent of $90 a thou-
sand boxes, and it would be printed for $30 a thousand by the Thompson Division. Of the
$30, about $25 would be out-of-pocket costs.

Since this situation appeared to be a little unusual, William Kenton, manager of the
Northern Division, discussed the wide discrepancy of bids with Birch’s commercial vice pres-
ident. He told the vice president: “We sell in a very competitive market, where higher costs
cannot be passed on. How can we be expected to show a decent profit and return on invest-
ment if we have to buy our supplies at more than 10 percent over the going market?”

Knowing that Mr. Brunner on occasion in the past few months had been unable to oper-
ate the Thompson Division at capacity, it seemed odd to the vice president that Mr. Brunner
would add the full 20 percent overhead and profit charge to his out-of-pocket costs. When he
was asked about this, Mr. Brunner’s answer was the statement that appears at the begin-
ning of the case. He went on to say that having done the developmental work on the box, and
having received no profit on that, he felt entitled to a good markup on the production of the
box itself.

The vice president explored further the cost structures of the various divisions. He re-
membered a comment that the controller had made at a meeting the week before to the effect
that costs which were variable for one division could be largely fixed for the company as a
whole. He knew that in the absence of specific orders from top management Mr. Kenton would
accept the lowest bid, which was that of the West Paper Company for $430. However, it would
be possible for top management to order the acceptance of another bid if the situation war-

ranted such action. And though the volume represented by the transactions in question was
less than 5 percent of the volume of any of the divisions involved, other transactions would

conceivably raise similar problems later.

Questions

1. Which bid should Northern Division accept that is in the best interests of Birch Paper Com-
pany?

2. Should Mr. Kenton accept this bid? Why or why not?

3. Should the vice president of Birch Paper Company take any action?

4. In the controversy described, how, if at all, is the transfer price system dysfunctional? Does
this problem call for some change, or changes, in the transfer pricing policy of the overall
firm? If so, what specific changes do you suggest?
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Case 6-3

General Appliance Corporation

Organization

The General Appliance Corporation was an integrated manufacturer of all types of home ap-
pliances. As shown in Exhibit 1, the company had a decentralized, divisional organization con-
sisting of four product divisions, four manufacturing divisions, and six staff offices. Each divi-
sion and staff office was headed by a vice president. The staff offices had functional authority
over their counterparts in the divisions, but they had no direct line authority over the
divisional general managers. The company’s organization manual stated: “All divisional per-
sonnel are responsible to the division manager. Except in functional areas specifically dele-
gated, staff personnel have no line authority in a division.”

The product divisions designed, engineered, assembled, and sold various home appli-
ances. They manufactured very few component parts; rather, they assembled the appliances
from parts purchased either from the manufacturing divisions or from outside vendors. The

This case was prepared by John Dearden and Robert N. Anthony, Harvard Business School. Copyright by the President and Fel-

lows of Harvard College. Harvard Business School case 160-003.
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manufacturing divisions made approximately 75 percent of their sales to the product divi-
sions. Parts made by the manufacturing divisions were generally designed by the product
divisions; the manufacturing divisions merely produced the parts to specifications provided
to them. Although all the manufacturing divisions had engineering departments, these de-
partments did only about 20 percent of the total company engineering.

Transfer Prices

The divisions were expected to deal with one another as though they were independent com-
panies. Parts were to be transferred at prices arrived at by negotiation between the divisions.
These prices generally were based on the actual prices paid to outside suppliers for the same
or comparable parts. These outside prices were adjusted to reflect differences in design of the
outside part from that of the inside part. Also, if the outside price was based on purchases made
at an earlier date, it was adjusted for changes in the general price level since that date. In gen-
eral, the divisions established prices by negotiation among themselves, but if the divisions
could not agree on a price, they could submit the dispute to the finance staff for arbitration.

Source Determination

Although the divisions were instructed to deal with one another as independent companies,
in practice this was not always feasible because a product division did not have the power to
decide whether to buy from within the company or from outside. Once a manufacturing divi-
sion began to produce a part, the only way the product division buying this part could change
to an outside supplier was to obtain permission of the manufacturing division or, in case of
disagreement, appeal to the purchasing staff. The purchasing staff had the authority to settle
disputes between the product and manufacturing divisions with respect to whether a manu-
facturing division should continue to produce a part or whether the product division could buy
outside. In nearly every case of dispute, the purchasing staff had decided that the part would
continue to be manufactured within the company. When the manufacturing divisions were in-
structed to continue producing a part, they had to hold the price of the part at the level at
which the product division could purchase it from the outside vendor.

In the case of new parts, a product division had the authority to decide on the source of
supply.

Even for new parts, however, a manufacturing division could appeal to the purchasing
staff to reverse the decision if a product division planned to purchase a part from an outside
vendor.

Stove Top Problem

The Chrome Products Division sold to the Electric Stove Division a chrome-plated unit that fit-
ted on top of the stove; the unit had to be resistant to corrosion and stain from spilled food. It was
also essential that the unit remain bright and new-looking. The Chrome Products Division had
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been producing this unit since January 1, 1986; prior to that time, it had been produced by an
outside vendor.

The unit in question was produced from a steel stamping. Until June 1987, the stamping
was processed as follows:

Operations Processes

1 Machine buffing
2 Nickel plating
3 Machine buffing
4 Chrome plating
5 Machine buffing

About the middle of 1986, the president of General Appliance Corporation became con-
cerned over complaints from customers and dealers about the quality of the company’s prod-
ucts. A customer survey appeared to indicate quite definitely that, in the previous year, the
company’s reputation as a producer of quality products had deteriorated. Although this de-
terioration was believed to have been caused principally by the poor performance of a new
electric motor, which was soon corrected, the president had come to the conclusion that the
overall quality of the company’s products had been decreasing for the past several years.
Furthermore, he believed that it was essential for the company to reestablish itself as a
leader in the production of quality products. Accordingly, early in 1987, he called in the man-
ufacturing vice president (i.e., the director of the manufacturing staff office) and told him
that for the next six months his most important job was to bring the quality of all products
up to a satisfactory level.

In the course of carrying out this assignment, the manufacturing vice president decided
that the appearance of the chrome-plated stove top was unsatisfactory. Until then, the bases
for rejection or acceptance of this part by the quality control section of the Chrome Products
Division were a corrosion test and an appearance test; appearance was largely subjective
and, in the final analysis, dependent on the judgment of the quality control person. In order
to make the test more objective, three tops were selected and set up as standards for the
minimum acceptable quality. Because better than average units were selected, rejects in-
creased to over 80 percent. Personnel from the Chrome Products Division and the manufac-
turing staff jointly studied the manufacturing process to find a way of making the stove tops
conform to the new quality standards. They added copper plating and buffing operations at
the beginning of the process and a hand-buffing operation at the end of the manufacturing
cycle. The total cost of these added operations was 80 cents a unit. As soon as the new oper-
ations were put into effect in June 1987, the rejection rate for poor quality declined to less
than 1 percent.

In July 1987, the Chrome Products Division proposed to increase the price of the stove top
by 90 cents; 80 cents represented the cost of the added operations, and 10 cents was the



Chapter 6 Transfer Pricing 259

profit markup on the added costs. The current price, before the proposed increase, was $10 a
unit. This price had been developed as shown in the following:

Development of Price

Price charged by an outside producer (12/31/85) . . . . . . . . . . . . . . . . . . . . $ 9.00
Design changes since 12/31/85. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.50
Changes in raw materials and labor prices since 12/31/85. . . . . . . . . . . . . . . . 0.50

Price as of 6/30/87 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10.00

The Electric Stove Division objected to the proposed price increase, and after three weeks
of fruitless negotiations, it was decided that the dispute should be submitted to the finance
staff for arbitration. The positions of the parties to the dispute are summarized in the fol-
lowing sections.

Chrome Products Division

In a letter to the vice president for finance, the general manager of the Chrome Products Divi-
sion stated that he believed that he was entitled to the increased price because:

1. He had been required by the manufacturing staff to add operations at a cost of 80 cents a
unit.

2. These operations resulted in improved quality that could benefit only the Electric Stove Di-
vision.

3. The present price of $10.00 was based on old quality standards. Had the outside supplier
been required to meet these new standards, the price would have been 90 cents higher.

Electric Stove Division

The general manager of the Electric Stove Division, in appealing the price increase, based his
position on the following arguments:

1. There had been no change in engineering specifications.The only change that had taken place
was in what was purported to be “acceptable appearance.” This was a subjective matter that
could not be measured with any degree of precision. Further, both the particular case and the
possible effects of establishing a precedent were objectionable. “If we were to pay for any
change in quality standards, not accompanied by a change in engineering specification, we
would be opening up a Pandora’s box.Every division would request higher prices based on giv-
ing us better quality based on some subjective standard. Every request by this division to a
manufacturing division to improve quality would be accompanied by a price increase, even
though we were requesting only that the quality be brought up to competitive levels.”

2. The Electric Stove Division had not requested that quality be improved. In fact, the division
had not even been consulted on the change. Thus, the division should not be responsible for
paying for a so-called improvement that it had neither requested nor approved.

3. Whether there was any improvement in quality from the customer’s viewpoint was doubt-
ful, although to the highly trained eye of the quality control personnel there may have been



260 Part One The Management Control Environment

an improvement. The customer would not notice a significant difference between the ap-
pearance of the part before and after the change in quality standards.

4. Even if there were an improvement in quality perceptible to the consumer, it was not worth
90 cents. By adding 90 cents to the cost of the stove, features could be added that would be
far more marketable than the quality improvement.

5. Any improvement in quality brought the part up only to the quality level that the former
outside producer had provided. The cost of the improved quality, therefore, was included in
the $10.00 price.

Finance Staff Review

The finance staff reviewed the dispute. In the course of this review, the engineering depart-
ment of the manufacturing staff was asked to review the added operations and comment on the
acceptability of the proposed cost increases. The quality control department of the manufac-
turing staff was asked to verify whether quality was actually better as the result of the added
operations and whether the new units were of higher quality than the units purchased from
the outside vendor 18 months ago. The engineering department stated that the proposed costs
were reasonable and represented efficient processing. The quality control department stated
that the quality was improved and that the new parts were of superior quality to the parts pre-
viously purchased from outside sources.

Thermostatic Control Problem

One of the plants of the Electric Motor Division produced thermostatic control units. The Laun-
dry Equipment Division bought all its requirements for thermostatic control units (about
100,000 a year) from the Electric Motor Division. The Refrigeration Division used a similar
unit, and until 1985 it had purchased all its requirements (20,000 a year) from an outside sup-
plier, the Monson Controls Corporation. In 1985, at the request of the Electric Motor Division,
the Refrigeration Division purchased 25 percent of its requirements from the Electric Motor
Division. In 1986, this percentage was increased to 50 percent, and in 1987 to 75 percent. In
July 1987, the Refrigeration Division informed the Monson Controls Corporation that begin-
ning January 1, 1988, it would buy all its thermostatic control units from the Electric Motor
Division. The Refrigeration Division made these source changes as a result of Electric Motor
Division requests, which were, it said, “in the best interest of the company.” The units made
outside and inside were comparable in quality, and the price paid to the Electric Motor Divi-
sion was the same as the price paid to the Monson Controls Corporation. The Laundry Division
also paid this same price to the Electric Motor Division.

In 1984, the demand for this kind of thermostatic control unit was high in relation to
the industry’s production capacity. Between 1985 and 1987, several appliance companies,
including the General Appliance Corporation, built or expanded their own facilities to pro-
duce this unit so that, by the middle of 1987, the production capacity of the independent
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companies considerably exceeded the demand. One of the results of this situation was a
declining price level. Prices of the Monson Controls Corporation had been as follows:

1984 $3.00
1985 2.70
1986 2.50
1987 (January–June) 2.40

As a result of these price reductions, which the Electric Motor Division had met, the prof-
its of the Electric Motor Division on this product had dropped from a before-tax profit of 15
percent on its investment in 1984 to nearly zero in 1987.

In August 1987, after being told it could no longer supply the Refrigeration Division, the
Monson Controls Corporation reduced its price to the Refrigeration Division by 25 cents,
retroactive to July 1. The price reduction was not reflected immediately in the intracompany

price because the three divisions involved had agreed to use $2.40 for the entire year.
In October 1987, the Electric Motor Division and the Refrigeration Division were negoti-

ating 1988 prices. The Refrigeration Division proposed a price of $2.15, the price paid to the
Monson Controls Corporation. The Electric Motor Division, however, refused to reduce its
prices below $2.40 to either the Refrigeration Division or the Laundry Equipment Division.
After several weeks of negotiations, the disagreement was submitted to the finance staff for
settlement.

Electric Motor Division

The Electric Motor Division based its refusal to accept the last price reduction of the Monson
Controls Corporation on the premise that it was made as a last, desperate effort to continue
supplying General Appliance Corporation with this part. (Monson Controls Corporation con-
tinued to supply General Appliance Corporation with other products, although this control
unit had been a major item.) As support for this premise, the Electric Motor Division indicated

that at the lower price it would lose money. Since it was as efficient as the Monson Controls
Corporation, it concluded that Monson must also be losing money. The price was, therefore, a
distress price and not a valid basis for determining an internal price. To support its case fur-
ther, the Electric Motor Division pointed out the downward trend in the price of this part as ev-
idence of distress pricing practices growing out of the excess capacity in the industry.

The general manager of Electric Motor Division stated that it was going to take all his
ability and ingenuity to make a profit even at the $2.40 price. At $2.15, he could never be in
a profit position, and if forced to accept a price of $2.15, he would immediately make plans
to close the plant and let outside suppliers furnish all the thermostatic control units.

Laundry Equipment Division

The Laundry Equipment Division based its case for a $2.15 price on the intracompany pricing
rules that required products to be transferred between divisions at competitive prices. The
general manager pointed out that his annual volume was 100,000 units a year, compared to a
total of only 20,000 for the Refrigeration Division. He believed that with his higher volume he
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could probably obtain an even more favorable price if he were to procure his requirements from
outside the corporation.

Refrigeration Division

The Refrigeration Division based its case on the fact that the division not only could, but did,
buy the thermostatic control unit from a reliable outside supplier for $2.15. The division was
sure that the Monson Controls Corporation had capacity to produce all its requirements and
would be happy to do so for $2.15 a unit. Since patronage had been transferred to the Electric
Motor Division only as a favor and to benefit the company as a whole, the Refrigeration Division
believed it was unjust to make it pay a higher price than it would have paid if the division had
not allowed the business to be taken inside the company.

As further evidence to support its case, the Refrigeration Division pointed to an agree-
ment made with the Electric Motor Division at the time it had agreed to purchase all its re-
quirements of the thermostatic control unit from that division. This agreement read, in part:
“In the event of a major pricing disparity, it is agreed that further model requirements will
be competitively sourced [i.e., sourced to the lowest bidder].”

The Refrigeration Division stated that in light of the major pricing disparity it should be
allowed to request quotations from outside suppliers and place the business outside should
such a supplier bid lower than the Electric Motor Division.

Finance Staff Review

In the course of arbitrating this transfer price dispute, the finance staff asked the purchasing
staff to review the outside market situation for the thermostatic control unit. The purchasing
staff replied that there was excess capacity and that, as a result of this, prices were very soft.
Eventually, the prices would rise—either when the demand for comparable units increased or
when some of the suppliers went out of business. The purchasing staff had no doubt that the
Refrigeration Division could purchase all its requirements for the next year or two at $2.15 a
unit, or even less. The purchasing staff, however, believed that if all the corporation’s require-
ments for this unit were placed with outside suppliers, the price would rise to at least $2.40 be-
cause this action would dry up the excess capacity.

Transmission Problem

The Laundry Equipment Division produced automatic washers. Initially, it had purchased its
transmissions from two sources—the Gear and Transmission Division and the Thorndike Ma-
chining Corporation. The transmission had been developed and engineered by the Thorndike
Machining Corporation. In consideration of an agreement to buy one-half of its transmissions
from the Thorndike Machining Corporation, the General Appliance Corporation had been li-
censed to produce the transmission. The current agreement ran from 1977 to 1987; at the ex-
piration of the 10 years, General Appliance would have the right to use the design without re-
strictions.
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In early 1985, nearly two years before the end of the agreement, the management of the
General Appliance Corporation decided that it would not extend the agreement when it ex-
pired, but that it would expand the facilities of the Gear and Transmission Division enough
to produce all the company’s requirements. Accordingly, in March 1985, the Thorndike Ma-
chining Corporation was notified that beginning January 1, 1987, the General Appliance
Corporation would manufacture all its own transmissions and, consequently, would not
renew the current agreement.

This notification came as a surprise to the Thorndike Machining Corporation. Further-
more, its implications were very unpleasant because the General Appliance Corporation
took a major share of the output of an entire plant, and there was little likelihood that the
lost business could be replaced. The Thorndike Machining Corporation consequently faced
the prospect of an idle plant and a permanent reduction in the level of profits.

In April 1985, the president of the Thorndike Machining Corporation wrote to the presi-
dent of the General Appliance Corporation, asking that the decision not to extend the cur-
rent agreement be reconsidered. He submitted a proposed schedule of price reductions that
would be made if the current agreement was extended. He stated that these reductions
would be possible because (a) Thorndike would be better off obtaining a lower price than
abandoning the special-purpose machinery used for transmissions; and (b) Thorndike ex-
pected increases in productivity. The proposed price reductions were as follows:

Present price $14.00
Price effective 7/1/85 13.50
Price effective 7/1/86 13.00
Price effective 7/1/87 12.50
Price effective 7/1/88 12.00

The letter further stated that the corporation had developed a low-cost transmission suit-
able for economy washers. This transmission was designed to cost $2 less than the present
models and could be made available by January 1, 1988.

On receiving a copy of the letter, the general manager of the Laundry Equipment Division
reopened the issue of continuing to buy from the Thorndike Machining Corporation. He had
been interested in adding a low-cost automatic washer to the line, and the possibility of a
$10 transmission appealed to him. The general manager of the Gear and Transmission Di-
vision, however, was interested in expanding his production of transmissions. To satisfy the
Laundry Equipment Division he offered to develop a unit that would be comparable in price
and performance to the proposed Thorndike Machining Corporation’s economy unit. The
offer was set forth in a letter signed by the general manager of the Gear and Transmission
Division, dated April 22, 1985. The general manager of the Laundry Equipment Division ac-
cepted this offer, and no further question was raised about continuing to buy from the
Thorndike Machining Corporation.

During the next two months, the engineering department of the Gear and Transmission
and the Laundry Equipment Division jointly determined the exact performance features
needed for the economy transmission; some of these features were different from those of the
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proposed Thorndike transmission. In June 1985, the general manager of the Gear and Trans-
mission Division wrote a letter to the general manager of the Laundry Equipment Division,
outlining the agreed-on engineering features and including the following price proposal:

Proposed selling price of Thorndike model . . . . . . . . . . . . . . . . . . . . . . . . . $10.00
Probable cost (assuming 11% profit). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.00
Add:
Cost of added design features . . . . . . . . . . . . . . . . . . . . . . . $0.85
Increased cost of material and labor since date 

of quotation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.75 1.60

Total cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.60
Profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.06

Adjusted price of G&T Unit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $11.66

The letter went on to say: “Because a price of $11.66 will not give us our objective profit,
we propose to sell you this unit for $12. We believe that this is a fair and equitable price, and
decidedly to your benefit.”

This letter was never acknowledged by the Laundry Equipment Division.
In October 1985, the Gear and Transmission Division submitted a project proposal to the

top management of the corporation, requesting money to build facilities to produce the new
economy transmission. The project proposal included a profit projection based on a $12
price. The Laundry Equipment Division was quoted in the project proposal as agreeing to
the price. There was no objection to this statement from the Laundry Equipment Division
personnel who were asked to comment on the proposed project. The project was approved,
and the Gear and Transmission Division proceeded to buy and install the equipment to pro-
duce the new transmission.

In the latter part of 1985, the Gear and Transmission Division opened negotiations with
the Laundry Equipment Division on the price of the new transmission, proposing $12 plus
some minor adjustments for changes in cost levels since the previous year. The Laundry
Equipment Division refused to accept the proposed price and countered with an offer of
$11.21, developed as shown below.

Development of $11.21 Price

Proposed selling price of Thorndike model . . . . . . . . . . . . . . . . . . . . . . . . . $10.00
Adjustments:
Cost of added design features . . . . . . . . . . . . . . . . . . . . . . $0.85
Cost of eliminated design features . . . . . . . . . . . . . . . . . . . (0.50)
Increased cost of material and labor 

since date of quotation . . . . . . . . . . . . . . . . . . . . . . . . . 0.75

Net cost change . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.10
Profit on added cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.11

Total price increase . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.21

Proposed price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $11.21

The Gear and Transmission Division refused even to consider this proposal, and after
several days of acrimonious debate, both divisions decided to submit the dispute to the fi-
nance staff for arbitration.
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Laundry Equipment Division

The Laundry Equipment Division based its case on the following arguments:

1. The division could have purchased a transmission, comparable in performance characteris-
tics to the Gear and Transmission Division’s unit, from the Thorndike Machining Corpora-
tion for $11.21.

2. The Gear and Transmission Division had agreed to this price in consideration of being al-
lowed to produce all the transmissions.

3. The intracompany pricing policy was that the supplying divisions should sell at competitive
prices.

The general manager of the Laundry Equipment Division stated that it would be unfair
to penalize him for keeping the transmission business inside the corporation as a benefit to
the Gear and Transmission Division, particularly in the light of the promise made by the
general manager of the Gear and Transmission Division.

The general manager also stated that he had not protested the price proposal included in
the June 1985 letter because he believed that it was then too early to open negotiations. His
cost analysts had not evaluated the proposal, but he assumed that the Gear and Transmis-
sion Division was approximately correct in its evaluation of the cost differences from the
Thorndike unit. His position was that the difference of 34 cents between the adjusted
Thorndike price and the quoted Gear and Transmission price was not worth negotiating
until nearer the production date. The Laundry Equipment Division naturally had assumed
that the Gear and Transmission Division would live up to its agreement and, therefore, re-
garded the request for $12 as just a negotiating gimmick.

Gear and Transmission Division

The Gear and Transmission Division based its case on two arguments:

1. The $10 quotation of the Thorndike Machining Corporation was invalid because it repre-
sented a final desperate effort to keep a share of the transmission business. A price of this
nature should not form a long-term intracompany pricing base. If the Thorndike Machining
Corporation had received the business, it would have eventually raised its price.

2. The Laundry Equipment Division did not object to the Gear andTransmission Division’s price
proposal until after the facilities to build the transmission were already in place.The $12 price
was used in the calculations that showed the profitability of the project, and on which the pro-
ject approval was based. If the Laundry Equipment Division wished to object, it should have
done so when the project was presented to top management. Because facilities were pur-
chased on the assumption of a $12 price, the Laundry Equipment Division should not be al-
lowed to object after the money had been spent.

Finance Staff Review

A review by the finance staff disclosed the following:

1. If the Thorndike Machining quotation of $10 were adjusted for the cost effect of changes in
performance characteristics and the increase in general cost levels since the original quota-
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tion, the price would be $11.25, or approximately the same as that proposed by the Laundry
Equipment Division. The price of $11.66 developed by the Gear and Transmission Division
was in error because it failed to allow for a design elimination that would reduce the cost of
the Thorndike unit by 50 cents.

2. At $12, the Gear and Transmission Division could expect to earn an aftertax profit of 15 per-
cent on its investment; this was equal to its profit objective. At the $11.25 price, the division
would earn about 6 percent after taxes.

3. The purchasing staff stated that, in its opinion, the transmission could be obtained from the
Thorndike Machining Corporation at the quoted price level for the foreseeable future.

Questions

1. Be prepared in each of the disputes to play all three of the following roles: general manager
of the supplying division, general manager of the buying division, member of the financial
staff responsible for arbitrating the dispute. In the case of the general managers, you should
not simply repeat the arguments presented in the case; you should also be prepared to give
ground where your position is weak, to introduce new (but realistic) arguments to buttress
your case, and to deal rationally with your adversary’s arguments.

2. What, if any, changes in the company’s transfer price policies and procedures would you rec-
ommend?
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Case 6-4

Medoc Company
The Milling Division of the Medoc Company milled flour and manufactured a variety of con-
sumer products from it. Its output was distributed as follows:

1. Approximately 70 percent (by weight) was transferred to the Consumer Products Division
and marketed by this division through retail stores. The Consumer Products Division was
responsible for these items from the time of packaging; that is, it handled warehousing, ship-
ping, billing, and collections as well as advertising and other sales promotion efforts.

2. Approximately 20 percent was sold by the Milling Division as flour to large industrial users.

3. Approximately 10 percent was flour transferred to the Consumer Products Division and sold
by that division to industrial users, but in different industries than those serviced directly
by the Milling Division.

Counting each size and pack as one unit, there were several hundred products in the line
marketed by the Consumer Products Division. The gross margin percentage on these prod-
ucts was considerably higher than that on flour sold to industrial users.

Wheat was purchased by the Grain Department, which was separate from the Milling Di-
vision. The price of wheat fluctuated widely and frequently. Other ingredients and supplies
were purchased by the Milling Division.

The Milling Division and Consumer Products Division were 2 of 15 investment centers in
the Medoc Company.

Products were transferred from the Milling Division to the Consumer Products Division
at a unit price that corresponded to actual cost. There was a variation among products, but
on the average, this cost included elements in the following approximate proportions:

Flour 30%
Other ingredients and packaging material 25
Labor and variable overhead 20
Nonvariable overhead 25

Total 100%

Also, 75 percent of the Milling Division’s investment was charged to the Consumer Prod-
ucts Division in computing the latter’s return on investment. This investment consisted of
property, plant, equipment, and inventory, all of which was “owned and operated” by the
Milling Division.

This transfer price resulted in friction between the Milling Division and the Consumer
Products Division, primarily for three reasons.

1. As in many process industries, unit costs were significantly lower when the plant operated
at capacity. Indeed, the principal reason for accepting the low-margin industrial business

This case was prepared by Robert N. Anthony, Harvard Business School. Copyright by the President and Fellows of Har-

vard College. Harvard Business School case 171-284.
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was to permit capacity operations. There was general agreement that acceptance of such
business at a low margin, or even at something less than full-cost, was preferable to operat-
ing at less than capacity. In recent years, the Milling Division had operated at no less than
98 percent of capacity.

The Milling Division alleged that the Consumer Products Division was not aggressive
enough in seeking this capacity-filling volume. The Milling Division believed that the Con-
sumer Products Division could increase the volume of consumer sales by increasing its mar-
keting efforts and by offering more attractive special deals and that it could do more to ob-
tain industrial business at a price which, although not profitable, nevertheless would result
in a smaller loss than what the Milling Division incurred from sales made to the industry it
served. This additional volume would benefit the company, even though it reduced the aver-
age profit margin of the Consumer Products Division. The Consumer Products Division ad-
mitted that there was some validity in this argument, but pointed out that it had little in-
centive to seek such business when it was charged full cost for every unit it sold.

2. The Consumer Products Division complained that although it was charged for 75 percent of
the investment in the Milling Division, it did not participate in any of the decisions regard-
ing the acquisition of new equipment, inventory levels, etc. It admitted, however, that the
people in the Milling Division were technically more competent to make these decisions.

3. The Consumer Products Division complained that since products were charged to it at ac-
tual cost, it must automatically pay for production inefficiencies that were the responsibil-
ity of the Milling Division.

A careful study had been made of the possibility of relating the transfer price either to a
market price or to the price charged by the Milling Division to its industrial customers. Be-
cause of differences in product composition, however, this possibility definitely had been
ruled out.

The Consumer Products Division currently earned about 20 percent pretax return on in-
vestment, and the Milling Division earned about 6 percent.

Top management of the Medoc Company was convinced that, some way or other, the profit
performance of the Milling Division and the Consumer Products Division should be mea-
sured separately; that is, it ruled out the simple solution of combining the two divisions for
profit-reporting purposes.

One proposal for solving the problem was that the transfer price should consist of two el-

ements: (a) a standard monthly charge representing the Consumer Products Division’s fair
share of the nonvariable overhead, plus (b) a per-unit charge equivalent to the actual mate-
rial, labor, and variable overhead costs applied to each unit billed. Investment would no
longer be allocated to the Consumer Products Division. Instead, a standard profit would be
included in computing the fixed monthly charge.

The monthly nonvariable overhead charge would be set annually. It would consist of two
parts:

1. A fraction of the budgeted nonvariable overhead cost of the Milling Division, corresponding
to the fraction of products that was estimated would be transferred to the Consumer Prod-
ucts Division (about 80 percent). This amount would be changed only if there were changes

in wage rates or other significant noncontrollable items during the year.
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2. A return of 10 percent on the same fraction of the Milling Division’s investment. This was
higher than the return that the Milling Division earned on sales to industrial users. The se-
lection of 10 percent was arbitrary because there was no way of determining a “true” return
on products sold by the Consumer Products Division.

Questions

1. What would you recommend given the organizational structure constraints in the case?

2. What would you recommend if there were no organizational structure constraints on your
options?
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7
Chapter

Measuring and
Controlling Assets
Employed

In some business units, the focus is on profit as measured by the difference between revenues
and expenses. This is described in Chapter 5. In other business units, profit is compared with
the assets employed in earning it. We refer to the latter group of responsibility centers as in-

vestment centers and, in this chapter, discuss the measurement problems involved in such re-
sponsibility centers. In the real world, companies use the term profit center, rather than in-
vestment center, to refer to both the responsibility centers discussed in Chapter 5 and those in
this chapter. We agree that an investment center is a special type of profit center, rather than
a separate, parallel category. However, there are so many problems involved in measuring the
assets employed in a profit center that the topic warrants a separate chapter.

In this chapter we first discuss each of the principal types of assets that may be employed in
an investment center. The sum of these assets is called the investment base. We then discuss
two methods of relating profit to the investment base: (1) the percentage return on investment,

referred to as ROI, and (2) economic value added, called EVA. We describe the advantages
and qualifications of using each to measure performance. Finally, we discuss the somewhat dif-
ferent problem of measuring the economic value of an investment center, as compared to eval-
uating the manager in charge of the investment center.

Until recently, authors used the term residual income instead of economic value added.
These two concepts are effectively the same. EVA is a trademark of Stern Stewart & Co.
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Structure of the Analysis

The purposes of measuring assets employed are analogous to the purposes we discussed for
profit centers in Chapter 5, namely:

• To provide information that is useful in making sound decisions about assets employed and
to motivate managers to make these sound decisions that are in the best interests of the
company.

• To measure the performance of the business unit as an economic entity.

In our examination of the alternative treatments of assets and the comparison of ROI and
EVA—the two ways of relating profit to assets employed—we are primarily interested in how
well the alternatives serve these two purposes of providing information for sound decision-
making and measuring business unit economic performance.

Focusing on profits without considering the assets employed to generate those profits is an
inadequate basis for control. Except in certain types of service organizations, in which the
amount of capital is insignificant, an important objective of a profit-oriented company is to
earn a satisfactory return on the capital that the company uses. A profit of $1 million in a com-
pany that has $10 million of capital does not represent as good a performance as a profit of $1
million in a company that has only $5 million of capital, assuming both companies have a sim-
ilar risk profile.

Unless the amount of assets employed is taken into account, it is difficult for senior man-
agement to compare the profit performance of one business unit with that of other units or to
similar outside companies. Comparing absolute differences in profits is not meaningful if busi-

ness units use different amounts of resources; clearly, the more resources used, the greater the
profits should be. Such comparisons are used to judge how well business unit managers are
performing and to decide how to allocate resources.

Example. Golden Grain, a business unit of Quaker Oats, had very high profitability and ap-

peared to be one of Quaker Oats’ best divisions. It was, however, acquired by Quaker Oats at a

premium above its book value. Based on the assets employed as measured by this premium,

Golden Grain actually was underperforming.1

In general, business unit managers have two performance objectives. First, they should gen-
erate adequate profits from the resources at their disposal. Second, they should invest in addi-
tional resources only when the investment will produce an adequate return. (Conversely, they
should disinvest if the expected annual profits of any resource, discounted at the company’s re-
quired earnings rate, are less than the cash that could be realized from its sale.) The purpose
of relating profits to investments is to motivate business unit managers to accomplish these ob-
jectives. As we shall see, there are significant practical difficulties involved in creating a sys-
tem that focuses on assets employed in addition to the focus on profits.

1Brian McWilliams, “Creating Value,” an interview with William Smithburg, chairman, Quaker Oats, in Enterprise, April

1993.
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Exhibit 7.1 is a hypothetical, simplified set of business unit financial statements that will be
used throughout this analysis. (In the interest of simplicity, income taxes have been omitted
from this exhibit and generally will be omitted from discussion in this chapter. Including in-
come taxes would change the magnitudes in the calculations that follow, but it would not
change the conclusions.) The exhibit shows the two ways of relating profits to assets em-

ployed—namely, through return on investment and economic value added.
Return on investment (ROI) is a ratio. The numerator is income, as reported on the income

statement. The denominator is assets employed. In Exhibit 7.1, the denominator is taken as the
corporation’s equity in the business unit. This amount corresponds to the sum of noncurrent li-
abilities plus shareholders’ equity in the balance sheet of a separate company. It is mathemat-
ically equivalent to total assets less current liabilities, and to noncurrent assets plus working
capital. (This statement can easily be checked against the numbers in Exhibit 7.1.)

Economic value added (EVA) is a dollar amount, rather than a ratio. It is found by subtract-

ing a capital charge from the net operating profit. This capital charge is found by multiplying
the amount of assets employed by a rate, which is 10 percent in Exhibit 7.1. We shall discuss
the derivation of this rate in a later section.

Examples. AT&T used the economic value added measure to evaluate business unit managers.

For instance, the Long-Distance Group consisted of 40 business units which sold services such as

800 numbers, telemarketing, and public telephone calls. All the capital costs, from switching

EXHIBIT 7.1 Business Unit Financial Statements

Balance Sheet 
($000s)

Current assets: Current liabilities:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  50 Accounts payable  . . . . . . . . . . . . . . . . . . $  90
Receivables . . . . . . . . . . . . . . . . . . . . . . . . . 150 Other current  . . . . . . . . . . . . . . . . . . . . . 110
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . 200

Total current assets  . . . . . . . . . . . . . . . . . 400 Total current liabilities  . . . . . . . . . . . . . 200
Fixed assets:

Cost  . . . . . . . . . . . . . . . . $600 Corporate equity  . . . . . . . . . . . . . . . . . 500
Depreciation  . . . . . . . . . . ⫺300

Book value  . . . . . . . . . . . . . . . . . . . . . . . 300
Total assets . . . . . . . . . . . . . . . . . . . . . . . $700 Total equities . . . . . . . . . . . . . . . . . . . . $700

Income Statement

Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000
Expenses, except depreciation  . . . . . . . . . . . . $850
Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . 50 900

Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Capital charge ($500 * 10%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50
Economic value added (EVA)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50

Return on investment ⫽
$100

⫽ 20%
$500
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equipment to new product development, were allocated to these 40 business units. Each business

unit manager was expected to generate operating earnings that substantially exceeded the cost of

capital.
Diageo Plc., whose portfolio of brands includes Burger King, Guinness, and Häagen-Dazs, used

EVA to help make business decisions and measure the effects of management actions. An EVA
analysis of Diageo’s returns from its liquor brands led to a new emphasis on producing and selling
vodka, which, unlike Scotch, does not incur aging and storage costs.2

EVA-based financial discipline is credited with turning around many companies such as Boise
Cascade, Briggs & Stratton, Baxte, and Times Mirror.3

In a survey of Fortune 1,000 companies, 78 percent of the respondents used investment cen-
ters (Exhibit 7.2).4 Of the U.S. companies using investment centers, 36 percent evaluated them
on economic value added. Practices in other countries seem to be similar to those in the United
States (see Exhibit 7.2).

For reasons to be explained later, EVA is conceptually superior to ROI, and, therefore, we
shall generally use EVA in our examples. Nevertheless, it is clear from the surveys that ROI is
more widely used in business than EVA.

Measuring Assets Employed

In deciding what investment base to use to evaluate investment center managers, headquar-
ters asks two questions: First, what practices will induce business unit managers to use their
assets most efficiently and to acquire the proper amount and kind of new assets? Presumably,
when their profits are related to assets employed, business unit managers will try to improve
their performance as measured in this way. Senior management wants the actions that they
take toward this end to be in the best interest of the whole corporation. Second, what prac-
tices best measure the performance of the unit as an economic entity?

2Dawne Shand, “Economic Value Added,” Computerworld, October 30, 2000, p. 65; Gregory Millman, “CFOs in Tune

with the Times,” Financial Executive, July–August 2000, p. 26.
3Raj Aggarwal, “Using Economic Profit to Assess Performance: A Metric for Modern Firms,” Business Horizons,

January–February 2001, pp. 55–60.
4Vijay Govindarajan, “Profit Center Measurement: An Empirical Survey,” The Amos Tuck School of Business Administra-

tion, Dartmouth College, 1994, p. 2.

EXHIBIT 7.2 Methods Used to Evaluate Investment Centers

United States* Holland† India‡

Number of usable responses 638 72 39
Companies with 2 or more investment centers 500 (78%) 59 (82%) 27 (70%)
Percentage of companies using Residual Income or EVA 

(with 2 or more investment centers) 36% 19% 8%

*Vijay Govindarajan, “Profit Center Measurement: An Empirical Survey,” The Amos Tuck School of Business Administration, Dartmouth
College, 1994, p. 2.

†Elbert De With, “Performance Measurement and Evaluation in Dutch Companies,” paper presented at the 19th Annual Congress of the
European Accounting Association, Bergen, 1996.

‡V. Govindarajan and B. Ramamurthy, “Financial Measurement of Investment Centers: A Descriptive Study,” working paper, Indian Institute of
Management, Ahbedabad, India, August 1980.
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Cash

Most companies control cash centrally because central control permits use of a smaller cash
balance than would be the case if each business unit held the cash balances it needed to
weather the unevenness of its cash inflows and outflows. Business unit cash balances may well
be only the “float” between daily receipts and daily disbursements. Consequently, the actual
cash balances at the business unit level tend to be much smaller than would be required if the
business unit were an independent company. Many companies therefore use a formula to cal-
culate the cash to be included in the investment base. For example, General Motors was re-
ported to use 4.5 percent of annual sales; Du Pont was reported to use two months’ costs of
sales minus depreciation.

One reason to include cash at a higher amount than the balance normally carried by a busi-
ness unit is that the higher amount is necessary to allow comparisons to outside companies. If
only the actual cash were shown, the return by internal units would appear abnormally high
and might mislead senior management.

Some companies omit cash from the investment base. These companies reason that the
amount of cash approximates the current liabilities. If this is so, the sum of accounts receivable
and inventories will approximate the amount of working capital.

Receivables

Business unit managers can influence the level of receivables indirectly, by their ability to
generate sales, and directly, by establishing credit terms and approving individual credit ac-
counts and credit limits, and by their vigor in collecting overdue amounts. In the interest of
simplicity, receivables often are included at the actual end-of-period balances, although the
average of intraperiod balances is conceptually a better measure of the amount that should
be related to profits.

Whether to include accounts receivable at selling prices or at cost of goods sold is debatable.
One could argue that the business unit’s real investment in accounts receivable is only the cost

of goods sold and that a satisfactory return on this investment is probably enough. On the
other hand, it is possible to argue that the business unit could reinvest the money collected
from accounts receivable, and, therefore, accounts receivable should be included at selling
prices. The usual practice is to take the simpler alternative—that is, to include receivables at
the book amount, which is the selling price less an allowance for bad debts.

If the business unit does not control credits and collections, receivables may be calculated on
a formula basis. This formula should be consistent with the normal payment period—for ex-
ample, 30 days’ sales where payment normally is made 30 days after the shipment of goods.

Inventories

Inventories ordinarily are treated in a manner similar to receivables—that is, they are often
recorded at end-of-period amounts even though intraperiod averages would be preferable con-
ceptually. If the company uses LIFO (last in, first out) for financial accounting purposes, a dif-
ferent valuation method usually is used for business unit profit reporting because LIFO inven-
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tory balances tend to be unrealistically low in periods of inflation. In these circumstances, in-
ventories should be valued at standard or average costs, and these same costs should be used to
measure cost of sales on the business unit income statement.

If work-in-process inventory is financed by advance payments or by progress payments from
the customer, as is typically the case with goods that require a long manufacturing period,
these payments either are subtracted from the gross inventory amounts or reported as liabili-
ties.

Example. With manufacturing periods a year or greater, Boeing received progress payments for

its airplanes and recorded them as liabilities.5

Some companies subtract accounts payable from inventory on the grounds that accounts
payable represent financing of part of the inventory by vendors, at zero cost to the business
unit. The corporate capital required for inventories is only the difference between the gross
inventory amount and accounts payable. If the business unit can influence the payment pe-
riod allowed by vendors, then including accounts payable in the calculation encourages the
manager to seek the most favorable terms. In times of high interest rates or credit strin-
gency, managers might be encouraged to consider forgoing the cash discount to have, in ef-
fect, additional financing provided by vendors. On the other hand, delaying payments un-
duly to reduce net current assets may not be in the company’s best interest since this may
hurt its credit rating.

Working Capital in General

As can be seen, treatment of working capital items varies greatly. At one extreme, companies
include all current assets in the investment base with no offset for any current liabilities. This
method is sound from a motivational standpoint if the business units cannot influence ac-
counts payable or other current liabilities. It does overstate the amount of corporate capital re-
quired to finance the business unit, however, because the current liabilities are a source of cap-
ital, often at zero interest cost. At the other extreme, all current liabilities may be deducted

from current assets, as was done in calculating the investment base in Exhibit 7.1. This
method provides a good measure of the capital provided by the corporation, on which it expects
the business unit to earn a return. However, it may imply that business unit managers are re-
sponsible for certain current liabilities over which they have no control.

Property, Plant, and Equipment

In financial accounting, fixed assets are initially recorded at their acquisition cost, and this
cost is written off over the asset’s useful life through depreciation. Most companies use a sim-
ilar approach in measuring profitability of the business unit’s asset base. This causes some
serious problems in using the system for its intended purposes. We examine these problems
in the following sections.

5The Boeing Company, 2002 Report.
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Acquisition of New Equipment

Suppose a business unit could buy a new machine for $100,000. This machine is estimated to
produce cash savings of $27,000 a year for five years. If the company has a required return of
10 percent, the investment is attractive, as the calculations in section A of Exhibit 7.3 illus-
trate. The proposed investment has a net present value of $2,400 and, therefore, should be un-
dertaken. However, if the machine is purchased and the business unit measures its asset base
as shown in Exhibit 7.1, the unit’s reported economic value added will decrease, rather than in-
crease, in the first year. Section B of Exhibit 7.3 shows the income statement without the ma-
chine (as in Exhibit 7.1) and the income statement if the machine is acquired (and in its first
year of use). Note that acquiring the machine increases income before taxes, but this increase
is more than offset by the increase in the capital charge. Thus, the EVA calculation signals that
profitability has decreased, whereas the economic facts are that profits have increased. Under
the circumstances, the business unit manager may be reluctant to purchase this machine. (In
Exhibit 7.3, depreciation was calculated on a straight-line basis. Had it been calculated on an
accelerated basis, which is not uncommon, the discrepancy between the economic facts and the
reported results would have been even greater.)

Exhibit 7.4 shows how, in later years, the amount of economic value added will increase as the
book value of the machine declines, going from ⫺$3,000 in year 1 to ⫹$5,000 in year 5. The in-
crease in economic value added each year does not represent real economic change. Although
there appears to be constantly improving profitability, in fact there is no real change in prof-
itability after the year the machine was acquired. Generalizing from this example, it is evident
that business units that have old, almost fully depreciated assets will tend to report larger eco-
nomic value added than units that have newer assets.

EXHIBIT 7.3 Incorrect Motivation for Asset Acquisition ($000)

A. Economic calculation
Investment in machine . . . . . . . . . . . . . . . . . . . . . . . . . . . $100

Life, 5 years
Cash inflow, $27,000 per year

Present value of cash inflow ($27,000 * 3.791)*  . . . . . . . . 102.4
Net present value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.4
Decision: Acquire the machine.

B. As reflected on business unit income statement
First Year 

As in Exhibit 7.1 with Machine

Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000 $1,000
Expenses, except depreciation  . . . . . . . . . . . . . . . $850 $823
Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50 900 70 893
Income before taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100 107
Less capital charge at 10%†  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50 60
EVA 50 47

Note: Income taxes are not shown separately for simplicity. Assume they are included in the calculation of the cash flow.
*3.791 is the present value of $1 per year for five years at 10 percent.
†Capital charge on the new machine is calculated at its beginning book value, which for the first year is $100 * 10% ⫽ 10. We have used

the beginning-of-the-year book value for simplicity. Many companies use the average book value—(100 ⫹ 80) ⫼ 2 ⫽ 90. The results
will be similar.



Chapter 7 Measuring and Controlling Assets Employed 277

6McWilliams, “Creating Value.”

EXHIBIT 7.4 Effect of Acquisition on Reported Annual Profits ($000)

Book Value Incremental Capital 
at Beginning of Year Income* Charge† EVA ROI 

Year (a) (b) (c) (b ⴚ c) b ⴜ a

1 100 7 10 ⫺3 7%
2 80 7 8 ⫺1 9
3 60 7 6 1 12
4 40 7 4 3 18
5 20 7 2 5 35

Note: True return ⫽ approximately 11 percent.
*$27,000 cash inflow ⫺ $20,000 depreciation ⫽ $7,000.
†10 percent of beginning book value.

If profitability is measured by return on investment, the same inconsistency exists, as the
last column of Exhibit 7.4 shows. Although we know from the present value calculation that
the true return is about 11 percent, the business unit financial statement reports that it is less
than 10 percent in the first year and increases thereafter. Furthermore, the average of the five
annual percentages shown is 16 percent, which far exceeds what we know to be the true
annual return.

It is evident that if depreciable assets are included in the investment base at net book value,
business unit profitability is misstated, and business unit managers may not be motivated to
make correct acquisition decisions.

Example. Quaker Oats discovered it was underinvesting because of the low book value of its 100-

year-old plants. As one executive observed, “We’ve been in the business for over 100 years. As a re-

sult, we have a lot of plants and equipment with a small book value relative to our newer brands.

And just because we’re lucky enough to inherit a 100-year-old business doesn’t mean we are

exempt from substantially improving the controllable earnings of that business from year to

year.”6

Gross Book Value

The fluctuation in economic value added and return on investment from year to year in Ex-
hibit 7.4 can be avoided by including depreciable assets in the investment base at gross
book value rather than at net book value. Some companies do this. If this were done in this
case, the investment each year would be $100,000 (original cost), and the additional income
would be $7,000 ($27,000 cash inflow ⫺ $20,000 depreciation). The economic value added,
however, would decrease by $3,000 ($7,000 ⫺ $10,000 interest), and return on investment
would be 7 percent ($7,000 ⫼ $100,000). Both of these numbers indicate that the business
unit’s profitability has decreased, which, in fact, is not true. Return on investment calcu-
lated on gross book value always understates the true return.

Disposition of Assets

If a new machine is being considered to replace an existing machine that has some undepreci-
ated book value, we know that this undepreciated book value is irrelevant in the economic
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analysis of the proposed purchase (except indirectly as it may affect income taxes). Neverthe-
less, removing the book value of the old machine can substantially affect the calculation of
business unit profitability. Gross book value will increase only by the difference between the
net book value after year 1 of the new machine and the net book value of the old machine. In
either case, the relevant amount of additional investment is understated, and the economic
value added is correspondingly overstated. This encourages managers to replace old equip-
ment with new equipment, even when replacement is not economically justified. Furthermore,
business units that are able to make the most replacements will show the greatest improve-
ment in profitability.

In sum, if assets are included in the investment base at their original cost, then the business
unit manager is motivated to get rid of them—even if they have some usefulness—because the
business unit’s investment base is reduced by the full cost of the asset.

Annuity Depreciation

If depreciation is determined by the annuity, rather than the straight-line, method, the busi-
ness unit profitability calculation will show the correct economic value added and return on in-
vestment, as Exhibits 7.5 and 7.6 demonstrate. This is because the annuity depreciation
method actually matches the recovery of investment that is implicit in the present value cal-
culation. Annuity depreciation is the opposite of accelerated depreciation in that the annual
amount of depreciation is low in the early years when the investment values are high and in-
creases each year as the investment decreases; the rate of return remains constant.

Exhibits 7.5 and 7.6 show the calculations when the cash inflows are level in each year.
Equations are available that derive the depreciation for other cash flow patterns, such as a de-

EXHIBIT 7.5 Profitability Using Annuity Depreciation—Smoothing EVA ($000)

Beginning Cash Capital 
Year Book Value Inflow EVA* Charge† Depreciation‡

1 $100.0 $ 27.0 $0.6 $10.0 $ 16.4
2 83.6 27.0 0.6 8.4 18.0
3 65.6 27.0 0.6 6.6 19.8
4 45.8 27.0 0.6 4.6 21.8
5 24.0 27.0 0.6 2.4 24.0

Total $135.0 $3.0 $32.0 $100.0

*Annuity depreciation makes the EVA the same each year by changing the amount of depreciation charged. Consequently, we must estimate
the total EVA earned over the five years. A 10 percent return on $100,000 would require five annual cash inflows of $26,378. The actual cash
inflows are $27,000. Therefore, the EVA (the amount in excess of $26,378) is $622 per year.

†This is 10 percent of the balance at the beginning of the year.
‡Depreciation is the amount required to make the EVA (profits after the capital charge and depreciation) equal $622 per year (rounded here to

$600). This is calculated as follows:

$27.0 ⫺ Capital charge ⫺ Depreciation ⫽ $0.6
therefore,

Depreciation ⫽ $26.4 ⫺ Capital charge
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EXHIBIT 7.6 Profitability Using Annuity Depreciation—Smoothing Return on Investment

($000)

Return on 
Beginning Cash Net Beginning 

Year Book Balance Inflow Profit* Depreciation† Investment

1 $100.0 $ 27.0 $11.0 $ 16.0 11%
2 84.0 27.0 9.2 17.8 11
3 66.2 27.0 7.3 19.7 11
4 46.5 27.0 5.1 21.9 11
5 24.6 27.0 2.4 24.6 10‡

Total $135.0 $35.0 $100.0 10%

*A return of $27,000 a year for five years on an investment of $100,000 provides a return of approximately 11 percent on the beginning of the
year investment. Consequently, in order to have a constant 11 percent return each year, the net profit must equal 11 percent of the beginning-
of-the-year investment.

†Depreciation is the difference between the cash flow and the net profit.
‡The difference results because the return is not exactly 11 percent.

EXHIBIT 7.7 Valuation of Plant and Equipment

Percentage of Respondents Using the Method

United States* Holland† India‡

Gross book value 6% 9% 17%
Net book value 93 73 79
Replacement cost 1 18 4

100% 100% 100%

*Govindarajan, “Profit Center Measurement,” 1994, p. 2.
†De With, “Performance Measurement and Evaluation in Dutch Companies.”
‡Govindarajan and Ramamurthy, “Financial Measurement of Investment Centers.”

creasing cash flow as repair costs increase, or an increasing cash flow as a new product gains
market acceptance.

Very few managers accept the idea of a depreciation allowance that increases as the asset
ages, however. They visualize accounting depreciation as representing physical deterioration
or loss in economic value. Therefore, they believe that accelerated, or straight-line, deprecia-
tion is a valid representation of what is taking place. As a result, it is difficult to convince them
to accept the annuity method to measure business unit profit.

Annuity depreciation also presents some practical problems. For example, the depreciation
schedule in Exhibits 7.5 and 7.6 was based on an estimated cash flow pattern. If the actual
cash flow pattern differed from that assumed, even though the total cash flow might result in
the same rate of return, expected profits would be higher in some years and lower in others.
Should the depreciation schedule change each year to conform to the actual pattern of cash
flow? This probably is not practical. Annuity depreciation would not be desirable for income tax
purposes, of course, and although as a “systematic and rational” method it clearly is acceptable
for financial accounting purposes, companies do not use it in their financial reporting. Indeed,
surveys of how companies measure business unit profitability show practically no use of the
annuity method (see Exhibit 7.7).
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Other Valuation Methods

Some companies use net book value but set a lower limit, usually 50 percent, as the amount of
original cost that can be written off. This lessens the distortions that occur in business units
with relatively old assets. A difficulty with this method is that a business unit with fixed assets
that have a net book value of less than 50 percent of gross book value can decrease its invest-
ment base by scrapping perfectly good assets. Other companies depart entirely from the ac-
counting records and use the asset’s approximate current value. They arrive at this amount by
periodically appraising assets (say, every five years or when a new business unit manager
takes over), by adjusting original cost using an index of changes in equipment prices, or by ap-
plying insurance values.

A major problem with using nonaccounting values is that they tend to be subjective, as con-
trasted with accounting values, which appear to be objective and generally not subject to ar-
gument. Consequently, accounting data have an aura of reality for operating management. Al-

though the intensity of this sentiment varies among managers, the further one departs from
accounting numbers in measuring financial performance, the more likely that both business
unit managers and senior managers will regard the system as playing a game of numbers.

A related problem with using nonaccounting amounts in internal systems is that business
unit profitability will not be consistent with the corporate profitability reported to sharehold-
ers. Although the management control system does not have to be consistent with the external
financial reporting, as a practical matter some managers regard net income, as reported on the
financial statements, as constituting the “name of the game.” Consequently, they do not favor
an internal system that uses a different method of keeping score, regardless of its theoretical
merits. Another problem with using current market values is deciding how to determine the
economic values. Conceptually, the economic value of a group of assets equals the present value
of the cash flows that these assets will generate in the future. As a practical matter, this
amount cannot be determined. Although published indexes of replacement costs of plant and
equipment can be used, most price indexes are not entirely relevant because they make no al-
lowance for the impact of technology changes.

In any case, including the investment base of fixed assets at amounts other than those de-
rived from the accounting records happens so rarely that it is of little more than academic in-
terest (Exhibit 7.7).

Leased Assets

Suppose the business unit whose financial statements are shown in Exhibit 7.1 sold its fixed
assets for their book value of $300,000, returned the proceeds of the sale to corporate head-
quarters, and then leased back the assets at a rental rate of $60,000 per year. As Exhibit 7.8
shows, the business unit’s income before taxes would decrease because the new rental expense
would be higher than the depreciation charge that was eliminated. Nevertheless, economic val-
ued added would increase because the higher cost would be more than offset by the decrease in
the capital charge. Because of this, business unit managers are induced to lease, rather than
own, assets whenever the interest charge that is built into the rental cost is less than the cap-
ital charge that is applied to the business unit’s investment base. (Here, as elsewhere, this gen-
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eralization oversimplifies because, in the real world, the impact of income taxes must also be
taken into account.)

Many leases are financing arrangements—that is, they provide an alternative way of getting
to use assets that otherwise would be acquired by funds obtained from debt and equity financing.
Financial leases (i.e., long-term leases equivalent to the present value of the stream of lease
charges) are similar to debt and are so reported on the balance sheet. Financing decisions usually
are made by corporate headquarters. For these reasons, restrictions usually are placed on the
business unit manager’s freedom to lease assets.

Idle Assets

If a business unit has idle assets that can be used by other units, it may be permitted to exclude
them from the investment base if it classifies them as available. The purpose of this permission
is to encourage business unit managers to release underutilized assets to units that may have
better use for them. However, if the fixed assets cannot be used by other units, permitting the
business unit manager to remove them from the investment base could result in dysfunctional
actions. For example, it could encourage the business unit manager to idle partially utilized as-
sets that are not earning a return equal to the business unit’s profit objective. If there is no al-
ternative use for the equipment, any contribution from this equipment will improve company
profits.

Intangible Assets

Some companies tend to be R&D intensive (e.g., pharmaceutical firms such as Novartis spend
huge amounts on developing new products); others tend to be marketing intensive (e.g., con-
sumer products firms such as Unilever spend huge amounts on advertising). There are ad-
vantages to capitalizing intangible assets such as R&D and marketing and then amortizing
them over a selected life.7 This method should change how the business unit manager views
these expenditures.8 By accounting for these assets as long-term investments, the business

7Joel M. Stern, “The Mathematics of Corporate Finance—or EVA ⫽ $NA[RONA–C],” pp. 26–33.
8Shawn Tully, “The Real Key to Creating Wealth,” Fortune, September 20, 1993, pp. 38–50.

EXHIBIT 7.8 Effect of Leasing Assets

Income Statement
($000)

As in Exhibit 7.1 If Assets Are Leased

Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1000 $1,000
Expenses other than below . . . . . . . . . . . . . . . . . . $850 $850
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50 900

Rental expense  . . . . . . . . . . . . . . . . . . . . . . . . . 60 910
Income before taxes  . . . . . . . . . . . . . . . . . . . . . . . 100 90
Capital charge $500 * 10%  . . . . . . . . . . . . . . . . 50

$200 * 10%  . . . . . . . . . . . . . . . . 20
EVA  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50 70
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unit manager will gain less short-term benefit from reducing outlays on such items. For in-
stance, if R&D expenditures are expensed immediately, each dollar of R&D cut would be a dol-
lar more in pretax profits. On the other hand, if R&D costs are capitalized, each dollar cut will
reduce the assets employed by a dollar; the capital charge is thus reduced only by one dollar
times the cost of capital, which has a much smaller positive impact on economic valued added.

Noncurrent Liabilities

Ordinarily, a business unit receives its permanent capital from the corporate pool of funds. The
corporation obtained these funds from debt providers, equity investors, and retained earnings.
To the business unit, the total amount of these funds is relevant but not the sources from which
they were obtained. In unusual situations, however, a business unit’s financing may be pecu-
liar to its own situation. For example, a business unit that builds or operates residential hous-
ing or office buildings uses a much larger proportion of debt capital than would a typical man-
ufacturing or marketing unit. Since this capital is obtained through mortgage loans on the
business unit’s assets, it may be appropriate to account for the borrowed funds separately and
to compute an economic value added based on the assets obtained from general corporate
sources rather than on total assets.

The Capital Charge

Corporate headquarters sets the rate used to calculate the capital charge. It should be higher
than the corporation’s rate for debt financing because the funds involved are a mixture of debt
and higher-cost equity. Usually, the rate is set somewhat below the company’s estimated cost
of capital so that the economic value added of an average business unit will be above zero.

Some companies use a lower rate for working capital than for fixed assets. This may repre-
sent a judgment that working capital is less risky than fixed assets because the funds are com-
mitted for a shorter time period. In other cases, the lower rate is a way to compensate for the
fact that the company included inventory and receivables in the investment base at their gross
amount (i.e., without a deduction for accounts payable). It recognizes the fact that funds ob-
tained from accounts payable have zero interest cost.

Surveys of Practice

Practices in investment center management are summarized in Exhibits 7.7, 7.9, and 7.10. Most
companies include fixed assets in their investment base at their net book value. They do this
because this is the amount at which the assets are carried in the financial statements and
therefore, according to these statements, represents the amount of capital that the corporation
has employed in the division. Senior managers recognize that this method gives misleading
signals, but they believe individuals should make allowances for these errors when interpret-
ing business unit profit reports and that alternative methods of calculating the investment
base are not to be trusted because they are so subjective. They reject the annuity depreciation
approach on the grounds that it is inconsistent with the way in which depreciation is calcu-
lated for financial statement purposes.
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EVA versus ROI

As shown in Exhibit 7.2, most companies employing investment centers evaluate business units
on the basis of ROI rather than EVA.There are three apparent benefits of an ROI measure. First,
it is a comprehensive measure in that anything that affects financial statements is reflected in
this ratio. Second, ROI is simple to calculate, easy to understand, and meaningful in an absolute
sense. For example, an ROI of less than 5 percent is considered low on an absolute scale, and an
ROI of over 25 percent is considered high. Finally, it is a common denominator that may be ap-
plied to any organizational unit responsible for profitability, regardless of size or type of business.
The performance of different units may be compared directly to one another. Also, ROI data are
available for competitors and can be used as a basis for comparison.

EXHIBIT 7.9 Assets Included in Investment Base

Percentage of Respondents Including 
the Asset in the Investment Base

United States* Holland†

Current assets
Cash 47% 59%
Accounts receivable 90 94
Inventory 95 93
Other current assets 83 79

Fixed assets
Land and buildings used solely by this profit center 97 82
Allocated land and buildings used by two or more profit centers 49 47
Equipment used solely by this profit center 96 88
Allocated equipment used by two or more profit centers 48 46
An allocation of assets of headquarters central research 19 16

Other
Investments 53 N/A
Goodwill 55 N/A

*Govindarajan, “Profit Center Measurement,” p. 2.
†De With, “Performance Measurement and Evaluation in Dutch Companies.”

EXHIBIT 7.10 Liabilities Deducted in Calculating Investment Base

Percentage of Respondents Deducting 
the Liability from the Investment Base

United States* Holland†

Accounts payable 73% 91%
Intracompany payables 46 57
Other current liabilities 68 69
Deferred taxes 28 N/A
Other noncurrent liabilities 47 48

*Govindarajan, “Profit Center Measurement,” p. 2.
†De With, “Performance Measurement and Evaluation in Dutch Companies.”
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The dollar amount of EVA does not provide such a basis for comparison. Nevertheless, the
EVA approach has some inherent advantages. There are four compelling reasons to use EVA
over ROI.

First, with EVA all business units have the same profit objective for comparable invest-
ments. The ROI approach, on the other hand, provides different incentives for investments
across business units. For example, a business unit that currently is achieving an ROI of 30
percent would be reluctant to expand unless it is able to earn an ROI of 30 percent or more on
additional assets; a lesser return would decrease its overall ROI below its current 30 percent
level. Thus, this business unit might forgo investment opportunities whose ROI is above the
cost of capital but below 30 percent.

Example. Based on ROI, Wal-Mart would have chosen to stop expanding since the late 1980s be-

cause its ROI on new stores slipped from 25 percent to 20 percent—even though both rates were

substantially above its cost of capital.9

Similarly, a business unit that currently is achieving a low ROI—say, 5 percent—would bene-
fit from anything over 5 percent on additional assets.As a consequence, ROI creates a bias toward
little or no expansion in high-profit business units while, at the same time, low-profit units are
making investments at rates of return well below those rejected by the high-profit units.

Second, decisions that increase a center’s ROI may decrease its overall profits. For instance,
in an investment center whose current ROI is 30 percent, the manager can increase its overall
ROI by disposing of an asset whose ROI is 25 percent. However, if the cost of capital tied up in
the investment center is less than 25 percent, the absolute dollar profit after deducting capital
costs will decrease for the center.

The use of EVA as a measure deals with both these problems. They relate to asset invest-
ments whose ROI falls between the cost of capital and the center’s current ROI. If an invest-
ment center’s performance is measured by EVA, investments that produce a profit in excess of
the cost of capital will increase EVA and therefore be economically attractive to the manager.

A third advantage of EVA is that different interest rates may be used for different types of
assets. For example, a low rate may be used for inventories while a relatively higher rate may
be used for investments in fixed assets. Furthermore, different rates may be used for different
types of fixed assets to take into account different degrees of risk. In short, management con-
trol systems can be made consistent with the framework used for decisions about capital in-
vestments and resource allocation. It follows that the same type of asset may be required to
earn the same return throughout the company, regardless of the particular business unit’s
profitability. Thus, business unit managers should act consistently when deciding to invest in
new assets.

A fourth advantage is that EVA, in contrast to ROI, has a stronger positive correlation with
changes in a company’s market value.10 Shareholders are important stakeholders in a com-
pany. There are several reasons why shareholder value creation is critical for the firm: It
(a) reduces the risk of takeover, (b) creates currency for aggressiveness in mergers and ac-
quisitions, and (c) reduces cost of capital, which allows faster investment for future growth.

9 G. Bennett Stewart III, “Reform Your Governance from Within,” Directors and Boards, Spring 1993, pp. 48–54.
10 Joel M. Stern, EVA and Strategic Performance Measurement (New York: The Conference Board, 1996).
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Thus, optimizing shareholder value is an important goal of an enterprise. However, because
shareholder value measures the worth of the consolidated enterprise as whole, it is nearly
impossible to use it as a performance criterion for an organization’s individual responsibility
centers. The best proxy for shareholder value at the business unit level is to ask business unit

managers to create and grow EVA. Indeed, Fortune’s annual ranking of 1,000 companies ac-
cording to their ability to create shareholder wealth indicates that companies with high EVA
tend to show high market value added (MVA) or high gains for shareholders (see Exhibit
7.11). When used as a performance metric, EVA motivates managers to increase EVA by tak-
ing actions consistent with increasing stockholder value. This can be understood by consid-
ering how EVA is calculated. EVA is measured as follows:

EVA ⫽ Net profit ⫺ Capital charge
where

Capital charge ⫽ Cost of capital * Capital employed (1)

Another way to state equation (1) would be:

EVA ⫽ Capital employed (ROI ⫺ Cost of capital) (2)

The following actions can increase EVA as shown in equation (2): (i) increase in ROI through
business process reengineering and productivity gains, without increasing the asset base;
(ii) divestment of assets, products, and/or businesses whose ROI is less than the cost of capital;
(iii) aggressive new investments in assets, products, and/or businesses whose ROI exceeds the
cost of capital; and (iv) increase in sales, profit margins, or capital efficiency (ratio of sales to
capital employed), or decrease in cost of capital percentage, without affecting the other variables

in equation (2). These actions clearly are in the best interests of shareholders.

EXHIBIT 7.11 Fortune’s Annual List of Wealth Creators ($ in millions)

2001 Rank Company Name Market Value Added* EVA†

Top 5 in the List

1 General Electric $312,092 $5,943
2 Microsoft 296,810 5,919
3 Wal-Mart 198,482 1,596
4 IBM 142,625 1,236
5 Citigroup 140,426 4,646

Bottom 5 in the List

996 Qwest Communications ($24,919) ($1,800)
997 WorldCom (33,578) (5,387)
998 General Motors (34,456) (1,065)
999 Lucent (41,987) (6,469)

1000 AT&T (94,270) (9,972)

Source: “America’s Greatest Wealth Creators,” Fortune, December 10, 2001.
*“Market value added” shows the difference between what the capital investors have put into a company and the money they can take out.
†EVA is after-tax net operating profit minus cost of capital.
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Example. In January 1996, John Bystone, a former General Electric manager, took over as CEO

of SPX, a $1.1 billion maker of automobile parts, such as filters needed to service various models

of engines. The sales revenues of SPX were declining and the company’s stock price was on a

downward spiral by 1995. As part of the turnaround, John Bystone implemented EVA as the basis

for evaluating and rewarding business units, sending a strong signal that managers should build,

hold, harvest, or divest their businesses if the returns exceeded the cost of capital. During the first

two years of his tenure, SPX’s sales revenues grew and so did its EVA. Between January 1996 and

December 1997, the company’s stock rose from $15.62 to $66.11

Differences between ROI and EVA are shown in Exhibit 7.12. Assume that the company’s
required rate of return for investing in fixed assets is 10 percent after taxes, and that the com-
panywide cost of money tied up in inventories and receivables is 4 percent after taxes. The top
section of Exhibit 7.12 shows the ROI calculation. Columns (1) through (5) show the amount of
investment in assets that each business unit budgeted for the coming year. Column (6) is the
amount of budgeted profit. Column (7) is the budgeted profit divided by the budgeted invest-
ment; therefore, this column, shows the ROI objectives for the coming year for each of the busi-
ness units.

Only in Business Unit C is the ROI objective consistent with the companywide cutoff rate,
and in no unit is the objective consistent with the companywide 4 percent cost of carrying cur-
rent assets. Business Unit A would decrease its chances of meeting its profit objective if it did

11“Another GE Veteran Rides to the Rescue,” Fortune, December 29, 1997.

EXHIBIT 7.12 Difference between ROI and EVA ($000)

ROI Method

(1) (2) (3) (4) (5) (6) (7) 
Business Fixed Total Budgeted ROI Objective 

Unit Cash Receivables Inventories Assets Investment Profit (6) ⴜ (5)

A $10 $20 $30 $60 $120 $24.0 20%
B 20 20 30 50 120 14.4 12
C 15 40 40 10 105 10.5 10
D 5 10 20 40 75 3.8 5
E 10 5 10 10 35 (1.8) (5)

EVA Method

Current Assets Fixed Assets

(1) (2) (3) (4) (5) (6) (7) 
Business Profit Required Required Budgeted EVA

Unit Potential Amount Rate Earnings Amount Rate Earnings (1) ⴚ [(4) ⴙ (7)]

A 24.0 $60 4% $2.4 $60 10% $6.0 $15.6
B 14.4 70 4 2.8 50 10 5.0 6.6
C 10.5 95 4 3.8 10 10 1.0 5.7
D 3.8 35 4 1.4 40 10 4.0 (1.6)
E (1.8) 25 4 1.0 10 10 1.0 (3.8)
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not earn at least 20 percent on added investments in either current or fixed assets, whereas
Units D and E would benefit from investments with a much lower return.

EVA corrects these inconsistencies. The investments, multiplied by the appropriate rates
(representing the companywide rates), are subtracted from the budgeted profit. The resulting
amount is the budgeted EVA. Periodically, the actual EVA is calculated by subtracting from the
actual profits the actual investment multiplied by the appropriate rates. The lower section of
Exhibit 7.12 shows how the budgeted EVA would be calculated. For example, if Business Unit
A earned $28,000 and employed average current assets of $65,000 and average fixed assets of
$65,000, its actual EVA would be calculated as follows:

EVA ⫽ 28,000 ⫺ 0.04(65,000) ⫺ 0.10(65,000)

⫽ 28,000 ⫺ 2,600 ⫺ 6,500

⫽ 18,900

This is $3,300 ($18,900 ⫺ $15,600) better than its objective.
Note that if any business unit earns more than 10 percent on added fixed assets, it will

increase its EVA. (In the cases of C and D, the additional profit will decrease the amount of
negative EVA, which amounts to the same thing.) A similar result occurs for current assets.
Inventory decision rules will be based on a cost of 4 percent for financial carrying charges.
(Of course, there will be additional costs for physically storing the inventory.) In this way
the financial decision rules of the business units will be consistent with those of the com-
pany.

EVA solves the problem of differing profit objectives for the same asset in different business
units and the same profit objective for different assets in the same unit. The method makes it
possible to incorporate in the measurement system the same decision rules used in the plan-
ning process: The more sophisticated the planning process, the more complex the EVA calcula-
tion can be. For example, assume the capital investment decision rules call for a 10 percent
return on general-purpose assets and a 15 percent return on special-purpose assets. Business

unit fixed assets can be classified accordingly, and different rates applied when measuring per-
formance. Managers may be reluctant to invest in improved working conditions, pollution-con-

trol measures, or other social goals if they perceive them to be unprofitable. Such investments
will be much more acceptable to business unit managers if they are expected to earn a reduced
return on them.

Example. In 1996 Mitsubishi Corporation, the Japanese multinational with sales revenues of

$176 billion, employed investment centers as a management control tool. It divided the company

into seven groups and set different targets across the groups. For instance, the Information Tech-

nology Group, which was working in the fast-growing field of multimedia, had a low target. The

Food Group had a very high target.12

Exhibit 7.13 offers examples of how different companies use EVA in planning and control.

12Joel Kurtzman, “An Interview with Minoru Makihara,” Strategy & Business, Issue 2, Winter 1996, pp. 86–93.
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Additional Considerations in Evaluating Managers

In view of the disadvantages of ROI, it seems surprising that it is so widely used. We know
from personal experience that the conceptual flaws of ROI for performance evaluation are real
and contribute to dysfunctional conduct by business unit managers. We are unable to deter-
mine the extent of this dysfunctional conduct, however, because few managers are likely to
admit its existence and many are unaware of it when it does exist.

We strongly advocate the use of EVA as a performance measurement tool. EVA, however,

does not solve all the problems of measuring profitability in an investment center. In particu-
lar, it does not solve the problem of accounting for fixed assets, discussed above, unless annu-
ity depreciation is also used, and this is rarely done in practice. If gross book value is used, a
business unit can increase its EVA by taking actions contrary to the interests of the company.
If net book value is used, EVA will increase simply because of the passage of time. Further-
more, EVA will be temporarily depressed by new investments because of the high net book
value in the early years. EVA does solve the problem created by differing profit potentials. All
business units, regardless of profitability, will be motivated to increase investments if the rate
of return from a potential investment exceeds the required rate prescribed by the measure-
ment system.

Moreover, some assets may be undervalued when they are capitalized, and others when they
are expensed. Although the purchase cost of fixed assets is ordinarily capitalized, a substantial
amount of investment in startup costs, new-product development, dealer organization, and so
forth, may be written off as expenses and therefore will not appear in the investment base. This
situation applies especially to marketing units. In these units the investment amount may be
limited to inventories, receivables, and office furniture and equipment. When a group of units
with varying degrees of marketing responsibility are ranked, the unit with the relatively
larger marketing operations will tend to have the highest EVA.

EXHIBIT 7.13 Use of EVA in Planning and Control

Strategic Direction. IBM applied economic value added to evaluate the strategic plans for key Latin
American markets such as Mexico, Brazil, and Argentina.
Acquisitions. In one of the largest acquisitions, AT&T used EVA in deciding on its $12.6 billion purchase
of McCaw Cellular.
Operational Improvements. Briggs & Stratton recognized that its return on capital was poor and
trending lower. Operations were restructured and economic value added was adopted as a way of
focusing managers’ attention on how they were employing capital. EVA became the firm’s benchmark for
product introductions, equipment purchases, supplier arrangements, quality initiatives, and process
improvements.
Product Line Discontinuation. Economic value added helped Coca-Cola identify and sell businesses 
that failed to recoup their cost of capital.
Working Capital Focus. Quaker Oats used economic value added to account for the large dollar
amount tied up in finished goods and packaging material inventories.
Cost of Capital Focus. Dow Chemical used economic value added to shed light on what it cost to run 
its businesses and return a profit.
Incentive Compensation. At Transamerica, 100 percent of the annual bonuses for the CEO and the CFO
were based on economic value added.

Source: Excerpted from I. Shaked, A. Michel, and Pierre Leroy, “Creating Value through EVA—Myth or Reality,” Strategy & Business, Fourth
Quarter, 1997, p. 44.
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Considering these problems, some companies have decided to exclude fixed assets from the
investment base. These companies make an interest charge for controllable assets only, and
they control fixed assets by separate devices. Controllable assets are essentially working capi-
tal items. Business unit managers can make day-to-day decisions that affect the level of these
assets. If these decisions are wrong, serious consequences can occur quickly: For example, if
inventories are too high, unnecessary capital is tied up and the risk of obsolescence is in-
creased; if inventories are too low, production interruptions or lost customer business can re-
sult from the stockouts.

Investments in fixed assets are controlled by the capital budgeting process before the fact and
by postcompletion audits to determine whether the anticipated cash flows in fact materialized.
This is far from completely satisfactory because actual savings or revenues from a fixed asset ac-
quisition may not be identifiable. For example, if a new machine produces a variety of products,
the cost accounting system usually will not identify the savings attributable to each product.

Evaluating the Economic Performance of the Entity

Discussion to this point has focused on measuring the performance of business unit managers.
As pointed out in Chapter 5, reports on the economic performance of business units are quite dif-
ferent. Management reports are prepared monthly or quarterly, whereas economic performance
reports are prepared at irregular intervals, usually once every several years. For reasons stated
earlier, management reports tend to use historical information on actual costs incurred,
whereas economic reports use quite different information. In this section we discuss the purpose
and nature of the economic information.

Economic reports are a diagnostic instrument. They indicate whether the current strategies
of the business unit are satisfactory and, if not, whether a decision should be made to do some-
thing about the business unit—expand it, shrink it, change its direction, or sell it. The eco-
nomic analysis of an individual business unit may reveal that current plans for new products,
new plant and equipment, or other new strategies, when considered as a whole, will not pro-
duce a satisfactory future profit, even though separately each decision seemed sound when it
was made.

Economic reports are also made as a basis for arriving at the value of the company as a
whole. Such a value is called the breakup value—that is, the estimated amount that share-
holders would receive if individual business units were sold separately. The breakup value is
useful to an outside organization that is considering making a takeover bid for the company,
and, of course, it is equally useful to company management in appraising the attractiveness of
such a bid. The report indicates the relative attractiveness of the business units and may sug-
gest that senior management is misallocating its scarce time—that is, spending an undue
amount of time on business units that are unlikely to contribute much to the company’s total
profitability. A gap between current profitability and breakup value indicates changes may
need to be made. (Alternatively, current profitability may be depressed by costs that will en-
hance future profitability, such as new-product development and advertising, as mentioned
earlier.)
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The most important difference between the two types of reports is that economic reports
focus on future profitability rather than current or past profitability. The book value of assets
and depreciation based on the historical cost of these assets is used in the performance reports
of managers, despite their known limitations. This information is irrelevant in reports that es-
timate the future; in these reports, the emphasis is on replacement costs.

Conceptually, the value of a business unit is the present value of its future earnings stream.
This is calculated by estimating cash flows for each future year and discounting each of these an-
nual flows at a required earnings rate.The analysis covers 5, or perhaps 10, future years.Assets
on hand at the end of the period covered are assumed to have a certain value—the terminal

value—which is discounted and added to the value of the annual cash flows. Although these es-
timates are necessarily rough, they provide a quite different way of looking at the business units
from that conveyed in performance reports.

Summary

Investment centers have all of the measurement problems involved in defining expenses and
revenues that were discussed in Chapters 4, 5, and 6. Investment centers raise additional prob-
lems regarding how to measure the assets employed, specifically which assets to include, how
to value fixed assets and current assets, which depreciation method to use for fixed assets,
which corporate assets to allocate, and which liabilities to subtract.

An important goal of a business organization is to optimize return on shareholder equity
(i.e., the net present value of future cash flows). It is not practical to use such a measure to eval-
uate the performance of business unit managers on a monthly or quarterly basis. Accounting
rate of return is the best surrogate measure of business unit managers’ performance. Economic
value added (EVA) is conceptually superior to return on investment (ROI) in evaluating busi-
ness unit managers.

When setting annual profit objectives, in addition to the usual income statement items, there
should be an explicit interest charge against the projected balance of controllable working capi-
tal items, principally receivables and inventories. There is considerable debate about the right
approach to management control over fixed assets. Reporting on the economic performance of an
investment center is quite different from reporting on the performance of the manager in charge
of that center.
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Case 7-1

Investment Center Problems (A)
1. The ABC Company has three divisions—A, B, and C. Division A is exclusively a marketing

division, Division B is exclusively a manufacturing division, and Division C is both a manu-
facturing and marketing division. The following are the financial facts for each of these di-
visions:

Division Division Division
A B C

Current assets $100,000 $ 100,000 $100,000
Fixed assets — 1,000,000 500,000
Total assets $100,000 $1,100,000 $600,000
Profits before depreciation and market 

development costs $200,000 $200,000 $200,000

Question

Assume that the ABC Company depreciates fixed assets on a straight-line basis over 10
years. To maintain its markets and productive facilities, it has to invest $100,000 per year in
market development in Division A and $50,000 per year in Division C. This is written off as an
expense. It also has to replace 10 percent of its productive facilities each year. Under these
equilibrium conditions, what are the annual rates of return earned by each of the divisions?

2. The D Division of the DEF Corporation has budgeted aftertax profits of $1 million for 1987. It
has budgeted assets as of January 1, 1987, of $10 million, consisting of $4 million in current as-
sets and $6 million in fixed assets. Fixed assets are included in the asset base at gross book
value. The net book value of these fixed assets is $3 million. All fixed assets are depreciated
over a 10-year period on a straight-line basis.

The manager of the D Division has submitted a capital investment project to replace a
major group of machines. The financial details of this project are as follows:

New equipment:
Estimated cost $2,000,000
Estimated aftertax annual saving* 300,000
Estimated life 10 years

Old equipment to be replaced:
Original cost $1,500,000
Original estimate of life 10 years
Present age 7 years
Present book value ($1,500,000 ⴚ $1,050,000) $450,000
Salvage value 0

*These are cash inflows, disregarding depreciation and capital gains or losses (except for their tax impact).

This case was prepared and copyrighted by Professor John Dearden. Suggestions by Jim Reece are incorporated.

Note: In solving these problems, ignore taxes. Most of the problems state that savings or earnings are “after taxes.” As-

sume that the amount of income taxes will not be affected by alternative accounting treatment.
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Questions

The capital investment project was approved, and the new machinery was installed on Janu-
ary 1, 1987. Calculate the rate of return that is earned on the new investment, using the divi-
sional accounting rules, and calculate the revised 1987 and 1988 budgeted rate of return:
(a) Assuming that the investment and savings are exactly as stated in the project.
(b) Assuming that the investment is overrun by $500,000 and the annual savings are only

$200,000.

Notes to Problem 2:

A. In answering Problem 2, ignore the time value of money in your calculations. Use com-
posite straight-line depreciation over the 10-year period. The essential differences be-
tween “composite” and “unit” depreciation are these: (1) Under “unit” depreciation, each
asset is accounted for as an individual entity. One result of this is that assets disposed
of for more (or less) than their net book value give rise to an accounting gain (or loss),
which is included in the profit calculation. (2) Under “group” or “composite” deprecia-
tion, a pool of assets is accounted for by applying an annual depreciation rate to the
gross book value (i.e., original cost) of the entire pool. When an individual asset is re-
tired, the gross book value of the pool of assets is reduced by the original cost of the
asset, and
the accumulated depreciation account for the pool is reduced by the difference between
the asset’s original cost and scrap value, if any (i.e., a retired asset is assumed to be
fully depreciated). Thus, any gains or losses from the disposal of assets are “buried” in
the accumulated depreciation account and do not flow through the income statement.

B. Assume everything is as stated in Problem 2—except that the company used unit deprecia-
tion. Answer the questions in Problem 2 for the years 1987 and 1988.

3. Assume everything is as stated in Problem 2—except that the fixed assets are included in
the divisional assets base at their net book value at the end of the year. Answer the ques-
tions in Problem 2 for 1987 and 1988.

Questions

(a) Do Problem 3 using unit depreciation.
(b) Do Problem 3 using composite depreciation.
(c) Do Problem 3 on the basis that DEF Corporation depreciates the pool of assets on the

basis of the sum-of-the-years’-digits method, using composite depreciation. Calculate the
rate of return on the new investment for 1987 and 1988 using the divisional accounting
rules, assuming that
(1) The investment and savings were exactly as stated in the project proposal.
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(2) The investment was overrun by $500,000, and the annual savings were only $200,000.

Incorporate the following numbers to do your calculations:

Sum of digits 1 ⫺ 10 ⫽ 55
$2,000 * 10/55 ⫽ $364
$2,000 * 9/55 ⫽ $327
$2,500 * 10/55 ⫽ $455
$2,500 * 9/55 ⫽ $409
$1,500 * 3/55 ⫽ $82
$1,500 * 2/55 ⫽ $55

4. The G Division of the GHI Corporation proposes the following investment in a new product
line:

Investment in fixed assets......................................................................$100,000
Annual profits before depreciation but after taxes

(i.e., annual cash flow)...........................................................................25,000
Life............................................................................................................5 years

The GHI Corporation used the time-adjusted rate of return, with a cutoff rate of 8 percent
in evaluating its capital investment proposals. A $25,000 cash inflow for five years on an in-
vestment of $100,000 has a time-adjusted return of 8 percent. Consequently, the proposed
investment is acceptable under the company’s criterion. Assume that the project is approved
and that the investment and profit were the same as estimated. Assets are included in the
divisional investment base at the average of the beginning and end of the year’s net book
value.

Questions

(a) Calculate the rate of return that is earned by the G Division on the new investment for
each year and the average rate for the five years, using straight-line depreciation.

(b) Calculate the rate of return that is earned by the G Division on the new investment for
each year, and the average for the five years using the sum-of-the-years’-digits deprecia-
tion.

5. A proposed investment of $100,000 in fixed assets is expected to yield aftertax cash flows of
$16,275 a year for 10 years. Calculate a depreciation schedule, based on annuity-type depre-
ciation, that provides an equal rate of return each year on the investment at the beginning of
the year, assuming that the investment and earnings are the same as estimated.

6. The JKL Company used the economic value added method for measuring divisional profit
performance. The company charges each division a 5 percent return on its average current
assets and a 10 percent return on its average fixed assets. Listed below are some financial

statistics for three divisions of the JKL Company.
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Division

J K L

Budget-data ($000s):
1987 budgeted profit $ 90 $ 55 $ 50
1987 budgeted current assets 100 200 300
1987 budgeted fixed assets 400 400 500

Division

J K L

Actual data ($000s):
1987 profits $ 80 $ 60 $ 50
1987 current assets 90 190 350
1987 fixed assets 400 450 550

Questions

(a) Calculate the ROI objective and actual ROI for each division for 1987.
(b) Calculate the EVA objective for each division for 1987.
(c) Calculate the actual EVA for each division for 1987 and calculate the extent that it is

above or below objective.

7. Refer to the budgeted profits and assets of the three divisions of the JKL Company provided
in Problem 6. Listed below are four management actions, together with the financial impact
of these actions. For each of these situations, calculate the impact on the budgeted ROI and
EVA for each division. (Another way of looking at this problem is to calculate the extent to
which these actions help or hurt the divisional managers in attaining their profit goals.)

Situation 1. An investment in fixed assets is made. This action increases the average fixed
assets by $100,000 and profits by $10,000.

Situation 2. An investment in fixed assets is made. This action increases the average as-
sets by $100,000 and profits by $7,000.

Situation 3. A program to reduce inventories is instituted. As a result, inventories are re-
duced by $50,000. Increased costs and reduced sales resulting from the lower
inventory levels reduce profits by $5,000.

Situation 4. A plant is closed down and sold. Fixed assets are reduced by $75,000, and
profits (from reduced sales) are decreased by $7,500.
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Case 7-2

Investment Center Problems (B)

1. The Complete Office Company has three divisions: Layout and Marketing, Office Furniture,
and Office Supplies. Layout and Marketing is primarily a consulting and sales group with
no fixed assets and minimal current assets. Office Furniture is a manufacturing division
with machinery for the production and assembly of desks, chairs, and modular dividers. The
Office Supplies Division has light machinery for the packaging and distribution of paper and
other office supplies. It has current assets in the form of inventory and receivables, and it
has some fixed assets in the form of machinery.

The Complete Office Company depreciates all of its fixed assets over 10 years on a straight-
line basis, and it calculates ROA on beginning-of-year gross book value of assets.The operating
expenses for each division (besides depreciation on fixed assets) are $200,000 for Layout and
Marketing, $100,000 for Office Furniture, and $150,000 for Office Supplies. The company’s as-
sets and gross profits for 1997 are as follows:

Layout and Office Office
Marketing Furniture Supplies

Current assets . . . . . . . . . . . . . . . . . . $200,000 $ 200,000 $200,000
Fixed assets . . . . . . . . . . . . . . . . . . . . — 1,000,000 500,000
Total assets . . . . . . . . . . . . . . . . . . . . 200,000 1,200,000 700,000
Gross profit from sales. . . . . . . . . . . . 400,000 400,000 400,000

Question

Please compute an ROA figure for each division for 1997.

2. The manager of the Big Spender Division of Growing Industries has received formal ap-
proval to buy a specific new machine for his division. Given the following assumed data ex-
cerpted from his capital expenditure request, what ROAs (based on gross book value) will
his division earn for 1996 and 1997?

Data Excerpted from Capital Expenditure Request:

(1) Budgeted aftertax profits of $3,000,000 per year.

(2) January 1, 1996, budgeted assets of $30,000,000, consisting of $12,000,000 in current assets
and $18,000,000 in fixed assets, at gross book value.

(3) Net book value of the existing fixed assets was $9,000,000.

(4) All fixed assets are depreciated over 10 years on a straight-line depreciation method.
There are no noncash expenses or revenues other than depreciation, and the same de-
preciation method is used for tax and books.

This case was prepared by Professor Ed Barrett, Thunderbird Graduate School of Management, Phoenix, AZ. Copyright by

Ed Barrett.
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(5) Data relevant to the new equipment:

Budgeted cost .................................................................................$6,000,000
Estimated annual aftertax saving* .........................................................900,000
Estimated depreciable life/10 years .......................................................900,000
Date of expected purchase......................................................................1/1/96

*These are cash inflows net of all tax impacts. That is, they are computed so as to disregard depreciation
and book gains or losses except for their tax impact.

(6) Data relative to the old equipment to be replaced:

Gross book value .............................................................................$4,500,000
Depreciable life .....................................................................................10 years
Present age.............................................................................................7 years
Depreciation taken to date ................................................................3,150,000
Salvage value .................................................................................................—

3. The manager of the Big Spender Division did install his new machine. What ROA was re-
ally earned in 1996 and 1997 if his machine had installation cost overruns of $1,500,000 and
produced cost savings of only $600,000 per year? (All other facts are the same as in Problem
2.)

4. Assume that instead of calculating ROA on gross book value, all divisions of Growing In-
dustries calculated ROA using end-of-year net book values. How would that change the pro-
jected results for the Big Spender Division? (Use the same projections as in Problem 2.)

5. Again, assume that Growing Industries calculates ROA on net book values at end of year.
The manager of the Big Spender Division finds that he has a $1,500,000 installation cost
overrun and only $600,000 savings per year. How will his actual ROA look for 1996 and
1997?

6. Ace Corporation allows the managers of its divisions a good deal of freedom in choosing their
method of computing ROA, as long as the method chosen is consistent from year to year so
that performance in each of the years can be compared.

The new manager of the Diamond Division of Ace Corporation wanted the books to show
him managing a relatively large amount of assets and showing improved year-to-year results,
so for calculating ROA he used beginning-of-year book values and straight-line depreciation
so that the assets would show the highest net book value. The Diamond Division had just
been formed to run a new machine which cost $10,000,000, was expected to have a five-year
life, and it was hoped to produce after-tax cash inflows of $2,500,000 per year.

Questions

(a) What will the new manager’s ROA on this machine be for the five years of its expected life?
(b) What will be the average ROA?
(c)If the new manager’s bonus was calculated as $100 for each percent of ROA, what would

his bonus be in each year?
(d) What is the IRR on this project?



Chapter 7 Measuring and Controlling Assets Employed 297

7. The more experienced manager of the Spade Division of Ace Corporation also wants to look
good. He’s also interested, however, in demonstrating that the bonus plan is not well con-
ceived. He chooses to employ end-of-year net book values for calculating his ROA.

Questions

If the Spade Division were to buy the same machine with the same life, depreciation, and ex-
pected aftertax cash inflows as shown in Problem 6:

(a) Calculate the manager’s ROA for the five years of expected life of the machine.
(b) What would be the average ROA?
(c) What would be his bonuses if they were also calculated on the basis of $100 for each

percent of ROA each year?
(d) What is the IRR on this project?

8. The far older and wiser manager of the Heart Division of Ace Corporation decided to de-
preciate the $10,000,000 in new assets in his division over five years using the sum-of-the-
years’-digits method. He also decides to use beginning-of-the-year net book values. His
machines also are expected to produce aftertax cash inflows of $2,500,000 per year.

Questions

(a) What would be the manager’s ROA each year?
(b) What would be the average ROA?
(c) What would his bonuses be over the five-year period?
(d) What is the IRR?

9. The corporate management of Ace Corporation later decided to try a different type of machine
investment.The machine involved in this decision would last 10 years,although it would have
aftertax cash inflows of only $1,627,500 per year.The machine cost $10,000,000.The financial
staff chose to use an annuity method of depreciation. (In this method, the depreciation in-

creases each year as the machine grows older. In concept, the net book value and the return—
after depreciation—on the machine decrease commensurately, so as to help create a consistent
ROA over the life of the machine.)

Questions

(a) Please construct an annuity depreciation schedule that provides an equal ROA (using
net book value of assets at the beginning of the year) for each of the expected 10 years’
life of the project.

(b) What advantages or disadvantages do you see with this methodology?

10. The Ultima Company employs a return-on-investment (ROI) methodology to measure divi-
sional performance. “Investment” in their calculations consists of a figure representing av-
erage annual current assets plus average annual fixed assets. Following are both the bud-
geted and then the actual data for five divisions of Ultima Company for the year 1997 (in
thousands of dollars).
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Budgeted Budgeted
Average Average

Budgeted Current Fixed
Divisions Profits Assets Assets

A 90 100 400
B 55 200 400
C 50 300 500
D 100 200 800
E 150 400 800

Actual Actual
Average Average

Actual Current Fixed
Divisions Profits Assets Assets

A 80 90 400
B 60 190 450
C 50 350 550
D 105 200 800
E 155 200 800

Questions

(a) Please compute budgeted ROI for each division.
(b) Please compute actual ROI for each division.
(c) Comment on the comparison of the two sets of results.

11. Some new managers at Ultima Company feel that there should be a way to measure divi-

sional performance, taking into account the basic cost of capital. They suggest running the
same numbers for Ultima as in Problem 10, based on the concept of economic value added,
charging 5 percent for the usage of current assets and 10 percent for the usage of fixed assets.

Questions

Using the budgeted and actual figures for Ultima Company from Problem 10, and using the
charges for capital given above:

(a) Please compute budgeted EVA for each division.
(b) Please compute actual EVA for each division.
(c) Comment on the comparison of the two sets of results, and a comparison with the re-

sults of Problem 10.

12. The Ultima Company decides to make an investment in fixed assets costing $100,000.This in-
vestment is expected to produce profits of $10,000 per year. How would this investment help
the managers of each division attain their budgeted ROI and EVA goals if this project were
added to their divisions?
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Questions

Using the budgeted figures for Ultima Company in Problem 10, please find the impact of this
project on:

(a) Budgeted ROI goals of each division.
(b) Budgeted EVA goals of each division.
(c) Please analyze the resulting data.

13. If, instead of making an investment in fixed assets, the Ultima Company decides to make
an investment in current assets of $100,000 with an expected profit of $7,000 per year, how
would that affect its budgets?

Questions

Using the figures given in Problem 10, please compute:
(a) Budgeted ROI for 1997.
(b) Budgeted EVA for 1997.
(c) Please analyze the resulting data.

14. If, instead of expanding operations, Ultima Company decides to retrench in a declining
market, what would be the effect on budgeted ROI and EVA of reducing inventories by
$50,000? It is expected that slightly increased delivery costs and definitely reduced sales
will result in profits lowered by $5,000 per year.

Questions

Starting with the figures for Ultima Company given in Problem 10, please calculate the effect
these changes would have on:

(a) Budgeted ROI in 1997.
(b) Budgeted EVA in 1997.
(c) Your analysis of the resultant data.

15. If, instead of reducing inventories, Ultima Company prefers to handle its retrenchment by
selling a plant, it will reduce fixed assets by $75,000. It is expected that this move will also
decrease sales by $5,000 per year.

Questions

What will be the effect of this move on the data about Ultima Company given in Problem 10?
(a) Please compute the effect this sale will have on ROI in 1997.
(b) Please compute the effect this sale will have on EVA in 1997.
(c) Please analyze and comment upon the resultant data.



300 Part One The Management Control Environment

Case 7-3

Quality Metal Service Center
In early March 1992, Edward Brown, president and chief executive officer of Quality Metal
Service Center (Quality), made the following observation:

Though I am satisfied with our past performance, I believe that we are capable of achieving even
higher levels of sales and profits. Considering the market expansion and the state of competition,
I feel we might have missed out on some growth opportunities. I don’t know if our controls have
inhibited managers from pursuing our goals of aggressive growth and above-average return on
assets, as compared to the industry, but you might keep that in mind while evaluating our sys-
tems.

The Metal Distribution Industry

Service centers bought metals from many of the mills including USX,Bethlehem,Alcoa,Reynolds,
and such smaller firms as Crucible, Northwestern, and Youngstown. These suppliers sold their
products in large lots, thereby optimizing the efficiencies associated with large production runs.
Service centers sold their products to metal users in smaller lots and on a short lead-time basis.

The metal distribution industry was generally regarded as a mature, highly competitive, and
fragmented industry. However, there were a number of key trends in the metal industry that were
enhancing service centers’ growth potential.

Steel Mill’s Retrenchment

In their efforts to become more competitive through increased productivity, most of the major
domestic metals producers had been scaling back product lines by dropping low-volume spe-
cialty products. Further, they had cut back on service to customers by reducing sales force size
and technical support. Full-line service centers, recognizing that many customers preferred to
deal with only a few primary suppliers, had profited from this trend by maintaining wide prod-
uct lines and increasing customer service.

Just-in-Time Inventory Management

Given the high cost of ownership and maintenance of inventory, most metal users attempted
to reduce their costs by lowering their levels of raw materials inventories (“just-in-time” in-
ventory management). This resulted in smaller order quantities and more frequent deliver-
ies. Metal service centers had a natural advantage over the mills here because inventory was
the service center’s stock-in-trade.

While the service center’s price was always higher than buying from the mills, customers
were increasingly willing to pay the extra charge. They recognized that the savings they gen-

This case was prepared by Vijay Govindarajan, with the assistance of Rony Levinson (T’05). Copyright © Dartmouth Col-

lege.
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erated from lower inventories and handling costs, plus reduced scrap and risk of obsolescence,
would lower the total cost of getting the metal into their production system.

Productivity Improvement and Quality Enhancement

Quality and productivity had become overriding issues with metal users. They had imple-
mented major quality and productivity improvement programs aimed at increasing both the
reputation of their products and the overall profitability of operations. In their attempt to focus
on quality, end users were reducing the number of suppliers with whom they did business and
were concentrating their purchases with those that were best able to meet their specific qual-
ity, availability, and service requirements. End users found that closer relationships with fewer
suppliers resulted in better quality conformance and stronger ties between supplier and cus-
tomer as each sought to maximize the long-term benefits of the relationship.

Quality Metal’s Strategy

Quality Metals had been established a century ago as a local metals distributor. Since then, it
had grown into a firm with national distribution, and its sales in 1991 were well over $750 mil-
lion. Quality’s business strategy provided the framework for the development of specific goals
and objectives. According to Mr. Brown, three fundamental objectives guided Quality.

Objective 1: To Focus Sales Efforts on Targeted Markets
of Specialty Metal Users

Quality recognized that it could compete much more effectively in specialty product lines of its
own selection than in the broader commodity carbon steel markets where price was the primary
determining factor. Consequently, Quality decided to diminish its participation in commodity
product lines and redeploy those resources into higher-technology metals, such as carbon alloy
bars, stainless steel, aluminum, nickel alloys, titanium, copper, and brass, which offered higher
returns and had less-effective competition. More than 60 percent of its revenues were derived
from higher-technology metals in 1992, compared with 29 percent in 1982.

Quality had made a long-term commitment to high-technology metal users. The company’s
introduction of titanium, a natural adjunct to the existing product line, was indicative of the
company’s strategy of bringing new products to the market to meet the needs of existing cus-
tomers. Previously, titanium was not readily available on the distributor market. Quality
planned to continue to diversify into complementary higher-technology products as new cus-
tomer requirements arose.

Objective 2: To Identify Those Industries and Geographic Markets Where These
Metals Were Consumed

To identify more accurately the major industries and geographies for these products, Quality de-
veloped the industry’s first metal usage data base. Mr. Brown believed that this database, which
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was continually refined and updated, was the most accurate in the country. Its use enabled Qual-
ity to profile product consumption by industry and by geography. It also enabled the company to
analyze total market demand on a nationwide basis and to project potential sales on a market-
by-market basis. As a result, Quality had a competitive edge in determining where customers
were located and what products they were buying. It used this information in selecting locations
for opening new service centers.

Objective 3: To Develop Techniques and Marketing Programs 
That Would Increase Market Share

To build market share, Quality offered programs that assisted its customers in implementing
just-in-time inventory management systems coordinated with their materials requirement plan-
ning programs.The company worked with customer representatives in purchasing, manufactur-
ing, and quality assurance to determine their precise requirements for product specifications,
quantities, and delivery schedules.

Similarly, Quality emphasized value-added business by offering a wide range of processing
services for its customers, such as saw cutting to specific sizes,flame cutting into both pattern and
nonpattern shapes, flattening, surface grinding, shearing, bending, edge conditioning, polishing,
and thermal treatment. Because of Quality’s volume, the sophisticated equipment required for
these production steps was operated at a lower cost per unit than most customer-owned equip-
ment.

Organizational Structure

Since the Great Depression, Quality had experienced rapid sales growth and geographical ex-
pansion. In 1992, Quality operated in more than 20 locations, situated in markets represent-
ing about 75 percent of metal consumption in the United States. Consistent with this growth
was the necessity to decentralize line functions. The firm currently had 4 regions, each of which
had about 6 districts for a total of 23 districts. There were staff departments in finance,
marketing, operations, and human resources. A partial organizational structure is given in 
Exhibit 1.

Typically, a district manager had under him a warehouse superintendent, a sales manager,
a credit manager, a purchasing manager, and an administration manager (Exhibit 1). The de-
cision-making authorities of these managers are described below:

The Warehouse Superintendent oversees transportation, loading and unloading, storage, and pre-

production processing.

The Sales Manager coordinates a staff that includes “inside” salespersons who establish con-

tacts and take orders over the phone, and an “outside” team who make direct customer contacts

and close large deals. Sales price and discount terms are generally established by the District

Manager; freight adjustments are also made at the district level.
The Credit Manager assesses the risk of new customer accounts, approves customer credit pe-

riods within a range established by corporate headquarters, and enforces customer collections.
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The Purchasing Manager acquires inventory from the regional warehouse, other districts, and
outside companies. Districts have freedom to purchase from outside suppliers. However, senior
management has established Economic Order Quantity guidelines for the purchase of inventory,
and metals are stocked in a district warehouse only if local demand is sufficient to justify it.
Within this overall constraint, the Purchasing Manager has authority to choose suppliers and ne-
gotiate credit terms, although payments to suppliers are handled centrally at the home office.

Capital expenditures in excess of $10,000 and all capital leasing decisions require corporate
approval.

Responsibility Allocation and Performance Measurement

District managers were responsible for attaining predetermined return on asset (ROA) levels,
which were agreed to at the beginning of the year. The following items were included in the
asset base for ROA calculations.

EXHIBIT 1 Partial Organizational Chart

Chairman of
the Board 

President and
Chief Executive Officer

E. Brown

Vice
President
Human

Resources

Vice
President
Western
Region

Vice
President
Eastern
Region

Vice
President

Midwestern
Region

Vice
President
Southern
Region

Vice
President

Operations

Vice
President
Marketing

Vice
President
Finance

Regional 
Marketing 
Manager 

Administration
Manager

Warehouse
Superintendent

Purchase 
Manager 

Credit 
Manager 

Columbus 
District 

Manager
Ken Richards

District 
Manager 

District 
Manager 

Warehouse
Superintendent

Purchase 
Manager 

Administration
Manager

Credit 
Manager 

Sales 
Manager 
Elizabeth 

Barret 



304 Part One The Management Control Environment

1. Land, warehouse buildings, and equipment were included in the asset base at gross book
value.

2. Leased buildings and equipment (except for leased trucks) were included in the asset base
at the capitalized lease value. (Leased trucks were not capitalized; rather, lease expenses
on trucks were reported as an operating expense.)

3. Average inventory, in units, was calculated. The replacement costs, based on current mill
price schedules, were determined for these units and included in the asset base.

4. Average accounts receivable balance for the period was included in the asset base. (Cash
was excluded from district’s assets; the amounts were trivial.)

5. As a general rule, accounts payable was not deducted from the asset base. However, an ad-
justment was made if the negotiated credit period was greater than the company standard
of 30 days. If this occurred, “deferred inventory,” a contra-asset account, was deducted from
the amount of the inventory value for the period in excess of the 30-day standard. This was
equivalent to a reduction of inventory asset corresponding to the excess credit period. For
example, if a district negotiated a credit period of 50 days, then the inventory expenditure
was removed from the asset base for 20 days. However, a penalty was not assessed if the ne-
gotiated credit period was less than the 30-day company standard.

Income before taxes, for each district, was calculated in accordance with generally accepted
accounting principles, except for cost of sales, which was calculated based on current inventory
replacement values. Expenses were separated into controllable and noncontrollable categories.
Controllable expenses included such items as warehouse labor and sales commissions; non-
controllable expenses included rent, utilities, and property taxes.

No corporate overhead expenses were allocated to the districts. A few years earlier, the com-
pany had considered a proposal to allocate corporate overheads to the districts. However, the
proposal had been rejected on the grounds that the “allocation bases” were arbitrary and that
such expenses could not be controlled at the district level.

Performance Evaluation and Incentives

The incentive bonus for district managers was based on a formula that tied the bonus to meet-
ing and exceeding 90 percent of their ROA targets. Exhibit 2 contains the detailed procedure
used to calculate the incentive bonus. The calculations determine an applicable payout rate,
which was then multiplied by the district manager’s base salary to yield the amount of the
bonus award. Thus, the size of the bonus depended on (1) the amount of the manager’s base
salary and (2) how far 90 percent of the ROA target was exceeded; there was a maximum bonus
amount.

The bonus of a district manager was also affected by his or her region’s performance. In
1992, 75 percent of a district manager’s bonus was based on district performance, and 25 per-
cent was based on his or her region’s performance. The bonus of the district manager’s staff
was based solely on the performance of that district.
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Meeting with the Columbus District Manager

A few days after speaking with Mr. Brown, the casewriter visited Ken Richards, the district
manager for the Columbus Service Center.Mr.Brown recommended him as one of the company’s
brightest and most successful district managers. The district had been highly successful in re-
cent years, consistently earning well above 30 percent ROA (pretax).

For 1992, Ken Richards’s targeted figure for operating profit was $3.8 million; targeted as-
sets were set at $10 million. He felt that an ROA of 38 percent was reachable, considering his-
torical performance and market opportunities.

As of March 1992, Ken was reviewing a capital investment proposal (for the purchase of
new processing equipment), which he had received from his sales manager (Exhibits 3 and 4).
Before submitting the proposal to corporate headquarters for approval, Ken wanted to make
sure that the new investment would have a favorable effect on his incentive bonus for 1992.
Using 1992 profit and asset targets as the benchmark, he compared his incentive bonus for
1992 with and without the new investment. These calculations are shown in Exhibit 5.

Questions

1. Is the capital investment proposal described in Exhibit 3 an attractive one for Quality Metal
Service Center?

2. Should Ken Richards send that proposal to home office for approval?

3. Comment on the general usefulness of ROA as the basis of evaluating district managers’
performance. Could this performance measure be made more effective?

EXHIBIT 2 Incentive Calculation Procedure

Step 1: Measure actual asset base and compare it with targeted asset base.
If actual assets exceed targeted assets, multiply excess by the targeted ROA for the district and
charge this amount to profits.

Assets overemployed * District ROA target ⫽ Charge to profits

If actual assets are less than targeted assets, multiply difference by the district’s ROA target and
credit this to profits.

Assets underemployed * District ROA target ⫽ Credit to profits

Step 2: Adjusted profits are compared with 90% of the original profit objective.

Adjusted profits ⫺ (90% of objective) ⫽ Incentive profits

Step 3: Incentive profit ⫼ 90% of objective ⫽ Payout rate
Step 4: Payout rate * Manager’s base salary ⫽ Bonus payable
Step 5: Bonuses are awarded on the basis of incentive profits. If incentive profits are less than zero, no

bonus is awarded. The bonus increases in proportion to incentive profit, with a maximum bonus
of 75 percent of manager’s base salary.
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4. In deciding the investment base for evaluating managers of investment centers, the general
question is: What practices will motivate the district managers to use their assets most effi-
ciently and to acquire the proper amount and kind of new assets? Presumably, when his re-
turn on assets is being measured, the district manager will try to increase his ROA, and we
desire that the actions he takes toward this end be actions that are in the best interest of the
whole corporation. Given this general line of reasoning, evaluate the way Quality computes
the “investment base” for its districts. For each asset category, discuss whether the basis of
measurement used by the company is the best for the purpose of measuring districts’ return
on assets.What are the likely motivational problems that could arise in such a system? What
can you recommend to overcome such dysfunctional effects?

EXHIBIT 3 Memorandum

To: Kenneth Richards, District Manager

From: Elizabeth Barret, Sales Manager

Subject: Purchase of Processing Equipment

This district, at present, sells no inventory that has been altered through preproduction processing. Such
alterations can be made at other districts with processing capabilities, but many customers in this area
complain that because of transportation time, the lead times are too great to satisfy their needs in
acquiring such inventory.

Market research has established that a reasonable demand for processed inventory exists within this
district. Therefore, our district should consider obtaining the processing equipment necessary to
satisfy this demand.

The economics of this project are summarized in the attached sheet [Exhibit 4]. Let me provide some
information as background for these calculations.

We can acquire the equipment for $600,000. Since its expected life is 10 years (negligible salvage value),
Quality would benefit from a 10% Investment Tax Credit, making the net investment equal to $540,000.

Sales projections were made by the district’s sales department, and costs were based upon the
experiences of districts with processing capabilities. Growth in sales and costs include a 7% inflation
factor and projected increases in production.

Annual cash flows are calculated by adjusting Earnings after Taxes to account for depreciation, which is
expensed by the sum-of-the-years’-digits method, and growth in Working Capital investment, which is
calculated using our standard 20% of sales on incremental growth. The resultant end-of-year cash flows,
discounted at the cost of capital of 15% (which is the rate head office requires on projects in similar risk
classes), yield a positive net present value of $286,000. The payback period for this project is 4.5 years,
which is well within the company’s criterion of 10 years.

This investment is worth your careful consideration, Ken. This district has the opportunity to expand into
a new market and to benefit from favorable earnings and positive sales growth.

I hope you will submit this proposal to the home office for consideration. Please let me know if you have
any questions.

Sd/-
Elizabeth Barret
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5. While computing district profits for performance evaluation purposes, should there be a
charge for income taxes? Should corporate overheads be allocated to districts? Should prof-
its be computed on the basis of historical costs or on the basis of replacement costs? Evalu-
ate these issues from the standpoint of their motivational impact on the district managers.

6. Evaluate Quality’s incentive compensation system. Does the present system motivate dis-
trict managers to make decisions which are consistent with the strategy of the firm? If not,
make specific recommendations to improve the system.

EXHIBIT 4 Columbus District Processing Equipment Proposal

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

I. Cash flows (000s)
Sales (1) $ 600 1,375 1,510 1,665 1,830 2,010 2,215 2,435 2,680 2,945
Cost of sales $(560) (1,145) (1,236) (1,355) (1,490) (1,660) (1,845) (2,051) (2,290) (2,545)
Earnings before taxes 40 230 274 310 340 350 370 384 390 400
Tax at 50% $ (20) (115) (137) (155) (170) (175) (185) (192) (195) (200)
Earnings after taxes 20 115 137 155 170 175 185 192 195 200
Depreciation 110 100 85 75 65 55 45 35 20 10
Working capital 

investment (2) $(120) (155) (25) (35) (30) (35) (45) (40) (50) 535
Cash flow $ 10 60 197 195 205 195 185 187 165 745
(1) Revenue for 1992 reflects 3-month start-up period
(2) Working capital investment
20% of sales $ 120 275 300 335 365 400 445 485 535 590
Old level 0 120 275 300 335 365 400 445 485 535
Increase in working 

capital $(120) (155) (25) (35) (30) (35) (45) (40) (50) (55)
Recovery of working 

capital 590
Net incremental 

investment in 
working capital $(120) (155) (25) (35) (30) (35) (45) (40) (50) 535

II. Project evaluation
A. Payback period: 4.5 years
B. Internal rate of return: 21.8%
C. Net present value (at 15% cost of capital): $286,000
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EXHIBIT 5 Incentive Bonus for Columbus District Manager for 1992

A. Incentive Bonus for 1992 without the New Project

Target for Projected Actual 
1992 for 1992*

Profit $ 3,800,000 $ 3,800,000
Asset $10,000,000 $10,000,000
Incentive profit⫽ Actual profit ⫺ (90% of targeted profit)

⫽ $3,800,000 ⫺ $3,420,000 ⫽ $380,000

Payout rate ⫽
Incentive profit

90% of targeted profit

$380,000/$3,420,000 ⫽ 11.1%

Therefore, incentive bonus without the new project ⫽ 11.1% of base salary.

*Assumes that actual results exactly meet the targets in 1992.

B. Incentive Bonus for 1992 with the New Project

Target for Projected Actual
1992 for 1992†

Profit $ 3,800,000 $ 3,840,000
Asset $10,000,000 $10,720,000
Step 1: Actual assets ⫺ Target assets ⫽ Asset overemployed

$10,720,000 ⫺ $10,000,000 ⫽ $720,000
Step 2: Asset overemployed * District ROA target ⫽ Change to profits

$720,000 * 0.38 ⫽ $273,600
Actual profits ⫺ Charge to profits ⫽ Adjusted profits

$3,840,000 ⫺ $273,600 ⫽ $3,566,400
Step 3: Adjusted profits ⫺ 90% of targeted profit ⫽ Incentive profit

$3,566,400 ⫺ $3,420,000 ⫽ $146,400

Step 4:
Incentive profit 

⫽ Payout rate
90% of targeted profit

$146,400  
⫽ 4.28%

$3,420,000

Therefore, incentive bonus with the new project ⫽ 4.28% of base salary.

†Reflects marginal effects of project implementation only—that is, an addition of earnings before taxes of $40,000 and an addition to assets of
$720,000 (equipment $600,000 plus working capital $120,000). Otherwise, assumes that other district operations meet targets exactly in 1992.
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Case 7-4

Aloha Products

I’m completely fed up. How am I supposed to run a profitable plant when I don’t have any control

over the price of my inputs and none over the volume, price, or mix of my outputs? I’m held

hostage by the whims of the purchasing and marketing departments. I didn’t go to business

school so I could be evaluated on the basis of someone else’s performance.

Lisa Anderson
Aloha Products Plant Manager, Dayton, Ohio
October 1994

Aloha Products, founded in 1910 and headquartered in Columbus, Ohio, sold its own brands of
coffee throughout the Midwestern and Middle Atlantic states. In 1994, the sales revenues of
the company were $150 million. The company’s stock was closely held by members of the
founder’s family. The president and the secretary-treasurer were part of the family and the
only members of the management team to have equity stakes.

The Coffee Industry

Coffee in its raw state is referred to by buyers and sellers as “green coffee.” This refers to the
green beans that are picked from the coffee trees. There are two types of coffee beans: arabica
and robusta. Arabica, a favorite of American consumers, is grown primarily in South America.
Robusta coffee’s major grower is the Ivory Coast. It has a stronger flavor than arabica and is
favored by processors who make instant coffee.

Suppliers

Coffee generally is grown in tropical regions. Brazil, the largest producer, supplies 20 to 30 per-
cent of the world’s green coffee.Other large exporting countries include Colombia, Indonesia, the
Ivory Coast, and Mexico. Coffee is harvested somewhere in the world almost every month of the
year. For example, Brazil harvests coffee April through September, Colombia from October into
March, and the Ivory Coast from November into April.

Buyers

The United States is the world’s largest single importer of coffee. It buys most of its coffee from
Brazil and Colombia. Europe is second, purchasing a little less than half of all coffee exported.

Buyers fall into two categories: roasters and brokers. Roasters include large food processing
companies such as Philip Morris (which acquired General Foods, including its Maxwell House

This case was written by Ruthard C. Murphy (T’93) and Anil R. Chitkara (T’94) under the supervision of Professors Vijay

Govindarajan and Robert N. Anthony. The case is based on an earlier Note on Coffee prepared by Scott Barrett (T’89) and

an earlier case prepared by Professor Russell H. Hassler, Harvard Business School.
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brand), P&G, and Nestlé, as well as regional and local coffee companies. Large players pur-
chase their coffee supplies directly from the growers. Their financial strength generally allows
them to negotiate favorable terms with the growers and to inventory coffee stock as protection
against future price increases.

Smaller coffee processors normally buy their coffee from brokers—either a “pure” broker or a
trade firm. Pure brokers don’t actually purchase the coffee; they merely match buyer and seller
in the marketplace.Trade firms do purchase coffee from its country of origin and then sell it to a
food processor. Generally, they finance their transactions through secured loans from commer-
cial banks. These banks usually allow a creditworthy company to borrow 80 to 90 percent of the
market value (based on the spot price) of the coffee purchased.The bank holds the title to the cof-
fee until the trade firm sells the product to end users. Once the loan is repaid, the trade firm
takes the remaining proceeds of the sale as profit.

For large and small buyers, the coffee business is a relationship business. Developing strong
relationships with the growers is important to maintain a steady supply of coffee. Although cof-
fee is a commodity product and, as such, its supply and demand depend on price, one cannot fly
down to Colombia and expect to buy a million bags of coffee easily. Growers want to deal with
buyers they trust and vice versa.

A strong relationship provides two things: information about the coffee market and an inside
track on a grower’s crop.This is especially important if a roaster needs a certain type of coffee (e.g.,
Colombian mild) to maintain a standard blend of ground coffee that will keep consumers drinking
“to the last drop.”

Factors Affecting Price

Weather, specifically frost and drought, is the most important factor affecting production and
hence price for Western Hemisphere coffees. The commodity sections in most major newspa-
pers often carry stories concerning the effect of weather on harvests. Coffee crops from Eastern
Hemisphere countries most often are damaged by insects. The level of coffee inventories in
major producing and consuming countries is another important market consideration. Actual
or threatened dock strikes may cause a buildup of coffee stocks at a port of exit. Marketing poli-
cies of various exporting countries also affect prices. On the consumer side, high retail prices
or concerns about health can reduce consumption, which, in turn, may exert downward pres-
sure on prices.

The Futures Market

Futures markets for coffee exist in New York, London, and Paris. In New York coffee futures
are traded on the Coffee, Sugar, and Cocoa Exchange. Predicting prices and availability of
green coffee beans entails considerable uncertainty. Thus, the normal use of the coffee futures
market is to set up a hedge to protect one’s inventory position against price fluctuations. A
hedge is commonly defined as the establishment of a position in the futures market approxi-
mately equal to, but in the opposite direction of, a commitment in the cash market (also known
as the physical, or actual, commodity). Only 2 percent of all futures contracts result in actual
delivery of coffee beans. The majority of contracts are closed out by purchasing a contract in the
opposite direction or by selling one’s own contract.
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For example, a company that owns an inventory of coffee establishes a short position in the
futures market. This position offsets a drop in the value of the firm’s inventory in case coffee
prices decline. The short position obligates the holder to sell coffee at a predetermined price at
some future date. If, in the future, coffee prices drop, the short position increases in value be-
cause the holder locked in at a higher sales price. This offsets the decline in value of the actual
coffee inventory. It is virtually impossible to set up a perfect hedge position because of imper-
fections between the physical and futures markets, but the futures markets do protect the
value of one’s inventory.

Hedging also allows coffee merchants to get bank credit. Banks seldom lend money to com-
modity holders who do not attempt to hedge their positions properly.

Coffee Consumption Trends

Per capita coffee consumption has declined precipitously since 1965. Exhibit 1 shows US liquid
consumption in several drink categories. While overall coffee consumption declined, specialty
premium and gourmet coffees bucked this trend and sold well. Gourmet coffee sales alone
climbed from approximately $500 million in 1987 to $780 million in 1992. During this period,
total coffee sales moved only from $6.3 billion to $6.8 billion. Specialty brands attracted new cof-
fee consumers who were younger and more affluent than the coffee drinkers of 30 years earlier.
Gourmet and premium coffees accounted for 19 percent of total consumption in 1992, and this
percentage was expected to increase in the future.

Many small firms stepped in to both create and take advantage of this shift in consumer
preference. One of them was Seattle-based Starbucks Coffee Company. Starbucks purchased
and roasted high-quality whole bean coffees and sold them, along with fresh-brewed coffee, a
variety of pastries and confections, and coffee-related accessories and equipment, primarily

EXHIBIT 1 A Generation of Evolving Tastes—US Liquid Consumption Trends 

(Gallons per Capita)

1965 1975 1985 1990

Soft drinks 17.8 26.3 40.8 47.5
Coffee* 37.8 33.0 25.8 25.2
Beer 15.9 21.6 23.8 23.4
Milk 24.0 21.8 19.8 19.0
Tea* 3.8 7.3 7.3 7.2
Bottled water — 1.2 5.2 8.8
Juices 6.3 6.8 7.4 6.9
Powdered drinks — 4.8 6.2 5.3
Wine† 1.0 1.7 2.4 2.0
Distilled spirits 1.5 2.0 1.8 1.4
Subtotal 108.1 126.5 140.5 146.7
Imputed water consumption 74.4 56.0 42.0 35.8
Total 182.5 182.5 182.5 182.5

*Data are based on 3-year moving averages to counterbalance inventory swings, and to show consumption more realistically.
†1985 and 1990 figures include wine coolers.

Source: Beverage Industry—Annual Manual 1992.
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through its company-operated retail stores. To ensure compliance with its rigorous coffee
standards, Starbucks purchased green coffee beans for its many blends from coffee-
producing regions throughout the world and custom roasted them to its exacting standards. It
also controlled the packing and distribution of coffee to its retail stores. For the year ended
October 1994, Starbucks generated $284 million of sales from 400 company-operated retail
outlets.

Green Mountain Coffee Roasters (GMCR), based in Shelburne, Vermont, enjoyed $11 mil-
lion in sales for 1991. This company had seven retail outlets and more than 1,000 restaurant
and gourmet food store accounts. GMCR kept its prices high and was decidedly high tech,
using a computerized roaster and a database to help customers manage their coffee invento-
ries.

While the specialty coffee industry had high hopes for consumer demand in the early 90s,
some trends in consumer products pointed to opportunities in the nonspecialty segments. In
the wake of an economic recession, consumers were cost conscious. Accordingly, demand for
lower-priced store brands (private labels) increased. It was not yet clear how this trend would
manifest itself in the coffee retail market in the years ahead.

Competitors

Nestlé was the largest coffee company in the world. In the United States, the largest coffee pro-
ducers were Philip Morris (Maxwell House) and P&G (Folgers). These companies had consider-
able resources: infrastructure, distribution networks, brand equity, production resources, and
marketing expertise. They had competed largely through heavy advertising1 and aggressive
pricing. Sensitive to shifts in coffee consumption, all three had introduced many new coffee
products. (Selected financial data on the major competitors are provided in Exhibit 2.) In addi-
tion to these coffee giants, there were several niche players such as Starbucks.

Aloha Products

The vice president of sales for Aloha Products and his two assistants centrally managed the
sales policies. The company president and the vice president of sales jointly assumed responsi-

EXHIBIT 2
Selected
1992
Segment
Sales and
Expense
Data* ($ in
millions)

Nestlé‡ Procter & Gamble Philip Morris

Sales $9,658 $3,709 $29,048
Cost of sales 4,369 2,373 19,685
Marketing and administration† 3,564 1,157 6,594

*Since these companies participate in multiple industries, only the segment data for the food or beverage segment (that
included the company’s coffee business) are provided.

†Marketing and administration expenses include research and development costs.
‡Financial information for Nestlé was converted from Swiss francs into dollars using the average exchange rate for

1992—SF1.40/$.
Source: 1992 Annual Reports.

1In 1990 Philip Morris and P&G each spent roughly $100 million on coffee advertising.
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bility for advertising and promotion. The vice president of manufacturing oversaw the roast-
ing, grinding, and packaging of Aloha’s coffees.

The company operated three roasting plants in the Midwest, each plant with its own profit
and loss responsibility. A plant manager’s bonus was a percentage of his or her plant’s gross
margin. Headquarters prepared monthly gross margin statements for each plant, as illus-
trated in Exhibit 3.

At the start of each month, headquarters presented plant managers with production sched-
ules for the current month and a projected schedule for the succeeding month.

Each plant had a small accounting office that recorded all manufacturing costs and pre-
pared payrolls. The home office managed billing, credit, and collection, and prepared all of the
company’s financial statements.

Plant managers had no control over buying the green (unprocessed) coffee beans. A special
purchasing unit within the company handled these purchases. The unit was located in New
York City, the heart of the green coffee business, because this allowed constant contact with
coffee brokers. The purchasing group was largely autonomous. It kept all of its own records and
handled all of the financial transactions related to purchasing, sales to outsiders, and transfers
to the three company-operated roasting plants. The unit’s manager reported directly to the
company’s secretary-treasurer.

The purchasing unit’s primary function was to obtain the necessary varieties and quantities
of green coffee for the roasting plants to blend, roast, pack, and deliver to customers. The pur-
chasing group dealt with more than 50 types and grades of coffee beans grown in tropical coun-
tries all over the world.

Using projected sales budgets, the purchasing group entered into forward green coffee bean
contracts with exporters. Forward contracts required green coffee delivery 3 to 12 months out
at specific prices. The group also had the option of purchasing on the spot market—that is, pur-
chase for immediate delivery. Spot purchases were kept to a minimum. A purchasing agent’s
knowledge of the market was critical; the agent had to judge market trends and make com-
mitments accordingly.

EXHIBIT 3
Profit & Loss
Statement for
Plant No. 1

Net sales (shipment at billing prices) 100%
Less: Cost of sales:*

Green coffee at contract cost 50%
Roasting and grinding

Labor 5%
Fuel 3
Manufacturing expense 5 13%

Packaging
Container 11%
Packing carton 1
Labor 2
Manufacturing expense 4 18%

Total manufacturing cost 81%
Gross margin 19%

*Cost of sales is expressed as percent of net sales revenue. Dollar amounts have been omitted.
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The result of this process was that the green coffee purchasing unit bought a range of coffees
in advance for delivery at various dates. At the actual delivery date, the company’s sales were
not always at the level expected when the original green coffee contract was signed. The dif-
ference between actual deliveries and current requirements was handled through either sales
or purchases on the spot market. The company would sell to, or buy from, coffee brokers and
sometimes from other roasters.

As an example, commitments for Kona No. 2 (a grade of Hawaiian coffee) might specify de-
livery in May of 22,000 bags (a bag contains 132 lbs. of green coffee). These deliveries would be
made under 50 contracts executed at varying prices, 3 to 12 months before the month of deliv-
ery. If for some reason demand for the company’s products fell in May, the plant’s raw material
needs could correspondingly fall to 17,000 bags. In this case, the purchasing unit would have
to decide between paying to store 5,000 surplus bags in noncompany facilities or selling the cof-
fee on the open market. This example had been typical of the company’s normal operation.

Generally, the company’s big volume purchases permitted it to buy on favorable terms and
to realize a normal brokerage and trading profit when it sold smaller lots to small roasting
companies. Hence, the usual policy was to make purchase commitments based on maximum
potential plant requirements and sell the surplus on the spot market.

The company accounted for coffee purchases by maintaining a separate cost record for each
contract.This record was charged with payments for coffee purchased as well as shipping charges,
import expenses, and similar items. For each contract, the purchasing group computed a net cost
per bag. Thus, the 50 deliveries of Kona No. 2 cited in the example would come into inventory at
50 different costs. The established policy was to treat each contract individually. When green cof-
fee was shipped to a plant, a charge was made for the cost represented by the contracts that cov-
ered that particular shipment of coffee.There was no element of profit or loss associated with this
transfer. When the company sold green coffee on the open market, the sales were likewise costed
on a specific contract basis with a resulting profit or loss on the transaction.

The operating cost of running the purchasing unit was charged directly to the central office.
The cost was recorded as an element in the general corporate overhead.

For the past several years, the plant managers had been dissatisfied with the method of
computing gross margin (as evident from the quote at the beginning of this case). Their com-
plaints finally motivated the president to request a consulting firm that specializes in strategy
execution to study the whole method of reporting the results of plant operations, sales and
marketing, and the purchasing groups.

Questions

1. Evaluate the current control systems for the manufacturing, marketing, and purchasing de-
partments of Aloha Products.

2. Considering the company’s competitive strategy, what changes, if any, would you make to
the control systems for the three departments?
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Case 7-5

Dell Computer Corporation
As of January 2005, Dell Computer Corporation (Dell) was the world’s largest direct-selling
computer company, with 57,600 employees in more than 80 countries and customers in more
than 170 countries. Headquartered in Austin, Texas, Dell had gained a reputation as one of the
world’s most preferred computer systems companies and a premier provider of products and ser-
vices that customers worldwide needed to build their information-technology and Internet in-
frastructures. Dell’s climb to market leadership was the result of a persistent focus on deliver-
ing the best possible customer experience. Direct selling, from manufacturer to consumer, was a
key component of its strategy.

Dell was founded in 1984 by Michael Dell at the age of 20 with about $1,000. In 1991, Dell
became the youngest CEO of a Fortune 500 company. After a stint as the computer industry’s
longest-tenured chief executive officer, Dell became the Chairman of the board in 2004. The
company was based on a simple concept: that Dell could best understand consumer needs and
efficiently provide the most effective computing solutions to meet those needs by selling com-
puter systems directly to customers. This direct business model eliminated retailers, who
added unnecessary time and cost, and also allowed the company to build every system to order,
offering customers powerful, richly configured systems at competitive prices. By 2005, the com-
pany was valued at more than $100 billion. Dell introduced the latest relevant technology
much more quickly than companies with slow-moving, indirect distribution channels, turning
over inventory an average of every four days. In less than two decades, Dell became the num-
ber-one retailer of personal computers, outselling IBM and Hewlett-Packard.1 (See Exhibit 1
for comparative financial data.)

The traditional value chain in the personal computer industry was characterized as “build-
to-stock.” PC manufacturers, such as IBM and Hewlett-Packard, designed and built their prod-
ucts with preconfigured options based on market forecasts. Products were first stored in com-
pany warehouses and later dispatched to resellers, retailers, and other intermediaries who
typically added a 20–30 percent markup before selling to their customers. PC manufacturers
controlled the upstream part of the value chain, giving the downstream part to middlemen. Re-
tailers justified their margins by providing several benefits to customers: easily accessed loca-
tions, selection across multiple brands, opportunity to see and test products before purchasing,
and knowledgeable salespeople who could educate customers about their choices.

This case was written by Professor Vijay Govindarajan, Julie B. Lang (T’93), and Suraj Prabhu (T’06) of the Tuck School of

Business at Dartmouth. © Trustees of Dartmouth College.

Sources: The Quest for Global Dominance: Transforming Global Presence into Global Competitive Advantage by Vijay Govin-

darajan and Anil K. Gupta, Chapter 8 (New York: Wiley, 2001). © 2001 by John Wiley & Sons, Inc. “The Power of Virtual

Integration: An Interview with Dell Computer’s Michael Dell,” by Joan Magretta, HBR OnPoint, Harvard Business Review,

March–April 1998. What Management Is: How It Works and Why It’s Everyone’s Business by Joan Magretta (New York: The

Free Press, 2002). © 2002 The Free Press. Direct from Dell: Strategies That Revolutionized an Industry by Michael Dell with

Catherine Fredman (New York: HarperCollins, 1999). © 1999 by HarperCollins Publishers Inc. http://www.dell.com.

1”Dell Tops Compaq in U.S. Sales,” The Wall Street Journal, 28 October 1999, E6.
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Two trends in the early 1980s allowed Michael Dell to radically reengineer the PC industry
value chain. First, corporate customers were becoming increasingly sophisticated and therefore
did not require intense personal selling by salespeople. By the late 1980s, individuals—espe-
cially those buying their second or third PCs—had become savvy and experienced technology
users. Second, the different components of a PC—the monitor, keyboard, memory, disk drive,
software, and so on—became standard modules, permitting mass customization in PC system
configuration.

Dell Computer’s direct model departed from the industry’s historical rules on several fronts:
The company outsourced all components but performed assembly. It eliminated retailers and
shipped directly from its factories to end customers. It took customized orders for hardware and
software over the phone or via the Internet. And it designed an integrated supply chain linking
Dell’s suppliers very closely to its assembly factories and order-intake system.

The efficiencies and expertise that Dell gained through direct sale of computers was extended
to the $100 billion consumer electronics market.The declining growth in the personal computer
business and the convergence of digital devices acted as catalysts for many computer manufac-
turers to enter this market. By October 2004, Dell advertised and sold a large range of consumer
electronics from digital music players, flat screen televisions to cameras and printers. Before
getting into a product category, Dell carefully evaluated the market- place, price categories and
supply partnerships and prioritized the product. Based on this analysis, it decided to either in-
troduce the product on its own or through partnerships. In spite of spending less than 2% of their
revenues on R&D, this approach allowed Dell to introduce new products in growth segments like
storage and printers.

Despite skepticism from competitors that the direct sale approach would not work in the
consumer electronics industry, Dell believed that the consumer electronic industry would go

EXHIBIT 1 Comparative Financial Data on Selected Companies

Five-Year Average: 1999–2004

Hewlett-
Dell IBM Packard Gateway

Return on equity (percentage) 40.91 31.65 7.86 (42.80)
Sales growth (percentage) 14.26 1.92 13.53 (16.45)
Operating income growth (percentage) 13.50 0.40 2.80 NA

2004 Data

Sales ($B) 49.205 96.293 79.905 3.649
As percentage of sales:

Cost of goods sold 81.68 62.58 75.51 91.59
Gross margin 18.32 37.42 24.49 8.41
Selling and administration 8.73 20.13 13.80 24.91
Research and development 0.94 5.89 4.39 —
Operating income 8.65 11.40 5.20 (16.50)
Net income 6.18 8.75 4.38 (15.54)

Inventory turnover 94.59 18.62 9.46 16.67
Return on equity (percentage) 53.56 27.82 9.39 (77.99)
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the way of the personal computer. To augment the direct sale approach, Dell set up kiosks in
malls and planned a series of marketing compaigns. By November 2004 about 15% of Dell’s
revenues came from the consumer electronics business.

In 2005, Dell was ranked as America’s most admired company by Fortune. Every sixth com-
puter being sold in the world was a Dell machine, Dell’s revenue growth at 19% was 7% higher
than the industry average and its operating efficiency resulted in net margins of 6% while the
rest of the industry lagged behind at 1%. Dell was no longer the underdog of the PC business.
Instead of resting on its laurels, Dell realized that the PC business was slowing down and
chose to build a diversified IT portfolio. Dell moved into servers and storage, mobility products,
services, software peripherals and also challenged the dominant printer leader, HP. CEO Kevin
Rollins reckoned that aside from the PC category, Dell is neither the leader nor the biggest and
that would keep the notion of being the underdog alive and well in the company, the same no-
tion that inspired Dell 21 years ago to challenge the PC orthodoxy with stunning results.2

Management Systems

Turning Michael Dell’s concept into reality meant rallying a large and dynamic organization
around a common purpose and measuring its performance by relevant and concrete mea-
surements (or metrics). In August 1993, Dell engaged Bain & Company, Inc., a global business
consultancy, to help it develop a set of metrics to judge business-unit performance. Reflecting
on that experience, Michael Dell said, “It was all about assigning responsibility and
accountability to the managers. . . . Indeed, there were some managers within Dell who re-
sisted the use of facts and data in daily decision making, and, painful as it was for all of us,
they eventually left. But for the most part, people were energized by the change. We carefully
communicated what this meant for the company’s future to our employees, customers, and
shareholders. It was met with an overwhelmingly positive response because of the clarity of
vision it afforded. ‘Facts are your friend’ soon became a common phrase at Dell. We were still
the same company, marked by the same Dell drive and spirit, but we were better armed to
make important decisions.”3

Dell recognized early the need for speed, or velocity, quickening the pace at every step of
business. The company learned that the more workers handled, or touched, the product along
the assembly process, the longer the process took and the greater the probability of quality con-
cerns. Dell began to track and systematically reduce the number of “touches” along the line,
driving it to zero. The company took orders from customers and fulfilled them by buying and
assembling the needed components. Customers got exactly the configuration they desired, and
Dell reduced its need for plants, equipment, and R&D. As a result, Dell turned a product busi-
ness into a service industry.

The primary financial objective that guided managerial evaluation at Dell was return on in-
vested capital (ROIC). Thomas J. Meredith, former Dell CFO, even put ROIC on his license
plate.

2”The Education of Michael Dell,” Fortune, March 7, 2005.
3Michael Dell with Catherine Fredman, Direct from Dell: Strategies that Revolutionized an Industry (HarperCollins Publishers

Inc., 1999), 61.
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Dell’s scorecard included both financial measures (ROIC, average selling price, component
purchasing costs, selling and administration costs, and margins) and non-financial measures
(component inventory, finished goods inventory, accounts receivable days, accounts payable
days, cash-conversion cycle, stock outs, and accuracy of forecast demand). The scorecard was
generated on a real-time basis, and relevant performance measures were broken down by cus-
tomer segment, product category, and country.

The following remarks by Michael Dell, Chairman and Kevin Rollins, CEO of Dell, high-
lighted the importance of information and control systems in executing the “Dell Direct” model.

Our performance metrics are the same around the world, which allows us to identify the best
practices on any given dimension: generating leads, increasing margins, capturing new customers.
If a council sees that Japan has figured out a great strategy for selling more servers, its job is to
learn how Japan is doing that and transfer the lessons to other countries.” . . . Information is our
most important management tool. Our salespeople know the margin on a sale while they’re on the
phone with the customer. The financial data is in real time, so our people know if there’s a prob-
lem. If the folks in our consumer business notice it’s 10 a.m. and they’re not getting enough phone
calls, they know they have to do something: run a promotion on the Web, starting at 10:15, or
change their pricing or run more ads. They can’t wait until 30 days after the end of the quarter to
figure it out.4

In 2005, even after 21 years of operations, Dell could perhaps match a startup company in its
informality and execution speed and energy. A benchmark for flat organizations, Dell used its
structure as a competitive advantage and localized decision making. If an issue did not require
a higher up’s attention, then the decision would be made without involving him. The efficient
channels of communication and the accessibility to the management ensured that even junior
employees’ ideas, which would benefit the company, got implemented, without the dampening
effects of bureaucracy. Similarly, the senior management also harvested the speed of the flat
structure to quickly roll out strategies and to respond to the competitive markets. For instance
in April 2001, as a competitor announced that they were missing their quarterly numbers,
Michael Dell and Kevin Rollins saw a tremendous business opportunity and immediately set
about cutting prices. By 2 a.m. the next day the company had made a formal announcement of
the price cuts and was in full readiness to execute on it. This would not have been possible in
companies bogged down by layers of bureaucracy.5

Discussion Questions

1. What is Dell’s strategy? What is the basis on which Dell builds its competitive advantage?

2. How do Dell’s control systems help execute the firm’s strategy?

4”Execution Without Excuses: An Interview with Michael Dell and Kevin Rollins,” Harvard Business Review, March 2005, pp.

102–111.
5”The Education of Michael Dell,” Fortune, March 7, 2005.
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Case 7-6

Industrial Products Corporation
In 1996 the Industrial Products Corporation (IPC) manufactured a variety of industrial prod-
ucts in more than a dozen divisions. Plants were located throughout the country, one or more
to a division, and company headquarters was in a large Eastern city. Each division was run by
a division manager and had its own balance sheet and income statement. The company made
extensive use of long- and short-run planning programs, which included budgets for sales,
costs, expenditures, and rate of return on investment. Monthly reports on operating results
were sent in by each division and were reviewed by headquarters executives. For many years
the principal performance measure for divisions had been their rate of return on investment.

The Baker Division of IPC manufactured and assembled large industrial pumps, most of
which sold for more than $5,000. A great variety of models were made to order from the stan-
dard parts which the division either bought or manufactured for stock. In addition, compo-
nents were individually designed and fabricated when pumps were made for special applica-
tions. A variety of metalworking machines were used, some large and heavy, and a few
designed especially for the division’s kind of business.

The division operated three plants, two of which were much smaller than the third and were
located in distant parts of the country. Headquarters offices were located in the main plant
where more than 1,000 people were employed. They performed design and manufacturing op-
erations and the usual staff and clerical work. Marketing activities were carried out by sales
engineers in the field, who worked closely with customers on design and installation. Report-
ing to Mr. Brandt, the division manager, were managers in charge of design, sales, manufac-
turing, purchasing, and budgets.

The division’s product line was broken down into five product groups so that the profitability
of each could be studied separately. Evaluation was based on the margin above factory cost as a
percentage of sales. No attempt was made to allocate investment to the product lines.The budget
director said that not only would this be difficult in view of the common facilities, but that such a
mathematical computation would not provide any new information since the products had ap-
proximately the same turnover of assets. Furthermore, he said, it was difficult enough to allocate
common factory costs between products, and that even margin on sales was a disputable figure.
“If we were larger,” he said, “and had separate facilities for each product line, we might be able to
do it. But it wouldn’t mean much in this division right now.”

Only half a dozen people monitored the division’s rate of return; other measures were used
in the division’s internal control system. The division manager watched volume and timeliness
of shipments per week, several measures of quality, and certain cost areas such as overtime
payments.

This case was prepared by Professor William Rotch, University of Virginia. Copyright © by the University of Virginia Darden

School Foundation, Charlottesville, VA. To order copies send an e-mail to Dardencases@virginia.edu.
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The Division Manager’s Control of Assets

During 1996 the total assets of the Baker Division were turned over approximately 1.7 times,
and late that year they were made up as follows:

Cash 8%
Accounts receivable 21
Inventory

Raw material 7
About 3% metal stock
About 4% purchased parts

Work in process 9
About 6% manufactured parts
About 3% floor stocks

Finished goods 2
Machinery (original cost) 29
Land and buildings (original cost) 24

100%

Cash (8 Percent of Total Assets)

The Baker Division, like all divisions in IPC, maintained a cash account in a local bank, to
which company headquarters transferred funds as they were needed. This local account was
used primarily for the plant payroll and for payment of other local bills. Payment of suppliers’
invoices as well as collection of accounts receivable was handled by headquarters for Baker as
well as for most of the other divisions.

The division’s cash account at headquarters was shown on the division’s balance sheet as
cash and marketable securities. The amount shown as cash had been established by agreement
between top management and the division manager, and was considered by both to be about
the minimum amount necessary to operate the division. The excess above this amount was
shown on the division’s balance sheet as marketable securities; it earned interest from head-
quarters at the rate of 5 percent a year. This account varied with receipts and disbursements,
leaving the cash account fixed as long as there was a balance in the securities account. It was
possible for the securities account to be wiped out and for cash to decline below the minimum
agreed upon, but if this continued for more than a month or two, corrective action was taken.
For Baker Division the minimum level was equal to about two weeks’ sales, and in recent years
cash had seldom gone below this amount.

Whether or not the company as a whole actually owned cash and marketable securities
equal to the sum of all the respective divisions’ cash and security accounts was the concern of
headquarters management. It probably was not necessary to hold this amount of cash and se-
curities since the division accounts had to cover division peak needs and not all the peak needs
occurred at the same time.

The size of a division’s combined cash and marketable securities accounts was directly af-
fected by all phases of the division’s operations which used or produced cash. It also was af-
fected in three other ways. One was the automatic deduction of 40 percent of income for tax
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purposes. Another was the payment of “dividends” by the division to headquarters. All earnings
that the division manager did not wish to keep for future use were transferred to the com-
pany’s cash account by payment of a dividend. Since a division was expected to retain a suffi-
cient balance to provide for capital expenditures, dividends were generally paid only by the
profitable divisions which were not expanding rapidly.

The third action affecting the cash account occurred if cash declined below the minimum,
or if extensive capital expenditures had been approved. A division might then “borrow” from
headquarters, paying interest as if it were a separate company. At the end of 1996 the Baker
Division had no loan and had been able to operate since about 1990 without borrowing from
headquarters. Borrowing was not, in fact, currently being considered by the Baker Division.

Except for its part in the establishment of a minimum cash level, top management was
not involved in the determination of the division’s investment in cash and marketable se-
curities. Mr. Brandt could control the level of this investment by deciding how much was
to be paid in dividends. Since only a 5 percent return was received on the marketable se-
curities and since the division earned more than that on its total investment, it was to the
division manager’s advantage to pay out as much as possible in dividends. When asked
how he determined the size of the dividends, Mr. Brandt said that he simply kept what he
thought he would need to cover peak demands, capital expenditures, and contingencies.
Improving the division’s rate of return may have been part of the decision, but he did not
mention it.

Accounts Receivable (21 Percent of Total Assets)

All accounts receivable for the Baker Division were collected at company headquarters.
Around the 20th of each month a report of balances was prepared and forwarded to the divi-
sion.

Although in theory Mr. Brandt was allowed to set his own terms for divisional sales, in prac-
tice it would have been difficult to change the company’s usual terms. Since Baker Division
sold to important customers of other divisions, any change from the net 30 terms could disturb
a large segment of the corporation’s business. Furthermore, industry practice was well estab-
lished, and the division would hardly try to change it.

The possibility of cash sales in situations in which credit was poor was virtually nonexis-
tent. Credit was investigated for all customers by the headquarters credit department and no
sales were made without a prior credit check. For the Baker Division this policy presented no
problem, for it sold primarily to well-established customers.

In late 1996 accounts receivable made up 21 percent of total assets. The fact that this corre-
sponded to 45 average days of sales and not to 30 was the result of a higher than average level
of shipments the month before, coupled with the normal delay caused by the billing and col-
lection process.

There was almost nothing Mr. Brandt could do directly to control the level of accounts re-
ceivable. This asset account varied with sales, lagged behind shipments by a little more than a
month, and departed from this relationship only if customers happened to pay early or late.
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Inventory: Raw Material Metal Stock (About 3 Percent of
Total Investment)

In late 1996 inventory as a whole made up 18 percent of Baker Division’s total assets. A sub-
division of the various kinds of inventory showed that raw material accounted for 7 percent,
work in process 9 percent, and finished goods and miscellaneous supplies 2 percent. Since the
Baker Division produced to order, finished goods inventory was normally small, leaving raw
material and work in process as the only significant classes of inventory.

The raw material inventory could be further subdivided to separate the raw material inven-
tory from a variety of purchased parts. The raw material inventory was then composed primar-
ily of metals and metal shapes, such as steel sheets or copper tubes. Most of the steel was bought
according to a schedule arranged with the steel companies several months ahead of the delivery
date. About a month before the steel company was to ship the order, Baker Division would send
the rolling instructions by shapes and weights. If the weight on any particular shape was below
a minimum set by the steel company, Baker Division would pay an extra charge for processing.
Although this method of purchasing accounted for the bulk of steel purchases, smaller amounts
were also bought as needed from warehouse stocks and specialty producers.

Copper was bought by headquarters and processed by the company’s own mill. The divi-
sions could buy the quantities they needed, but the price paid depended on corporate buying
practices and processing costs. The price paid by Baker Division had generally been competi-
tive with outside sources, though it often lagged behind the market both in increases and in
reductions in price.

The amounts of copper and steel bought were usually determined by the purchasing agent
without recourse to any formal calculations of an economic ordering quantity. The reason for
this was that since there was such a large number of uncertain factors that had continually to
be estimated, a formal computation would not improve the process of determining how much
to buy. Purchases depended on the amounts on hand, expected consumption, and current de-
livery time and price expectations. If delivery was fast, smaller amounts were usually bought.
If a price increase was anticipated, somewhat larger orders often were placed at the current
price. Larger amounts of steel had been bought several years earlier, for example, just before
expected labor action on the railroads threatened to disrupt deliveries.

The level of investment in raw material varied with the rates of purchase and use. There
was a fairly wide range within which Mr. Brandt could control this class of asset, and there
were no top management directives governing the size of his raw material inventory.

Inventory: Purchased Parts and Manufactured Parts (About
10 Percent of Total Assets—4 Percent in Raw Material,
6 Percent in Work in Process)

The Baker Division purchased and manufactured parts for stock to be used later in the as-
sembly of pumps. The method used to determine the purchase quantity was the same as that
used to determine the length of production run on parts made for work-in-process stocks.
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The number of parts bought or manufactured was, with the exception of special adjustments
made in two places, based on a series of calculations which led to an economic order quantity
(EOQ). Since there were several thousand different items bought and manufactured, these cal-
culations had been made routine. A computer program had been developed which received
data from existing files such as parts usage and price over the past six months, and contained
some constants which could be manually changed. The program periodically went through the
following steps:

1. Using data on past usage, the program computed a forecast of future usage, using a preset
forecasting algorithm.

2. The forecast could then be adjusted by a factor entered to reflect known trends for a specific
part or as a constant for all parts. Currently, Mr. Brandt had entered a .9 factor to be used
for all parts, in an effort to push inventories down.

3. The program then computed the Economic Order Quantity in dollars and in units, using the
following information:

a. Adjusted forecasted usage rate in dollars from step 2.
b. For purchased parts the order handling cost, covering paperwork and receiving cost, which

Able division’s controller had developed using activity-based costing. Currently this was
$28.50 per order and was reviewed annually.

For parts manufactured by the Baker Division, a batch setup cost
was used. Again activity-based costing had been used to compute this batch cost which in-
cluded costs of machine setup, materials handling, first piece inspection, and data report-
ing. The actual amount used in the EOQ computation depended on the complexity of the
setup and currently ranged from $15 to $75.

c. Inventory carrying cost, which consisted of two components: one was the cost of capital
(currently computed to be an annual rate of 12 percent) and the other was a charge for
storage, insurance, taxes, and obsolescence. The current annual rate of 8 percent for those
items could be adjusted, if, for example, special storage conditions were required.

The formula used to compute EOQ was as follows:

where

A ⫽ annual usage in dollars
S ⫽ either the order handling cost for purchased parts or the setup cost for manufac-

tured parts
I ⫽ the inventory carrying cost, expressed as a percent or decimal to be applied to aver-

age inventory

For purchased parts, another analysis tested whether supplier quantity discount for pur-
chases above the EOQ would be worthwhile. This adjustment worked as follows:

1. EOQ times unit price times expected orders per year ⫽ material cost (A).

2. Order quantity required for discount times price times orders per year ⫽ discounted mate-
rial cost (B).

EOQ ⫽ B
2AS

I
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3. Annual savings on material cost (A ⫺ B) or (S).

4. Decreased ordering cost per year because of fewer orders (C).

5. Increase in carrying cost other than cost of capital: Discount quantity times discount price
minus EOQ quantity times EOQ price, all divided by 2 (D). This was the increase in average
inventory. Then D times the carrying cost other than capital cost gave the annual increased
cost due to higher average inventory (E).

6. Computation of return on investment:

Though IPC’s cost of capital was computed to be 12 percent, Baker Division usually required a
higher return before volume discounts would be taken.The judgment was entirely up to the Baker
Division. The inventory control supervisor who made the decision considered general business
conditions, the time required to use up the larger order, the specialization of the particular part,
and any general directives made by the division manager concerning inventory levels. A return
below 15 percent was probably never acceptable—more than 20 percent was required in most in-
stances—and any quantity discount yielding 25–30 percent or more usually was taken, though
each case was judged individually.

The final step of the computer program was developing an order review point. With an esti-
mate of expected delivery time, the program signaled when an order should be placed.

The level of purchased and manufactured parts inventory in the Baker Division varied
with changes in rate of consumption and purchase. If the rules for calculating economic
order quantity were adhered to, inventory levels increased with usage faster than the rate
of usage increased up to a certain level (determined by order or setup cost, and carrying
cost), and thereafter increased usage resulted in an inventory increase rate that was lower
than the usage increase rate. Most parts purchased and made by Baker Division were above
that breakpoint, which meant that growth in sales generally resulted in increased return on
investment. Of course, since there were several opportunities for Baker Division’s manage-
ment to intervene in the purchase quantity computation, the relationship would not
necessarily hold true in practice. By setting the forecasting adjustment, for example, Mr.
Brandt had tilted the process toward inventory reduction. Furthermore, continued efforts to
reduce setup cost and order handling cost had pushed toward the reduction in inventories.

Inventory: Floor Stocks (About 3 Percent 
of Total Investment)

Floor stock inventory consisted of parts and components which were being worked on and as-
sembled. Items became part of the floor stock inventory when they were requisitioned from the
storage areas or when delivered directly to the production floor.

Pumps were worked on individually so that lot size was not a factor to be considered. There
was little Mr. Brandt could do to control the level of floor stock inventory except to see that
there was not an excess of parts piled around the production area.

S ⫹ C ⫺ E

D
⫽ Return on investment
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Inventory: Finished Goods (2 Percent 
of Total Investment)

As a rule, pumps were made to order and for immediate shipment. Finished goods inventory
consisted of those few pumps on which shipment was delayed. Control of this investment was
a matter of keeping it low by shipping the pumps as fast as possible.

Land, Buildings, and Machinery (53 Percent 
of Total Investment)

Since the Baker Division’s fixed assets, stated at gross, comprised 53 percent of total assets at
the end of 1996, the control of this particular group of assets was extremely important.
Changes in the level of these investments depended on retirements and additions, the latter
being entirely covered by the capital budgeting program.

Industrial Products Corporation’s capital budgeting procedures were described in a plan-
ning manual. The planning sequence was as follows:

1. Headquarters forecasts economic conditions. (March)

2. The divisions plan long-term objectives. (June)

3. Supporting programs are submitted. (September) These are plans for specific actions, such as
sales plans, advertising programs, and cost reduction programs, and include the facilities
program which is the capital expenditure request. The planning manual stated under the
heading “General Approach in the Development of a Coordinated Supporting Program” this
advice:

Formulation and evaluation of a Supporting Program for each product line can generally be im-

proved if projects are classified by purpose. The key objective of all planning is Return-on-Assets,

a function of Margin and Turnover. These ratios are in turn determined by the three factors in the

business equation—Volume, Costs, and Assets. All projects therefore should be directed primarily

at one of the following:

• To increase volume;
• To reduce costs and expenses; and
• To minimize assets.

4. Annual objective submitted (November 11 by 8:00 AM!)

The annual objective states projected sales, costs, expenses, profits, cash expenditures, and
receipts, and shows pro forma balance sheets and income statements.

Mr. Brandt was “responsible for the division’s assets and for provision for the growth and
expansion of the division.” Growth referred to the internal refinements of product design
and production methods and to the cost reduction programs. Expansion involved a 5- to 10-
year program including about two years for construction.

In the actual capital expenditure request there were four kinds of facilities proposals:

1. Cost reduction projects, which were self-liquidating investments. Reduction in labor costs
was usually the largest source of the savings, which were stated in terms of the payback pe-
riod and the rate of return.
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2. Necessity projects. These included replacement of worn-out machinery, quality improve-
ment and technical changes to meet competition, environmental compliance projects, and
facilities for the safety and comfort of the workers.

3. Product redesign projects.

4. Expansion projects.

Justification of the cost reduction proposals was based on a comparison of the estimated rate
of return (estimated return before taxes divided by gross investment) with the 20 percent stan-
dard as specified by headquarters. If the project was considered desirable, and yet showed a re-
turn of less than 20 percent, it had to be justified on other grounds and was included in the ne-
cessities category. Cost reduction proposals made up about 60 percent of the 1997 capital
expenditure budget, and in earlier years these proposals had accounted for at least 50 percent.
Very little of Baker Division’s 1997 capital budget had been allocated specifically for product re-
design and none for expansion, so that most of the remaining 40 percent was to be used for ne-
cessity projects. Thus a little over half of Baker Division’s capital expenditures were justified pri-
marily on the estimated rate of return on the investment. The remainder, having advantages
which could not be stated in terms of the rate of return, were justified on other grounds.

Mr. Brandt was free to include what he wanted in his capital budgeting request, and for the
three years that he had been division manager his requests had always been granted. How-
ever, no large expansion projects had been included in the capital budget requests of the last
three years. As in the 1997 budget, most of the capital expenditure had been for cost-reduction
projects, and the remainder was for necessities. Annual additions had approximately equaled
annual retirements.

Since Mr. Brandt could authorize expenditures of up to $250,000 per project for purposes
approved by the board, there was in fact some flexibility in his choice of projects after the bud-
get had been approved by higher management. Not only could he schedule the order of ex-
penditure, but under some circumstances he could substitute unforeseen projects of a similar
nature. If top management approved $100,000 for miscellaneous cost reduction projects, Mr.
Brandt could spend this on the projects he considered most important, whether or not they
were specifically described in his original budget request.

For the corporation as a whole, about one-quarter of the capital expenditure was for projects
of under $250,000, which could be authorized for expenditure by the division managers. This
proportion was considered by top management to be about right; if, however, it rose much
above a quarter, the $250,000 dividing line would probably be lowered.

Questions

1. To what extent did Mr. Brandt influence the level of investment in each asset category?

2. Comment on the general usefulness of return on investment as a measure of divisional per-
formance. Could it be made a more effective device?
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Case 7-7

Marden Company
A typical division of Marden Company had financial statements as shown in Exhibit 1.Accounts
receivable were billed by the division, but customers made payments to bank accounts (i.e., lock-
boxes) maintained in the name of Marden Company and located throughout the country. The
debt item on the balance sheet is a proportionate part of the corporate 9 percent bond issue. In-
terest on this debt was not charged to the division.

EXHIBIT 1 Typical Division Financial Statements

Balance Sheet
End of Year (condensed; $000)

Assets Equities

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   100 Accounts payable . . . . . . . . . . . . . . . $   400
Accounts receivable  . . . . . . . . . . . . . . . . . . 800 Total current liabilities  . . . . . . . . . . . 400
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . 900
Total current assets  . . . . . . . . . . . . . . . . . . . 1,800 Debt  . . . . . . . . . . . . . . . . . . . . . . . . 700
Plant and equipment, cost  . . . . . . . . . . . . . 1,000 Equity  . . . . . . . . . . . . . . . . . . . . . . . 1,300
Depreciation (straight line)  . . . . . . . . . . . . . 400  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Plant and equipment, net  . . . . . . . . . . . . . . 600
Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . $2,400 Total equities  . . . . . . . . . . . . . . . . . . $2,400

Divisional Income Statement

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,000
Costs, other than those listed below  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200
Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Allocated share of corporate expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Income before income tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600

Question

Recommend the best way of measuring the performance of the division manager. If you need
additional information, make the assumption you believe to be most reasonable.

This case was prepared and copyrighted by Professor Robert N. Anthony.
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2The Management 
Control Process
In practice, the management control process is behavioral, manifesting itself in interactions

among managers and between managers and their subordinates. Because managers differ

from one another in technical ability, leadership style, interpersonal skills, experience,

approach to decision making, affinity for numbers, and in many other ways, the details of the

management control process vary from company to company and among the responsibility

centers within a company. The differences relate mainly to the way the control system is

used. To function effectively, nevertheless, the formal management control system must be

basically the same throughout an organization.

In Part 2, we discuss the sequential steps in the management control process as they occur

in practice: strategic planning in Chapter 8; budget preparation in Chapter 9; analyzing

financial performance in Chapter 10; and the development of the balanced scorecard, which

incorporates both financial and nonfinancial measures, in Chapter 11. In Chapter 12 we

consider management compensation as it relates to the management control process.
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8
Chapter

Strategic Planning

This is the first of five chapters that describe the management control process. Chapter 8 de-
scribes strategic planning, which is the first activity, sequentially, in the process. The first sec-
tion of Chapter 8 describes the nature of strategic planning. The second part discusses tech-
niques for analyzing and deciding on proposed new programs. The third part describes
techniques that are useful in analyzing ongoing programs. The final part describes the several
steps in the strategic planning process.

The discussion implicitly assumes a moderately large organization, typically consisting of a
headquarters and several decentralized business units. In such an organization, strategic
planning takes place both at headquarters and in the business units. If the organization is
small, and especially if it does not have business units, the process involves only senior execu-
tives and a planning staff. In a very small organization, the process may involve only the chief
executive officer.

Nature of Strategic Planning

Most competent managers spend considerable time thinking about the future. The result may
be an informal understanding of the future direction the entity is going to take, or it may be a for-
mal statement of specific plans about how to get there. Such a formal statement of plans is here
called a strategic plan, and the process of preparing and revising this statement is called strate-

gic planning (elsewhere called long-range planning and programming). Strategic planning is

the process of deciding on the programs that the organization will undertake and on the approx-

imate amount of resources that will be allocated to each program over the next several years.

Relation to Strategy Formulation

We draw a distinction between two management processes—strategy formulation and strate-
gic planning. Because “strategy” or “strategic” is used in both terms, there is a possibility of con-
fusion. The distinction is that strategy formulation is the process of deciding on new strategies,

whereas strategic planning is the process of deciding how to implement the strategies. In the
strategy formulation process, management arrives at the goals of the organization and creates
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the main strategies for achieving those goals. The strategic planning process then takes the
goals and strategies as given and develops programs that will carry out the strategies and
achieve the goals efficiently and effectively. The decision by an industrial goods manufacturer
to diversify into consumer goods is a strategy formulation, a strategic decision, after which a
number of implementation issues have to be resolved: whether to diversify through acquisition
or through organic growth, what product lines to emphasize, whether to make or to buy, which
marketing channels to use. The document that describes how the strategic decision is to be im-

plemented is the strategic plan.

In practice, there is a considerable amount of overlap between strategy formulation and
strategic planning. Studies made during the strategic planning process may indicate the desir-
ability of changing goals or strategies. Conversely, strategy formulation usually includes a pre-
liminary consideration of the programs that will be adopted as a means of achieving the goals.
Nevertheless, it is important to keep a conceptual distinction between strategy formulation and
strategic planning, one reason being that the planning process tends to become institutionalized,
putting a damper on purely creative activities. Segregating strategy formulation as a separate
activity, at least in the thinking of top management, can offset this tendency. Strategy formula-
tion should be an activity in which creative, innovative thinking is strongly encouraged.

Strategic planning is systematic; there is an annual strategic planning process, with pre-
scribed procedures and timetables. Strategy formulation is unsystematic. Strategies are reex-
amined in response to perceived opportunities or threats. Thus, ideally, a possible strategic ini-
tiative may surface at any time from anyone in the organization. If judged to be worth
pursuing, it should be analyzed immediately, without waiting upon a prescribed timetable.
Once a strategy is accepted, the planning for it follows in a systematic way.

In many companies, unfortunately, goals and strategies are not stated explicitly enough or
communicated clearly to the managers who need to use them as a framework for their program
decisions. Thus, in a formal strategic planning process an important first step often has to be
to write descriptions of the organization’s goals and strategies. This may be a daunting task,
for although top management presumably has an intuitive feel for what the goals and strate-
gies are, they may not be able to verbalize them with the specificity necessary for making good

program decisions. Planners may have to interpret or elicit management thinking as a first
step.

Evolution of Strategic Planning

Fifty years ago the strategic planning process in most organizations was unsystematic. If man-
agement gave thought to long-range planning, it was not in a coordinated way. A few companies
started formal strategic planning systems in the late 1950s, but most early efforts were failures;
they were minor adaptations of existing budget preparation systems. The required data were
much more detailed than was appropriate; staff people rather than line management did most
of the work; participants spent more time filling in forms than thinking deeply about alterna-
tives and selecting the best ones. As time went on, management learned their lessons—the ob-
jective should be to make difficult choices among alternative programs, not to extrapolate num-
bers in budgetary detail; time and effort should go into analysis and informal discussion,



relatively less on paperwork; the focus should be on the program itself rather than on the
responsibility centers that carried it out.

Currently, many organizations appreciate the advantages of making a plan for the next
three to five years. The practice of stating this plan in a formal document, or model, is widely,
but by no means universally, accepted. The amount of detail is usually much less than in the
strategic plans of the 1950s.

Example. During the period from 1956 to 2005, Emerson Electric, a $27 billion electrical and

electronics company, followed a cost leadership strategy and reported uninterrupted increase in

profits for nearly the entire 50-year time frame. The company credited its phenomenal success to

its planning process. The CEO of the company spent 60 percent of his time in planning meetings.

The heads of 65 divisions presented their plans to the CEO. The planning meetings revolved

around penetrating questions on the assumptions and probing questions on options to reduce

costs. The planning document focused on four key measures: free cash flows, return on capital,

percentage of sales generated from new products, and profit margins.1

Benefits and Limitations of Strategic Planning

A formal strategic planning process can give to the organization (1) a framework for develop-
ing the annual budget, (2) a management development tool, (3) a mechanism to force managers
to think long term, and (4) a means of aligning managers with the long-term strategies of the
company.

Framework for Developing the Budget

An operating budget calls for resource commitments over the coming year; it is essential that
management make such resource commitments with a clear idea of where the organization is
heading over the next several years. A strategic plan provides that broader framework. Thus, an

important benefit of preparing a strategic plan is that it facilitates the formulation of an effective

operating budget.

As Exhibit 8.1 suggests, a company without a strategic planning process considers too many
strategic issues in the budgeting stage, potentially leading to information overload, inadequate
consideration of some strategic alternatives, or neglect of some choices altogether—a dysfunc-
tional environment that can seriously affect the quality of resource allocation decisions. An im-

portant benefit of strategic planning is to facilitate optimal resource allocation decisions in sup-

port of key strategic options. Exhibit 8.2 shows how the strategic planning process narrows the
range of options such that planners can make intelligent resource allocation decisions during
the budgeting process. Thus, the strategic plan helps the organization understand the impli-
cations of strategic decisions for action plans in the short term.

Management Development Tool

Formal strategic planning is an excellent management education and training tool that pro-

vides managers with a process for thinking about strategies and their implementation. It is not
an overstatement to say that in formal strategic planning, the process itself is a lot more im-
portant than the output of the process, which is the plan document.
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1www.gotoemerson.com/investor–relations; “The Spirit of St. Louis,” The Economist, March 9, 2002, p. 17.
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Mechanism for Forcing Management to Think Long Term

Managers tend to worry more about tactical issues and managing the present, day-to-day af-
fairs of the business than about creating the future. Formal strategic planning forces managers

to make time for thinking through important long-term issues.

Means of Aligning Managers with Corporate Strategies

The debates, discussions, and negotiations that take place during the planning process clarify cor-

porate strategies,unify and align managers with such strategies,and reveal the implications of cor-

porate strategies for individual managers.

As we will show, program decisions are made one at a time, and the strategic plan brings
them all together. Preparing the strategic plan may reveal that individual decisions do not add
up to a satisfactory whole. Planned new investments may require more funds in certain years
than the company can obtain in those years; planned changes in direct programs may require
changes in the size of support programs (e.g., research and development, administrative) that
were not taken into account when these changes were considered separately. The profit antici-
pated from individual programs may not add up to satisfactory profit for the whole organiza-
tion.

Example. In 1996, Texaco, a large, complex oil and gas producer, had a capital spending and ex-

ploration budget of $3.6 billion. Some of its 1996 projects included “developing offshore projects in

the North Sea, Nigeria, Angola, Australia, and Southeast Asia. Continuing to increase production

in the neutral zone between Saudi Arabia and Kuwait.” With the level of risk associated with the

different projects and the amount of resources available, strategic planning was a necessity for

Texaco in choosing among projects.2

EXHIBIT 8.2
A Company with

a Strategic

Planning

Process

Strategic 
option C

Strategic option A

Strategic option B

Strategic option C

Strategic option D

Strategic 
planning

Budgeting

Strategic 
option A

EXHIBIT 8.1
A Company

without a

Strategic

Planning

Process

Strategic option A

Strategic option B

Strategic option C

Strategic option D

Budgeting

2“More U.S. Companies Map 1996 Spending Plans,” Oil & Gas Journal, January 29, 1996, p. 39.



In the wake of the September 11, 2001, terrorist attacks on the United States, strategic plan-
ning for American companies took on the added dimension of disaster planning. Strategic deci-
sions that are influenced by disaster planning include geographic dispersion of staff and re-
sources, contingency plans for the loss of entire business functions, and the funding levels for a
corporate disaster-recovery fund.3

Limitations

There are several potential pitfalls or limitations to formal strategic planning. First, there is
always a danger that planning can end up becoming a “form-filling,” bureaucratic exercise, de-

void of strategic thinking. To minimize this risk of bureaucratization, organizations should pe-
riodically ask, “Are we getting fresh ideas as a result of the strategic planning process?”

A second danger is that an organization may create a large strategic planning department

and delegate the preparation of the strategic plan to that staff department, thus forfeiting the
input of line management as well the educational benefits of the process. Strategic planning is
a line management function. The staff in strategic planning departments should be kept to a
minimum and their role should be as a catalyst, an educator, and a facilitator of the planning
process.

Finally, strategic planning is time consuming and expensive. The most significant expense is
the time devoted to it by senior management and managers at other levels in the organization.

A formal strategic plan is desirable in organizations that have the following characteristics:

1. Top management is convinced that strategic planning is important. Otherwise, strategic plan-
ning is likely to be a staff exercise that has little effect on actual decision making.

2. The organization is relatively large and complex. In small, simple organizations, an infor-
mal understanding of the organization’s future directions is adequate for making decisions
about resource allocations, the principal purpose of preparing a strategic plan.

3. Considerable uncertainty about the future exists, but the organization has the flexibility to
adjust to changed circumstances. In a relatively stable organization, a strategic plan is un-
necessary; the future is sufficiently like the past, so the strategic plan would be only an ex-
ercise in extrapolation. (If a stable organization foresees the need for a change in direc-
tion, such as a decline in its markets or drastic changes in the cost of materials, it prepares
a contingency plan showing the actions to be taken to meet these new conditions.) On the
other hand, if the future is so uncertain that reasonably reliable estimates cannot be

made, preparation of a formal strategic plan is a waste of time.

In summary, a formal strategic planning process is not needed in small, relatively stable or-
ganizations, and it is not worthwhile in organizations that cannot make reliable estimates
about the future or in organizations whose senior management prefers not to manage in this
fashion.
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3Richard Oliver, “Cold Strategy, Hot Strategy,” The Journal of Business Strategy, January–February 2002, p. 6. 
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Program Structure and Content

In most industrial organizations, programs are products or product families, plus research and
development, general and administrative activities, planned acquisitions, or other important ac-
tivities that do not fit into existing product lines.At Procter & Gamble, for example, each product
line is a program.By contrast,General Electric structures its programs by profit centers—that is,
business units; each business unit is responsible for a specified number of product lines.

In service organizations, programs tend to correspond to the types of services rendered by
the entity. The federal government divides its activities into 10 main programs. In a multi-unit
service organization, such as a hotel chain, each unit or each geographical region may consti-
tute a program.

The typical strategic plan covers a period of five future years. Five years is a long enough pe-
riod to estimate the consequences of program decisions made currently. The consequences of a
decision to develop and market a new product or to acquire a major new capital asset may not
be fully felt within a shorter period. The horizon beyond five years may be so murky that at-
tempts to make a program for a longer period are not worthwhile. Many organizations prepare
very rough plans that extend beyond five years. In some organizations the strategic plan cov-
ers only the next three years.

The dollar amounts for each program show the approximate magnitude of its revenues, ex-
penses, and capital expenditures. Because of the relatively long time horizon, only rough esti-
mates are feasible. Such estimates are satisfactory as a basis for indicating the organization’s
general direction. If the strategic plan is structured by business units, the “charter,” which spec-
ifies the boundaries within which the business unit is expected to operate, is also stated.

Organizational Relationships

The strategic planning process involves senior management and the managers of business
units or other principal responsibility centers, assisted by their staffs. A primary purpose is to
improve the communication between corporate and business unit executives by providing a se-
quence of scheduled activities through which they can arrive at a mutually agreeable set of ob-
jectives and plans. Managers of individual departments usually do not participate in the
strategic planning process.

In some organizations, the controller organization prepares the strategic plan; in others, there
is a separate planning staff. Strategic planning requires analytical skills and a broad outlook
that may not exist in the controller organization; the controller organization may be skilled pri-
marily in the detailed analytical techniques that are required in fine-tuning the annual budget
and analyzing variances between actual and budgeted amounts.

Even if there is a separate planning staff, the controller organization usually does the work
of disseminating guidelines and assembling the proposed numbers, as we describe in a later
section. The numbers in the strategic plan, in the annual budget, and in the accounting system
must be consistent with one another, and the best way of assuring this consistency is to assign
responsibility for all three to the same staff. Moreover, some companies include the numbers
for all three systems in a single computer model.

Headquarters staff members facilitate the strategic planning process, but they should not
intervene too strongly. The best role of staff members is as a catalyst; they ensure that the



process is properly carried out, but they do not make the program decisions. In particular, if
business unit managers perceive that the headquarters staff is overly influential in the deci-
sion-making process, these managers will be reluctant to have the frank discussions with staff
that are essential in developing sound plans. (Business unit managers, of course, have their
own staffs who presumably are loyal to them.)

Top Management Style

Strategic planning is a management process, and the way in which it is conducted in a given com-
pany is heavily dependent on the style of the chief executive officer. Some chief executives prefer
to make decisions without the benefit of a formal planning apparatus. If the controller of such a
company attempts to introduce a formal system, he or she is likely to be unsuccessful. No system
will function effectively unless the chief executive actually uses it; if other managers perceive
that the system is not a vital part of the management process, they will give only lip service to it.

In some companies, the chief executive wants some overall plan for the reasons given earlier
but by temperament has an aversion to paperwork. In such companies, the system can contain
all the elements we describe in a later section, but with minimum detail in the written docu-
ments and relatively greater emphasis on informal discussion. In other companies, senior
management prefers extensive analysis and documentation of plans, and in these companies
the formal part of the system is relatively elaborate.

Designers of the system must correctly diagnose the style of senior management and see to it
that the system is appropriate for that style. This is a difficult task because formal strategic
planning has become something of a fad, and some managers think they may be viewed as old-
fashioned if they do not embrace all its trappings. Thus, they may instruct the staff to install an
elaborate system, or permit staff to install one, that they later feel uncomfortable using.

Analyzing Proposed New Programs

Ideas for new programs can originate anywhere in the organization: with the chief executive,
with a headquarters planning staff, or in various parts of the operating organization. For exam-
ple, in 3M Corporation, the idea for “Post-it”® notepads originated down in the organization, not
at the initiative of the CEO. Some units are a more likely source of new ideas than others, for ob-
vious reasons. The R&D organization is expected to generate ideas for novel products or
processes, the marketing organization for marketing innovations, and the production engineer-
ing organization for better equipment and manufacturing methods.

Proposals for programs are essentially either reactive or proactive—they arise either as a re-
action to a perceived threat such as rumors of the introduction of a new product by a competi-
tor, or as an initiative to capitalize on an opportunity. Because a company’s success depends in
part on its ability to find and implement new programs and because ideas for these can come
from a wide variety of sources, the atmosphere needs to be such that ideas come to light and
receive appropriate management attention. A highly structured, formal system may create the
wrong atmosphere for this purpose. The system should be flexible enough and receptive
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enough so that good new ideas do not get killed off before they come to the attention of the
proper decision maker.

Planners should view the adoption of a new program not as a single all-or-nothing decision but
rather as a series of decisions, each one a relatively small step in testing and developing the pro-
posed program. They should decide to carry through full implementation and its consequent sig-
nificant investment only if the tests indicate that the proposal has a good chance of success. Most
new programs are not like the Edsel automobile, which committed several hundred million dol-
lars in a single decision; rather, they involve many successive decisions: agreement that the ini-
tial idea for a product is worth pursuing, examining its technical feasibility in a laboratory, ex-
amining production problems and cost characteristics in a pilot plant, testing consumer
acceptance in test markets, and only then making a major commitment to full production and
marketing. The system must provide for these successive steps, and for a thorough evaluation of
the results of each step as a basis for making the decision on the next step.

Capital Investment Analysis

Most proposals require significant new capital. Techniques for analyzing capital investment
proposals attempt to find either (a) the net present value of the project, that is, the excess of
the present value of the estimated cash inflows over the amount of investment required, or
(b) the internal rate of return implicit in the relationship between inflows and outflows. An im-
portant point is that these techniques are used in only about half the situations in which, con-
ceptually, they are applicable.4 There are at least four reasons for not using present value tech-
niques in analyzing all proposals.

1. The proposal may be so obviously attractive that a calculation of its net present value is un-
necessary. A newly developed machine that reduces costs so substantially that it will pay for
itself in a year is an example.

2. The estimates involved in the proposal are so uncertain that making present value calcula-
tions is believed to be not worth the effort—one can’t draw a reliable conclusion from unre-
liable data. This situation is common when the results are heavily dependent on estimates
of sales volume of new products for which no good market data exist. In these situations, the
“payback period” criterion is used frequently.

3. The rationale for the proposal is something other than increased profitability. The present
value approach assumes that the “objective function” is to increase profits, but many pro-

posed investments win approval on the grounds that they improve employee morale, the
company’s image, or safety.

4. There is no feasible alternative to adoption. Environmental laws may require investment in
a new program, as an example.

The management control system should provide an orderly way of deciding on proposals
that cannot be analyzed by quantitative techniques. Systems that attempt to rank nonquan-
tifiable projects in order of profitability won’t work; many projects do not fit into a mechanical
ranking scheme.

4For information on the prevalence of various techniques in practice, see Thomas Klammer, Bruce Koch, and Neil Wilmer,

Capital Budgeting Practice: A Survey of Corporate Use (Denton, TX: University of North Texas Press, 1990).



We describe briefly some considerations that are useful in implementing capital expendi-
ture evaluation systems.

Rules

Companies usually publish rules and procedures for the approval of capital expenditure pro-
posals of various magnitudes. Proposed small expenditures may be approved by the plant
manager, subject to a total specified amount in one year, and larger proposals go successively
to business unit managers, to the chief executive officer, and, in the case of very important
proposals, to the board of directors.

The rules also contain guidelines for preparing proposals and the general criteria for ap-
proving proposals. For example, small cost-saving proposals may require a maximum payback
period of two (sometimes three) years. For larger proposals, there is usually a minimum re-
quired earnings rate, to be used either in net present value or internal rate of return analysis.
The required earnings rate may be the same for all proposals, or there may be different rates
for projects with different risk characteristics; also, proposals for additional working capital
may use a lower rate than proposals for fixed assets.

Avoiding Manipulation

Sponsors who know that their project with a negative net present value is not likely to be ap-
proved may nevertheless have a “gut feeling” that the project should be undertaken. In some
cases, they may make a proposal attractive by adjusting the original estimates so that the project
meets the numerical criteria—perhaps by making optimistic estimates of sales revenues or by
reducing allowances for contingencies in some of the cost elements. One of the most difficult
tasks of the project analyst is to detect such manipulations. The reputation of project sponsors
can provide a safeguard; the analyst may place more reliance on numbers from a sponsor who
has an excellent track record. In any event, although all proposals that come up for approval are
likely to satisfy the formal criteria for this reason, not all of them are truly attractive.

Models

In addition to the basic capital budgeting model, there are specialized techniques, such as risk
analysis, sensitivity analysis, simulation, scenario planning, game theory, option pricing models,
contingent claims analysis, and decision tree analysis. Some of them have been oversold, but oth-
ers are of practical value. The planning staff should be acquainted with them and require their
use in situations in which the necessary data are available.

Organization for Analysis

A team may evaluate extremely large and important proposals, and the process may require a
year or more. Even for small proposals, considerable discussion usually occurs between the
sponsor of the proposal and the headquarters staff. As many as a dozen functional and line ex-
ecutives may sign off on an important proposal before it is submitted to the chief executive of-
ficer. The CEO may return the proposals for further analysis several times before making the
final decision to go ahead with or reject the project. And as noted earlier, the decision to pro-
ceed may require a succession of development and testing hurdles be crossed before full im-
plementation.
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Recent work in the rapidly developing field of expert systems uses computer software in the
analysis of proposed programs. The new software permits each participant in the team that is
considering a proposal to vote on, and to explicitly rank, each of the criteria used to judge the
project. The computer tabulates the results and uncovers inconsistencies or misunderstand-
ings and raises questions about them. A succession of votes on criteria can lead to a conclusion
that expresses the consensus of the group.

There is no set timetable for analyzing investment proposals. As soon as people are available
they may start analysis. Planners collect approved projects during the year for inclusion in the
capital budget. There is a deadline in the sense that the capital budget for next year has a dead-
line (usually just prior to the beginning of the budget year). If a proposal doesn’t make that
deadline, its formal approval may wait until the following year, unless there are unusual cir-
cumstances. The capital budget contains the authorized capital expenditures for the budget
year, and, if additional amounts are approved, cash plans must be revised; there may be prob-
lems in financing the additional amount.

Analyzing Ongoing Programs

In addition to developing new programs, many companies have systematic ways of analyzing
ongoing programs. Several analytical techniques can aid in this process. This section describes
value chain analysis and activity-based costing.

Value Chain Analysis

As described in Chapter 2, the value chain for any firm is the linked set of value-creating activ-

ities of which it is a part, from acquiring the basic raw materials for component suppliers to

making the ultimate end-use product and delivering it to the final consumers. Each firm must
be understood in this context of its place in some overall chain of value-creating activities.

From the strategic planning perspective, the value chain concept highlights three poten-
tially useful areas:

1. Linkages with suppliers.

2. Linkages with customers.

3. Process linkages within the value chain of the firm.

Linkages with Suppliers

As Exhibit 8.3 indicates, the linkage with suppliers should be managed so that both the firm
and its suppliers can benefit. Taking advantage of such opportunities can dramatically lower
costs, increase value, or both.

Example. When delivery of bulk chocolate began in liquid form in tank cars instead of in 10-

pound molded bars, an industrial chocolate firm (i.e., the supplier) eliminated the cost of molding

and packing bars, and a confectionery producer (i.e., the firm) saved the cost of unpacking and

melting.5

5M. Hergert and D. Morris, “Accounting Data for Value Analysis,” Strategic Management Journal 10 (1989), pp. 175–88.



Linkages with Customers

As Exhibit 8.4 indicates, customer linkages can be just as important as supplier linkages.
There are many examples of mutually beneficial linkages between a firm and its customers.

Example. Some container producers (i.e., the firms) have constructed manufacturing facilities

next to beer breweries (i.e., the customers) and deliver the containers through overhead convey-

ors directly onto the customers’ assembly lines. This results in significant cost reductions for

both the container producers and their customers by expediting the

transport of empty containers, which are bulky and heavy.6

Process Linkages with the Value Chain of the Firm

Value chain analysis explicitly recognizes the fact that the individual value activities within a
firm are not independent but rather are interdependent.

Example. At McDonald’s, the timing of promotional campaigns (one value activity) signifi-

cantly influences capacity utilization in production (another value activity). These linked activi-

ties must be coordinated if the full effect of the promotion is to be realized.

A company might want to analyze the process linkages within the value chain, seeking to
improve their efficiency. The overall objective of this analysis is to move materials from ven-
dors, through production, and to the customer at the lowest cost, in the shortest time, and of
acceptable quality.
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Efficiency of the design portion of the value chain might be increased by reducing the number
of separate parts and increasing their ease of manufacture.

Example. Japanese VCR producers were able to reduce prices from $1,300 in 1977 to $295 in

1984 by emphasizing the impact of an early step in the chain (product design) on a later step (pro-

duction) by drastically reducing the number of parts in VCRs.7

A firm should also work toward improving the efficiency of every activity within the chain
through a better understanding of the drivers that regulate costs and value for each activity.

Efficiency of the inward portion (i.e., the portion that precedes production) might be im-
proved by reducing the number of vendors; by having a computer system place orders auto-
matically; by limiting deliveries to “just-in-time” amounts (which reduces inventories); and by
holding vendors responsible for quality, which reduces or eliminates inspection costs.

Efficiency of the production portion might be improved by increased automation, perhaps by
using robots; by rearranging machines into “cells,” each of which performs a series of related
production steps; and by better production control systems.

Efficiency of the outward portion (i.e., from the factory door to the customer) might be im-
proved by having customers place orders electronically (which is now common in hospital
supply companies and in certain types of retailing), by changing the locations of warehouses,
by changing channels of distribution and placing more or less emphasis on distributors and
wholesalers, by improving the efficiency of warehouse operations, and by changing the mix
between company-operated trucks and transportation furnished by outside agencies.

Examples. Procter & Gamble places order-entry computers in Wal-Mart stores, eliminating er-

rors that used to occur when Wal-Mart buyers transmitted orders to P&G order-entry clerks, re-

ducing the cost of operation in both firms, and reducing the time between initiation of an order

and shipment of the goods. Levi Strauss has a similar system with its own retail stores.

These efficiency-oriented initiatives usually involve trade-offs. For example, direct orders
from customer computers may speed delivery and reduce paperwork but lead to an increase in
order-filling costs because of the smaller quantities ordered. Thus, it is important that all re-
lated parts of the value chain be analyzed together; otherwise, improvements in one link may
be offset by additional costs in another.

Activity-Based Costing

Increased computerization and automation in factories have led to important changes in sys-
tems for collecting and using cost information. Sixty years ago, most companies allocated over-
head costs to products by means of a plantwide overhead rate based on direct labor hours or dol-
lars. Today, an increasing number of companies collect costs for material-related costs (e.g.,
transportation, storage) separately from other manufacturing costs; and they collect manufac-
turing costs for individual departments, individual machines, or individual “cells,” which con-
sist of groups of machines that perform a series of related operations on a product. In these cost

7Ibid., p. 320.  



centers, direct labor costs may be combined with other costs, giving conversion cost—that is, the
labor and factory overhead cost of converting raw materials and parts into finished products. In
addition to conversion costs, the newer systems also assign R&D, general and administrative,
and marketing costs to products.The newer systems also use multiple allocation bases. In these
newer systems, the word activity is often used instead of cost center, and cost driver used instead
of basis of allocation; and the cost system is called an activity-based cost system (ABC).8

The basis of allocation, or cost driver, for each of the cost centers reflects the cause of cost
incurrence—that is, the element that explains why the amount of cost incurred in the cost
center, or activity, varies. For example, in procurement, the cost driver may be the number of
orders placed; for internal transportation, the number of parts moved; for product design, the
number of different parts in the product; and for production control, the number of setups.
Note that “cause” here refers to the factor causing the costs in the individual cost center.

Examples. General Motors used ABC analysis to formulate a component make-or-buy strategy.

In a single plant, its ABC system had more than 5,000 activity cost pools and more than 100 dif-

ferent cost drivers (i.e., drivers that traced activity cost pools to products).9

Schrader Bellows, a division of Scovill Inc., used ABC analysis to reevaluate marketing and
product line strategies. Its ABC analysis had 28 activity cost pools and 16 cost drivers. Its previ-
ous system had one cost pool for each of the five production departments and used one cost driver
(direct labor) to allocate the cost pools to products.10

With the donors and investors clamoring for Micro Finance Institutions’ (MFI) financial sus-
tainability in developing nations, it became increasingly imperative for the MFIs to review the
costs of their product portfolio. Using ABC analysis, SafeSave, a Bangladesh-based MFI, estab-
lished the true costs of each of their three savings accounts products. One passbook savings prod-
uct was expanding faster than high-yield investment opportunities could accommodate. SafeSave
subsequently decided to cut back marketing of this product to clients who were better off finan-
cially.11

The ABC concept is not particularly subtle or counterintuitive. In fact, it is very much in line
with common sense. But in earlier days factories tended to produce fewer different products,
cost was labor dominated (high labor cost relative to overhead), and products tended to differ
less in the amount of support services they consumed. Thus, the activity basis for overhead al-
location was not likely to result in product costs much different from a simple volume-driven
basis tied to labor cost.
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8We use the term traditional to refer to systems used by many, but by no means all, companies. As Shank points out,

many of the essentials of ABC go back to J. M. Clark’s 1923 book, Studies in the Economics of Overhead Costs; John K.

Shank, “Strategic Cost Management: New Wine or Just New Bottles,” Journal of Management Accounting Research, Fall

1989, p. 48.
9George Beaujon and Vinod Singhal, “Understanding the Activity Costs in an Activity-Based Cost System,” Journal of Cost

Management for the Manufacturing Industry, Spring 1990, pp. 51–72.
10Robin Cooper, “Schrader Bellows,” Harvard Business School case 186-272.
11www.cgap.org/product costing.
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Today, labor cost in many companies is not only dramatically less important, it is also viewed
less and less as a cost to be varied when production volume varies. Indirect cost is now the dom-
inant part of cost in many companies. In the prototypical “flexible factory,” raw material is the
only production volume—dependent cost and the only cost directly relatable to individual prod-
ucts. Advocates of ABC maintain that a meaningful assessment of full cost today must involve
assigning overhead in proportion to the activities that generate it in the long run.

Use of ABC Information

ABC, when used as part of the strategic planning process, may provide useful insights. For ex-
ample, it may show that complex products with many separate parts have higher design and
production costs than simpler products, that products with low volume have higher unit costs
than high-volume products, that products with many setups or many engineering change or-
ders have higher unit costs than other products, and that products with a short life cycle have
higher unit costs than other products. Information on the magnitude of these differences may
lead to changes in policies relating to full-line versus focused product line, product pricing,
make-or-buy decisions, product mix decisions, adding or deleting products, elimination of non-
value-added activities, and to an emphasis on better factory layouts and simplicity in product
design.

Examples. In 1992, Chrysler benefited from ABC analysis in a pilot project that examined the

designs for wiring harnesses for the company’s popular minivans. The harnesses yoke together

bundles of wires. Nine departments, from design to assembly to finance, set out to reckon the opti-

mum number of wiring harnesses. The assembly people favored using just one kind of harness,

the design group wanted nine, and so on. When ABC was used to cost out activities across the

entire production of the vehicles, everyone saw the optimum number was two.
Hewlett-Packard’s successful products, new models of HP 3000 and HP 9000 midrange com-

puters, benefited from better cost information. When ABC showed that testing new designs and
parts was extremely expensive, engineers changed their plans to favor components that re-
quired less testing, thus lowering costs.12

By investing $100,000 and six months in its ABC implementation program, the Naval Air
Depot in Jacksonville, Florida, saved about $200 million annually. Through utilization of ABC, the
distance that aircraft parts were moved around was reduced by 80 percent, total number of steps
was reduced by 91 percent, and total change in task ownership was reduced by 92 percent.13

Other companies have realized significant cost savings as a result of reducing complexity.

Examples. Procter & Gamble had standardized product formulas and packages. P&G used just

two basic packages for shampoo in the United States, saving $25 million a year.14

General Motors had reduced the number of U.S. car models from 53 to 44 and combined its
Pontiac and GMC division to simplify marketing.15

12Cooper, “Shrader Bellows.”
13www.dekkerltd.com
14Zachary Schiller, “Making It Simple,” BusinessWeek, September 9, 1996, pp. 96–104.
15Ibid.



Strategic Planning Process

In a company that operates on a calendar-year basis, the strategic planning process starts in
the spring and is completed in the fall, just prior to the preparation of the annual budget. The
process involves the following steps:

1. Reviewing and updating the strategic plan from last year.

2. Deciding on assumptions and guidelines.

3. First iteration of the new strategic plan.

4. Analysis.

5. Second iteration of the new strategic plan.

6. Final review and approval.

Reviewing and Updating the Strategic Plan

During the course of a year, decisions are made that change the strategic plan; management
makes decisions whenever there is a need to do so, not in response to a set timetable. Concep-
tually, the implications of each decision for the next five years should be incorporated in the
strategic plan as soon as the decision is made. Otherwise, the formal plan no longer represents
the path that the company plans to follow. In particular, the plan may not represent a valid
base for testing proposed strategies and programs, which is one of the plan’s principal values.
As a practical matter, however, very few organizations continuously update their strategic
plans. Updating involves more paperwork and computer time than management believes is
worthwhile.

The first step in the annual strategic planning process, therefore, is to review and update the
strategic plan that was agreed to last year. Actual experience for the first few months of the cur-
rent year is already reflected in the accounting reports, and these are extrapolated for the cur-
rent best estimate of the year as a whole. If the computer program is sufficiently flexible, it can
extend the impact of current forces to the “out years”—that is, the years beyond the current
year; if not, rough estimates are made manually. The implications of new program decisions on
revenues, expenses, capital expenditures, and cash flow are incorporated. The planning staff
usually makes this update. Management may be involved if there are uncertainties or ambigu-
ities in the program decisions that must be resolved.

Deciding on Assumptions and Guidelines

The updated strategic plan incorporates such broad assumptions as the growth in Gross Do-
mestic Product, cyclical movements, labor rates, prices of important raw materials, interest
rates, selling prices, market conditions such as the actions of competitors, and the impact of
government legislation in each of the countries in which the company operates. These as-
sumptions are reexamined and, if necessary, are changed to incorporate the latest information.

The updated strategic plan contains the implications on revenues, expenses, and cash
flows of the existing operating facilities and changes in these facilities from opening new
plants, expanding existing plants, closing plants, and relocating facilities. It shows the
amount of new capital likely to be available from retained earnings and new financing. These
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conditions are examined to ensure that they are currently valid, and the amounts are ex-
tended for another year.

The resulting update is not done in great detail. A rough approximation is adequate as a
basis for senior management decisions about objectives that are to be attained in the plan
years and about the key guidelines that are to be observed in planning how to attain these ob-
jectives. The objectives usually are stated separately for each product line and are expressed
as sales revenue, as a profit percentage, or a return on capital employed. The principal guide-
lines are assumptions about wage and salary increases (including new benefits programs that
may affect compensation), new or discontinued product lines, and selling prices. For overhead
units, personnel ceilings may be specified. At this stage, they represent senior management’s
tentative views. In the next stage, business unit managers have an opportunity to present
their views.

Management Meetings

Many companies hold an annual meeting of corporate and business unit managers (often
called a “summit conference”) to discuss the proposed objectives and guidelines. Such a meet-
ing typically lasts several days and is held away from company facilities to minimize distrac-
tions. In addition to the formal agenda, such a meeting provides an opportunity for managers
throughout the corporation to get to know one another.

First Iteration of the Strategic Plan

Using the assumptions, objectives, and guidelines, the business units and other operating
units prepare their “first cut” of the strategic plan, which may include different operating plans
than those included in the current plan, such as a change in marketing tactics; these are sup-
ported by reasons. Business unit staffs do much of the analytical work, but business unit man-
agers make the final judgments. Depending on the personal relationships, business unit per-
sonnel may seek the advice of the headquarters staff in the development of these plans.
Members of the headquarters staff often visit the business units during this process for the
purpose of clarifying the guidelines, assumptions, and instructions and, in general, to assist in
the planning process.

The completed strategic plan consists of income statements; of inventory, accounts receiv-
able, and other key balance sheet items; of number of employees; of quantitative information
about sales and production; of expenditures for plant and other capital acquisitions; of any
other unusual cash flows; and of a narrative explanation and justification. The numbers are in
considerable detail (although in much less detail than in the annual budget) for the next year
and the following year, with only summary information for the later years.

Analysis

When headquarters receives the business unit plans, they aggregate them into an overall cor-
porate strategic plan. Planning staff and the marketing, production, and other functional exec-
utives at headquarters analyze this plan in depth. Business Unit X plans a new marketing tac-
tic; is it likely that the resulting sales will be as large as the plan indicates? Business Unit Y
plans an increase in general and administrative personnel; are the additional people really
needed? Business Unit Z assumes a large increase in productivity; is the supporting justifica-



tion realistic? Research and development promises important new products; are the business
units prepared to manufacture and sell these products? Some business unit managers tend to
build slack into their estimates, so their objectives are more easily accomplished; can some of
this slack be detected and eliminated?

The headquarters people examine the business unit plans for consistency also. If one busi-
ness unit manufactures for another unit, are the planned shipments from the manufacturing
unit equal to the planned sales of the sales unit? In particular, are planned shipments to over-
seas subsidiaries consistent with the planned sales volume of these subsidiaries?

Headquarters staff and their counterparts in the business units resolve some of these ques-
tions by discussion and report others to corporate management, at which point they are the
basis for discussions between corporate managers and business unit managers. These discus-
sions are the heart of the formal planning process, usually requiring several hours and often
going on for a day or more in each business unit.

In many cases, the sum of the business unit plans reveals a planning gap—that is, the sum
of the individual plans does not add up to attainment of the corporate objectives. There are only
three ways to close a planning gap: (1) find opportunities for improvements in the business
unit plans, (2) make acquisitions, or (3) review the corporate objectives. Senior management
usually focuses on the first.

From the planning numbers, the headquarters staff can develop planned cash requirements
for the whole organization. These may indicate the need for additional financing or, alterna-
tively, the possibility of increasing dividends.16

Second Iteration of the Strategic Plan

Analysis of the first submission may require a revision of the plans of only certain business
units, but it may lead to a change in the assumptions and guidelines that affect all business
units. For example, the aggregation of all plans may indicate that the cash drain from increas-
ing inventories and capital expenditures is more than the company can safely tolerate; if so,
there may be a requirement for postponing expenditures throughout the organization. These
decisions lead to a revision of the plan. Technically, the revision is much simpler to prepare
than the original submission, because it requires changes in only a few numbers; but organi-
zationally, it is the most painful part of the process because it calls for difficult decisions.

Some companies do not require a formal revision from the business units. They negotiate
the changes informally and enter the results into the plan at headquarters.

Final Review and Approval

A meeting of senior corporate officials usually discusses the revised plan at length. The plan
also may be presented at a meeting of the board of directors. The chief executive officer gives
final approval. The approval should come prior to the beginning of the budget preparation
process, because the strategic plan is an important input to that process.
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Summary

A strategic plan shows the implications, over the next several years, of implementing the com-
pany’s strategies.

In the period since the current strategic plan was prepared, the organization has made cap-
ital investment decisions. The process of approving proposed capital investments does not fol-
low a set timetable; senior managers make the decisions as soon as the need for them is iden-
tified. Planners incorporate in the strategic plan the implications of these decisions, as well as
assumptions and guidelines about external forces such as inflation, internal policies, and prod-
uct pricing.

Using this information, the business units and support units propose new strategic plans,and
these are discussed in depth with senior management. If the resulting corporate plan does not
indicate that profitability will be adequate, there is a planning gap, which is dealt with by a sec-
ond iteration of the strategic plan, sometimes entailing painful curtailments of business unit
plans.

Several analytical techniques, such as value chain analysis and activity-based costing, can
aid in the strategic planning process.
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Case 8-1

Allied Office Products

The TFC Business

In 1992, Allied Office Products was a corporation with annual sales of $900 million in business
forms and specialty paper products, such as writing paper, envelopes, note cards, and greeting
cards. In 1988 the company had expanded into business forms inventory management services.
This was an area where Allied believed it could offer value-added services to differentiate it
from other business forms manufacturers. The forms manufacturing business was mature by
1988, and all competitors were seeking ways to generate sales growth. Allied embarked on a
campaign to enroll its corporate clients in a program which it called “Total Forms Control”
(TFC).

By 1992, sales from TFC were about $60 million and Allied had established a separate com-
pany within the business forms division to handle these accounts. The services provided under
TFC included warehousing and distribution of forms (including inventory financing) as well as
inventory control and forms usage reporting. Allied used a sophisticated computer systems
network to monitor a client’s forms inventory, forms usage, and ordering activities. They pro-
vided this information to their clients via comprehensive yet simple-to-read management re-
ports.

As part of its distribution services, Allied also offered “pick pack” service where trained work-
ers actually opened full cartons to pick the exact number of forms requested by the clients.Allied’s
philosophy was that a well-run warehousing and distribution network is vital to any forms man-
agement program—“we know what you need . . . the right product at the right place at the right

time.”
For a small number of clients Allied also offered “desk top delivery,” where Allied personnel

would distribute the forms to individual offices (forms were usually delivered only to the load-
ing dock). As a comprehensive forms management provider, Allied’s product line also had to be
comprehensive. Their product line included everything from standard computer printout paper
and fax paper to custom-designed forms tailored to meet the exact business needs of the client.

Current Cost Accounting System

Allied operated its forms manufacturing and TFC activities as separate profit centers. The
transfer of product to TFC was at arm’s length with the transfer price set at fair market value.

Allied manufactured business forms in 13 locations. Although the company encouraged in-
ternal sourcing for customer orders, TFC salespeople had the option of outsourcing product if
necessary. The industry value chain for TFC is shown in Exhibit 1.
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This case was adapted by Professor John Shank of the Amos Tuck School, by permission, from earlier versions prepared by

Professor Vijay Govindarajan and Jay Weiss (T’93) of the Amos Tuck School, Dartmouth College. Copyright © Dartmouth

College.
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Clients who participated in the forms management program kept an inventory of forms at
one of Allied’s 10 distribution centers. The forms were distributed to the client as needed. The
client was charged a service fee to cover the cost of warehousing and distribution based on a
percentage of the cost of sales of the product for that month, regardless of the specific level of
service provided to that client.

If a TFC client made use of any of the distribution services, they were supposed to be
charged a price for the forms which was high enough to allow for an additional 32.2 percent of
product cost to cover warehousing and distribution expenses, the cost of capital tied up in in-
ventory and freight expense. This percentage was determined based on actual 1990 financial
data so that on an aggregate basis, in total, all expenses were covered (see Exhibit 2). The sales
force then marked up the cost of product and services by 20 percent, on average. As shown in
Exhibits 3 and 4, prices for individual accounts could vary from the standard formula.

Understanding Customer Profitability

With TFC profitability suffering in October 1992, General Manager John Malone began to
question the appropriateness of the distribution charges.

“The Business Forms Division in 1988 earned a 20 percent Return on Investment (ROI). But
returns have been dropping for several years. TFC is projected to earn an ROI of only 6 percent
for 1992. Something tells me that we are not managing this business very well! It seems to me
that the charge for services needs closer scrutiny. I believe we should charge our clients for the
services they use. It doesn’t seem fair that if two clients buy the same amount of product from
us, but one keeps a lot of inventory at our distribution center and is constantly requesting
small shipments and the other hardly bothers us at all, both should pay the same service fees.”

John looked through his records and found two accounts of similar size, accounts A and B,
which were handled by different sales people. Accounts A and B both had annual sales of
$79,320 with the cost of the product being $50,000. Under the current system, these accounts

EXHIBIT 1 The Value Chain Concept—TFC
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EXHIBIT 2
Calculation
of Service
Fee Charges
(000s)

1990 Product sales at cost $24,059
1990 Warehousing/distribution expense $ 4,932
% of product cost 20.5%
1990 Average inventory balance $10,873
1990 Average cost of capital 10.4%
Total cost of inventory financing $ 1,131
% of product cost 4.7%
1990 Total freight charges $ 1,684
% of product cost 7.0%

Total services costs 32.2%
Standard price 5 (Product cost * 1.32) * 1.2

EXHIBIT 3
Top 20 TFC
Accounts for
August 1992
(Ranked by
Contribution
$)

Actual Product ABC-Based Revised
Account Net Sales Cost Service Costs Contribution

1 $     76,904 $ 49,620 $ 2,862 $ 24,422
2 130,582 74,396 34,578 21,608
3 72,956 48,216 3,456 21,284
4 64,903 37,981 6,574 20,348
5 45,088 26,098 1,309 17,681
6 104,689 62,340 25,356 16,993
• • • • •
• • • • •
• • • • •

18 45,893 29,570 6,904 9,419
19 62,954 41,034 13,746 8,174
20 26,699 16,830 2,236 7,633

Total $1,279,133 $779,003 $209,852 $290,278

EXHIBIT 4
Bottom 20
TFC
Accounts for
August 1992
(Ranked by
Contribution
$)

Actual Product ABC-Based Revised
Account Net Sales Cost Service Costs Contribution

1081 $    3,657 $    2,356 $ 2,325 $    21,024
1082 38,467 26,301 13,740 21,574
1083 5,926 3,840 4,214 22,128
1084 163 89 2,390 22,316
1085 3,256 2,006 3,590 22,340
1086 82,086 61,224 23,756 22,894

• • • • •
• • • • •
• • • • •

1098 74,569 50,745 45,698 221,874
1099 88,345 64,930 53,867 230,452
1100 113,976 82,987 72,589 241,600
Total $717,142 $486,035 $417,472 $2186,365
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carried the same service charges, but John noticed that these accounts were similar only in the
value of the product being sold; they were very different on the level of service they required
from Allied.

In the past year, customer A had submitted 364 requisitions for product with a total of 910
lines1 (all of them “pick-pack”) while customer B had submitted 790 requisitions with a total of
2500 lines (all “pick-pack”). Customer A kept an average of 350 cartons of inventory at the dis-
tribution center while customer B kept 700 on average. Customer B’s average monthly inven-
tory balance was $50,000 ($7,000 of which had been sitting around for a whole year) while that
of customer A was only $15,000. Because of the greater activity on customer B’s account, a
shipment went out three times a week at an annual freight cost of $7,500 while Customer A re-
quired only one shipment a week at an annual freight cost of $2,250. In addition, customer B
had requested desk top delivery 26 times during the past year, while customer A did not re-
quest desk top delivery at all. John Malone turned to TFC Controller Melissa Dunhill and Di-
rector of Operations Tim Cunningham for help.

John said, “How can I better understand customer profitability?” “Well,” Tim said, “if we can
figure out, without going overboard of course, what exactly goes on in the distribution centers,
maybe we can have a much better idea of what it costs to serve our various clients.” Tim knew
that two primary activities took place in the distribution centers—the warehousing of forms
and the distribution of those forms in response to a customer requisition. He and John decided
to talk to some people in the field to get more specific information.

Distribution Center: Activity Analysis

John and Tim visited Allied’s Kansas City, Missouri, distribution facility. Site manager Wilbur
Smith confirmed, “All we do is store the cartons and process the requisitions. The amount of
warehouse space we need just depends on the number of cartons. It seems like we’ve got a lot
of cartons that just sit here forever. If we created some flexible lease programs and changed
aisle configurations, we could probably adjust our space requirements if the number of cartons
we stored were to change. The other thing that really bothers me is that we’ve got some inven-
tory that’s been sitting here forever. What’s it to the client? They don’t pay for it until they req-
uisition it. Isn’t there a way we can make them get this stuff out of here?

“As far as the administration of the operation goes, everything depends on the number of
requisitions. And, on a given requisition, the customer can request as many different items as
they like.”

The team then interviewed warehouse supervisor Rick Fosmire, who said, “I don’t care if I
get a hundred requisitions with one line each or one requisition with a hundred lines on it, my
guys still have to go pick a hundred items off the shelves. And those damn “pick-pack” re-
quests. Almost everything is “pick-pack” nowadays. No one seems to order a whole carton of
500 items anymore. Do you know how much more labor it requires to pick through those car-
tons? And on top of that, this desk top delivery is a real pain for my guys. Sure, we offer the
service, but the clients who use it should have to pay something extra. It’s not like my guys
don’t have enough to do.”

1Whenever a customer requires forms, they submit a requisition for all the different products they need. Each separate

product request is a “line.” If the request is for whole cartons, it is considered a “carton line.” For quantities less than a

whole carton, it is considered a “pick-pack line.”



John and Tim were starting to get a pretty good idea of what goes on in the distribution cen-
ters, but there was still one person to talk to. They knew that a lot of money was spent on data
processing, mostly labor. They needed to know how those people spent their time.

Hazel Nutley had been a data entry operator at Allied for 17 years. “All I do is key in those
requisitions, line by line by line. I’ve gotten to the point where I know the customers so well
that all the order information is easy. The only thing that really matters is how many lines I
have to enter.”

Using the interviews and observations, Tim and John broke distribution down into six pri-
mary value-added activities—storage, requisition handling, basic warehouse stock selection,
“pick-pack” activity, data entry, and desk top delivery.With Melissa’s help, they assigned costs to
these activities as follows for a sample of five of the distribution centers (see Exhibit 5 for
calculations):

Storage $1,550

Requisition handling 1,801

Basic warehouse stock selection 761
“Pick-pack” activity 734
Data entry 612
Desk top delivery 250

Total $5,708
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Total Expense Activity Costs*

Rent $1,424 @ 85% $1,211
Depreciation $   208 @ 85% 177
Utilities $   187 @ 85% 159
Security $     3 3

Total storage expense $1,550

Rent $1,424 @ 15% $  214
Depreciation $   208 @ 15% 31
Utilities $   187 @ 15% 28
Salaries & fringes $   909 909
Telephone $     96 96
Taxes/insurance $   104 104
Travel/entertainment $     40 @ 75% 30
Postage $     56 56
Hourly payroll & fringes $   316 316
Temp help $     17 17

Total requisition handling expense $1,801

Variable warehouse pay & fringes $1,735 $1,735
Travel and entertainment (25%) $     40 @ 25% 10

Total warehouse activity $1,745

Basic warehouse stock selection (44%) $  761
“Pick-pack” activity (42%) 734
Desk top delivery (14%) 250

Data processing expense $   612 612
Total $5,708 $5,708

*Some expense items were allocated between activities.

EXHIBIT 5
Breakdown
of Expenses
by Activity
(000s)
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Tim then estimated the following for 1992 based upon historical information and current
trends for the sample of five warehouses:

• On average, these five distribution centers scattered across the country will have combined
inventories of approximately 350,000 cartons (most cartons are of fairly standard size).

• They will process about 310,000 requisitions for 1992.

• Each requisition will average 2.5 lines.

• About 90 percent of the lines will require “pick-pack” activity (as opposed to shipping an en-
tire carton).

• Cost of capital in 1992 was probably about 13 percent.

“Our new computer system is coming on line soon, which will track individual freight
charges,” said Tim, “so, we can just charge the client for what it actually costs us.” John and
Melissa agreed that this sounded fair.

Some things that were said at the distribution center still stuck in Tim’s mind. “Don’t you
think we should do something to get that old inventory moving? What about charging some-
thing extra, say 1.5 percent per month, for anything that’s been there over nine months.”

“Great idea,” Melissa said. “This will also help protect us against the loss we often take on
old inventory when the clients end up changing their forms. You know we just eat that and
never charge them for it.”

They were almost finished. “What about desk top delivery?” Tim said. “I think we should
charge extra for it, but I don’t want this to get too complicated.”

John said, “How much extra time does it take your guys on average to run around the client
company?”

“I’d say about an hour and a half to two hours at $15 per hour, that’s about $30 each time.
Sound fair?”

“Sounds OK to me. Also, that ties pretty well to the $250,000 overall assignment, since we
will process somewhere around 8,500 ‘desk top’ requests this year.”

Services Based Pricing (SBP)

The entire management team, including Doug Kingsley, Chief Financial Officer of the Business
Forms Division, felt that there had to be a better way of charging out distribution services to
help TFC become more profitable. They now had a much better understanding of the drivers of
costs involved in distribution services.

“It wouldn’t be easy getting the sales force to accept an activity-based pricing program,”
John said. “Some of them get pretty stuck in their ways and don’t like change. Some accounts
would see increases because of the additional distribution charges under a Services Based
Pricing (SBP) scheme. These salespeople wouldn’t be very happy. On the other hand, some
salespeople may see their margins increase.” Overcoming these organizational problems would
be only the tip of the iceberg.

The accounting department maintained a data base which showed all activity against indi-
vidual accounts and calculated a contribution from that account. However, they had not yet
been able to use this information effectively. TFC management took their data and began to
analyze it.



Although TFC maintained 1100 separate accounts, a large portion of the business came
from very few accounts. The top 40 accounts represented 48 percent of the company’s net sales
(see Exhibit 6).

As a way of understanding customer profitability, TFC management reworked the informa-
tion in the data base as if the accounts had been charged service fees based on actual usage,
leaving net sales and product cost the same as before. They recalculated contribution based on
these figures. They ranked the accounts according to profit contribution. Exhibit 3 shows the
top 20 accounts for the month of August and Exhibit 4 shows the bottom 20.

Since such a large part of the profit opportunity rested with so few accounts, management
felt that it might be possible to significantly improve profitability by concentrating on individ-
ual account management. The team felt they were on the right track for improving account
profitability and wondered what should be the next step. They also wondered what other issues
might be important for improving the overall profitability of TFC.

Questions

1. Using the information in the text and in Exhibit 5, calculate “ABC”-based services costs for
the TFC business.

2. Using your new costing system, calculate distribution services costs for “Customer A” and
“Customer B.”

3. What inference do you draw about the profitability of these two customers?

4. Should TFC implement the SBP pricing system?

5. What managerial advice do you have for Allied about the Total Forms Control (TFC) busi-
ness? How does Exhibit 1 relate to this question?
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EXHIBIT 6
TFC Net
Sales, 1991

Annual 
Sales/Account Number of Accounts % of TFC Net Sales

  $ 300,000 40 48%
  $ 150,000 53 19
  $   75,000 86 15
  $   30,000 143 11
  $ 0 778 7

Total 1100 100%
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Case 8-2

Hasbro Interactive
In 1995 at the Tokyo Toy Fair, Alan Hassenfeld, chief executive of toy and game company Has-
bro, decided it was time once again for his company to take a risk on interactive games. The
company had been stung when betting on the notion that consumers would spurn traditional
board games in favor of the electronic variety. However, the personal computer, with its im-
proving multimedia capabilities, looked to be the future of gaming.

Mr. Hassenfeld spoke with Tom Dusenberry, an ambitious rising star from Parker Broth-
ers, a game company that Hasbro had acquired in 1991. Familiar with Mr. Dusenberry’s
work, Mr. Hassenfeld admired his creativity and capability.

Mr. Dusenberry believed that interactive games had a brilliant future. He was also a tal-
ented visionary, proficient at activating others’ enthusiasm for futuristic ideas. His effusive-
ness accelerated Mr. Hassenfeld’s interest, and soon Mr. Hassenfeld charged Mr. Dusenberry
with building a new division, to be named Hasbro Interactive. He was to write a business plan,
form a team, and go to market, starting with a handful of existing CD-ROM products that
Hasbro’s long-standing toy and game divisions had developed in a decentralized fashion.

Over the course of his career at Parker Brothers, Mr. Dusenberry gained direct experience
in most aspects of the game business. He had started working on a loading dock and had been
promoted several times through positions in manufacturing, marketing, and sales. He survived
the consolidation that followed Hasbro’s acquisition of Parker Brothers and was promoted
again, this time into product development. Throughout his career, he had remained connected
to developments in interactive gaming. Running Hasbro Interactive would be his first experi-
ence as a general manager, and it was the break he had been waiting for. He recalled:

“My career goal was to end up with Alan Hassenfeld’s job. I thought Hasbro Interactive was the

best way to get there because it would give me exposure to the board of directors [who eventually

would choose Mr. Hassenfeld’s successor]. My strongest skill is leadership. Hasbro Interactive

would allow me to let my leadership ability unfold.”

Dave Wilson, head of Hasbro’s game division, supported Mr. Hassenfeld’s move, believing
that the on-off development of interactive products that was proceeding in many parts of Has-
bro was too timid an approach. He also supported the nomination of Tom Dusenberry as head
of Hasbro Interactive:

“I thought that Tom was the perfect manager for this business. He had a combination of intellect,

product creativity, and a tremendous drive to succeed—all positive assets. He was a tremendously

ambitious, dynamic, and aggressive manager who understood the [interactive] business well.”

This case was written by Professor Chris Trimble of the Tuck School of Business at Dartmouth. 

© Trustees of Dartmouth College. 



A Brief History of Hasbro, Inc.

Polish immigrant Henry Hassenfeld, Alan’s grandfather, founded Hasbro as Hassenfeld Broth-
ers, Incorporated, in Pawtucket, Rhode Island, in 1923. The company manufactured a variety
of inexpensive products, eventually turning to toys in the 1940s. But it was not until toy in-
ventor George Lerner sold Hasbro president Merrill Hassenfeld, Henry’s son, a quirky idea for
$500 and a 5% royalty in 1951 that the company hit pay dirt. Mr. Potato Head was a set of plas-
tic noses, ears, eyes, mustaches, glasses, hats, and such with which children decorated potatoes
or other foods. (Later a plastic spud was included in the package.) For reasons nobody could
quite understand, Mr. Potato Head was a smash hit. Hasbro’s future was in toys.

A bit more than a decade later, Hasbro had another tremendous hit—G.I. Joe. The company
continued to grow and went public in 1968. When Merrill passed away in 1979, the board of di-
rectors named his eldest son, who had been involved in the company since a very young age,
the new CEO. Under Stephen Hassenfeld’s leadership, Hasbro became one of the fastest grow-
ing companies in America. The acquisition of game company Milton Bradley in 1984 helped ac-
celerate that growth.

When Stephen died suddenly in 1989, leadership passed to younger brother Alan. An acquisi-
tion of Tonka, including Parker Brothers, followed. Hasbro properties then included many well-
known products, including Monopoly, Batman, Nerf, Play-Doh, Raggedy Ann, Candy Land,
Scrabble, Barney, and many more. The toy industry evolved into a two-horse race: Hasbro vs.
Mattel. G.I. Joe vs. Barbie. After fending off a takeover bid from Mattel in 1996, Hasbro reached
$3B in revenues for the first time that year, behind Mattel at $3.8B.1

Investments in Interactive Games
before Hasbro Interactive

Hasbro Interactive was not the first time that Hasbro or companies it had acquired had in-
vested in electronic games, which came into vogue toward the end of the 1970s. At consumer
friendly prices under $40, electronic games haunted traditional game industry executives,
who wondered if their companies could survive without their own electronic games.

By the early 1980s, Atari’s video game system (users inserted individual game cartridges
into a main control console that used standard televisions for display) was familiar to nearly
every child in America. Milton Bradley, still independent at the time, made an acquisition that
led to the launch of its own video game system, called VecTrex. Many observers believed that
VecTrex was technically superior to Atari, but Atari’s vast installed base was difficult to over-
come. Third-party software developers focused on developing games for Atari because that was
where the biggest dollars were.

VecTrex struggled and inflicted severe financial damage on Milton Bradley, and the company
sought an acquirer. They succeeded in enticing Hasbro. Though the VecTrex failure cost Milton
Bradley its independence, its executives had gained skills in managing outside software devel-
opers in the process. Soon they were making lower-risk investments by working with outside
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software developers to create video games for existing hardware platforms such as Nintendo.The
development group conceptualized ways to convert well-known games into an electronic format,
did some high-level design and visual work, and then turned the software development over to
outside contractors. Some of the company’s more technology-savvy employees monitored the con-
tractors’ work.

This remained Hasbro’s business model for interactive games for some time, both within the
Milton Bradley group and within other Hasbro divisions. The company created a brand with a
traditional board game or toy, and then translated the concept to video. They never started a
game or toy development project with video in mind—they waited to see if the traditional pro-
ject would succeed first.

There was one significant exception. In the early 1990s, Hasbro began an ambitious project
to develop a virtual reality system—a piece of electronic headgear that would create the sensa-
tion of moving in a three-dimensional world. Hasbro executives believed that virtual reality had
the potential to be so engaging that Hasbro would topple market leaders Nintendo and Sega.
Much depended on the development of a leading-edge microprocessor. But by 1995, after Has-
bro had invested a few years and tens of millions of dollars, it did not appear that such a micro-
processor could ever be produced at a price that consumers would bear, and the company wrote
off the investment. Preferring the more immediate possibilities of CD-ROM-based games for
personal computers—and soon for the Internet—Hasbro formed Hasbro Interactive.

Building Hasbro Interactive

Hasbro Interactive was created as a separate and independent division. Legally, it was a wholly-
owned subsidiary of Hasbro. Mr. Dusenberry hired five people from Hasbro’s game division in
Springfield, Massachusetts, home of Milton Bradley, and set up shop in Beverly, Massachusetts,
home of Parker Brothers. Recognizing that Hasbro employees did not have all of the requisite
skills to make the business succeed, Mr. Dusenberry hired a number of outsiders, including Tony
Parks, a software developer who was well known within the video game industry, and several
experienced interactive game salespeople.

Mr. Dusenberry made all operational decisions, including those relating to organizational
structure, product selection, and partnership agreements. He reported to Hasbro’s corporate of-
fices in Pawtucket, specifically to vice chair Sonny Gordon, an executive with a legal background
and expertise in mergers and acquisitions. Mr. Hassenfeld and John O’Neill, the CFO, also pro-
vided oversight. This reporting structure gave Hasbro Interactive substantial separation from
the rest of Hasbro. Hasbro Interactive followed Hasbro’s annual planning and review cycle with-
out significant interaction with other divisions.

Hasbro Interactive immediately generated revenues with five of Hasbro’s existing CD-ROM
products. (Hasbro Interactive paid an internal royalty back to Hasbro.) Hasbro Interactive’s
most important customers were buyers employed by large retail chains, who selected only
5–8% of thousands of available titles. Hasbro Interactive’s early products were not block-
busters, but their well-known brands generated consistent sales from year to year. Top sellers
in any particular year, by contrast, often had short lives.



With the support of Mr. Wilson, head of Hasbro’s game division, Mr. Dusenberry established
cooperative operational interactions with Hasbro where needed. For example, Hasbro’s manu-
facturing group handled product packaging on a cost-plus basis. And, without any formalized
relationship, marketing teams within Hasbro cooperated with Hasbro Interactive to ensure
that branding remained consistent as Hasbro Interactive translated traditional products into
interactive formats. . . .

Because several insiders familiar with existing brands transferred to Hasbro Interactive, Mr.
Dusenberry felt that little interaction was required. Though Hasbro brand managers resisted
some of Hasbro Interactive’s edgier designs, there were no major disagreements. Hasbro Inter-
active paid an internal licensing fee for use of the existing brands. Early titles included Tonka
Trucks, Candy Land, Play-Doh, Mr. Potato Head, Battleship, Yahtzee, and others. CD-ROM ver-
sions of Monopoly and Scrabble won industry honors. Because software games did not compete
for the same retail shelf space as traditional games, Hasbro toy and game executives did not fret
about cannibalization.

Unfortunately, the opportunity to cooperate in sales was limited. Even where the same re-
tail chain bought both traditional and electronic games, different buyers made purchases
based on different criteria. Plus, the standard industry terms differed, especially with respect
to returns of unsold product from the retailer to Hasbro.

Accelerating Hasbro Interactive’s Growth

Hasbro Interactive broke even or came close to doing so in the early years. The division’s plans
called for continued growth at profit. Mr. Dusenberry found himself frequently in front of Wall
Street analysts, touting the potential of Hasbro Interactive. Revenues more than doubled in
1997, from $35M to $86M. That year, Hasbro Interactive had two games on the industry top-10
list (Frogger and Tonka Search and Rescue). As a result of this strong performance, Hasbro’s
bonus plan paid handsome rewards to Hasbro Interactive employees. Numerous new cars ap-

peared in the Hasbro Interactive parking lot in early 1998.
Hasbro Interactive hoped to at least double revenues again that year.To achieve the goal, Mr.

Dusenberry expanded Hasbro Interactive’s activities beyond translating existing Hasbro prop-
erties to interactive format. For example, he purchased a license to produce games based on the
successful television game shows Jeopardy and Wheel of Fortune. He also purchased rights to all
Atari games, hoping to renew interest in classics such as Asteroids and Missile Command. Fur-
ther, the division announced it was developing its own game from scratch for the first time. Fi-
nally, in August, Hasbro Interactive announced the acquisition of two companies, Microprose
and Avalon Hill, for $70M and $6M, respectively, to expand its product line further. Microprose
employed a roughly $20M/year development staff, which represented approximately a 50% in-
crease in product development spending for Hasbro Interactive. At the time of the acquisition,
Mr. Dusenberry commented that the acquisitions were “only the beginning” of Hasbro Interac-
tive’s plans.2
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2“Hasbro Interactive to Stabilize into Christmas, Reload Acquisition Guns in 99,” Multimedia World, September 17, 1998.
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The venture gained momentum through 1998. Frogger became one of the top five games on
Sony Playstation. As the Christmas season approached, Mr. Dusenberry, under pressure from
the corporate offices, raised the revenue target for 1998 to $200M and urged his team toward
achieving the milestone. The team fell slightly short of the goal, generating $196M in revenues.
But Hasbro executives considered the year a success nonetheless. Hasbro Interactive gener-
ated $23M in profits.

Growth Challenges for Hasbro 

Hasbro made several acquisitions through Hasbro Interactive’s early years. Nearly ten inde-
pendent business units reported to corporate management. Hasbro executives believed that
this structure would spawn greater creativity, innovation, and entrepreneurship. But the
multi-business-unit structure placed new and unfamiliar demands on senior leaders, who gen-
erally agreed that strategic planning, budgeting, and business performance reviews were not
Hasbro’s strengths. One described the planning process as “back of the envelope.”

Nonetheless, the basic management philosophy at Hasbro was similar to that in other
multi-business-unit corporations. Disparities between plans and actual results influenced per-
ceptions of the performance of business unit heads more than any other factor, tempered by the
understanding that certain aspects of Hasbro’s business were inherently unpredictable. For
example, while sales of the game Monopoly could readily be projected based on years of history,
toys tended to have much shorter life cycles, and projecting the outcome of any new toy launch
was next to impossible. Toys tied to movies were even harder to predict, since they relied upon
the success of the movie. David Hargreaves, a finance executive who would later become Has-
bro’s chief financial officer, elaborated:

“We know what kind of products these are. The fact that you are off plan at the end of the year

doesn’t mean you are going to get fired—as long as, through the year, you come back and say,

‘My business is not doing so well and these are the reasons why and this is what I am trying to

do about it.’”

Through 1998, to spur organic growth, the company became more aggressive in setting rev-
enue targets for each division. To achieve the targets, most or all of the company’s risky initia-
tives had to succeed. They did not, and an unusually high number of divisions missed their
budgets.

Encouraged by the board, Mr. Hassenfeld initiated an outside search for a new president
and chief operating officer—someone who could help Hasbro operate more professionally and
who could step in as chief executive if necessary. In the first of what would turn out to be sev-
eral changes in the senior management team that year, Mr. Hassenfeld hired Herb Baum in
January 1999. Mr. Baum . . . had previously served as the chief executive of Quaker State Oil.
. . .

To increase the perceived level of accountability to plans, Mr. Baum modified the planning
system. For example, he called monthly meetings that included every business unit head. For
the first time, each participated in all other reviews. All business units reported standard met-
rics known as “value drivers.” This naturally increased the sense of competitiveness, although
at the time, the competition was limited, as no division felt that it was unable to get the re-



sources it needed to execute its growth plans. Mr. Baum included Hasbro Interactive in the
meetings and named Mr. Dusenberry a “sector head,” clarifying his status as a peer of other
business unit managers.

Hasbro Interactive Shoots for the Stars

Mr. Baum was intrigued by the potential of Hasbro Interactive. He viewed traditional toys and
games as having very limited growth potential by comparison. He also admired Tom Dusen-
berry:

“Tom had a great strength for bringing his people together. He was a good team leader. He had a

vision for the business.”

Soon, early in 1999, there was talk of Hasbro Interactive reaching $1B in revenues within
as little as three years. This would require continuing to nearly double revenues annually. Al-
though the target was merely conversational, it was also emotional. It fueled ambition. If Has-
bro Interactive achieved the goal, it would vault into position as one of Hasbro’s largest and
most important divisions. The lofty goal changed behavior and affected decision-making. Some
senior executives expressed concern about the risks inherent in pursuit of such rapid growth.
But nobody acted to put a stop to the $1B aspiration. Mr. Dusenberry’s excitement about his
business’s potential to reach $1B was transparent to his colleagues.

At the time, technology stocks were skyrocketing, and Wall Street encouraged Hasbro to in-
crease investment in Hasbro Interactive. And, Hasbro’s arch-rival, Mattel, had just announced
that it would acquire educational software developer The Learning Company for over $3.5B,
taking Mattel’s interactive revenues to nearly $1B.

Mr. Dusenberry and a few members of his staff began “scouring the earth” to find new ideas.
To pursue the good ones, they hired dozens of product developers, signed several agreements
with outside developers, and expanded the number of platforms for which they intended to de-
velop games—including a highly anticipated new platform from Sega known as Dreamcast.

They made several additional acquisitions and licensing deals. In April, they licensed eleven
well-known video games, including Pac Man and Dig Dug from Namco. In June, they created a
sports division and signed a five-year licensing deal with Formula 1 to expand their motor
sports category. In August, they acquired Europress to move into educational games. Mr.
Dusenberry even aspired to acquire Electronic Arts, a video gaming giant with revenues ap-
proaching $1B.

This string of deals, while consistent with what competitors were doing, dramatically ex-
ceeded the plans set forth in the 1999 budget, agreed to in the fall of 1998. Hasbro Interactive
was operating with ambition, but without a multi-year plan that estimated the total invest-
ment that would be required to reach profitability at $1B in revenues.

Through 1999, several Hasbro senior executives began to lose confidence in Hasbro Interac-
tive, despite Mr. Hassenfeld and Mr. Baum’s continued support. The first precipitating event
came early in the year, when Mr. Dusenberry reported the magnitude of product returns from
the 1998 holiday season. The returns were large enough to recast Hasbro Interactive’s 1998 re-
sults from a very positive light to a neutral one. The issue caught Hasbro business unit leaders
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by surprise because they were accustomed to the standard agreements with the retail trade for
toys and games, which had very strict conditions for the return of unsold product. The industry
standard for software, by contrast, mimicked the publishing industry’s very liberal standards.
The aggressive sales tactics toward the end of 1998 had come back to haunt Hasbro Interactive.

Additional confidence was lost when Hasbro Interactive initiated a Monopoly promotion with
Burger King, because Hasbro already had a Monopoly promotion with McDonalds. As a result,
some felt that stricter oversight from the established business units was necessary. . . .

A third factor that led to lost confidence in Hasbro Interactive was revisions in financial
projections. In addition to higher-than-expected product returns, prices in the industry were
dropping as competition intensified. Further, Hasbro Interactive’s development team missed
deadlines and exceeded initial cost projections on several products. Some new products
missed the important holiday season. Developers pointed out that gaming systems were be-
coming more and more complex, and development times had to lengthen as a result—up to as
long as two years.

Tightening Controls at Hasbro Interactive

Mr. Verrecchia, who had been promoted to CFO at Hasbro, expressed the strongest concern
among his colleagues. Finance executive Mr. Hargreaves, after studying operations at Hasbro
Interactive at Mr. Verrecchia’s request, noted that Mr. Dusenberry’s CFO was so busy valuing
acquisition targets that he had little time left over to manage Hasbro Interactive’s financial
monitoring systems as efficiently as possible. In fact, business information that was considered
standard within Hasbro was unavailable within Hasbro Interactive. Such criticisms annoyed
Mr. Dusenberry, who wanted to focus on the future. Some senior executives perceived that Mr.
Dusenberry felt he was above concerns about financial details.

Responding to pressures for closer supervision of Hasbro Interactive, Mr. Baum started
spending more time there. He also hired Charlie McCarthy, a past colleague, to serve as Mr.
Dusenberry’s chief operating officer, and Jackie Daya, a financial executive from the publish-
ing industry who had managed the integration of several acquired companies, to replace the
CFO. Mr. Baum asked both to keep an eye on costs.

Within only a few days of starting work with Hasbro Interactive in the fall of 1999, Ms. Daya
warned that the division was going to fall far short of expectations for the year. She began im-
plementing more exacting financial systems. At the time, it was difficult for Hasbro Interactive
managers to gather information regarding the amount of inventory currently in the retail
trade or the total amount of the commitments to outside product developers. Part of the prob-
lem was that there were delays in transferring contract information from paper to the finan-
cial system. Another issue was that Hasbro had recently installed a new financial reporting
software package. The system was optimized for the toy and game business, and did not fit
Hasbro Interactive’s business. Mr. Dusenberry described the impact of the new system on his
business unit as “a disaster.”



Ms. Daya’s changes were not welcomed at Hasbro Interactive, where employees bristled at
anything that they perceived could dampen innovation and creativity. Mr. Dusenberry felt that
Ms. Daya was a divisive influence, and his team began to lose confidence in the corporate lead-
ership. Ms. Daya, for her part, did not take the antagonism personally. She believed that Hasbro
Interactive personnel were primarily reacting to the fact that her activities were bringing neg-
ative information into full view. (Months later, Ms. Daya felt that Hasbro Interactive had ac-
cepted the more disciplined processes she put in place. They caused minimal disruption and
clarified what was going on in the business.)

Ms. Daya’s next challenge was helping Hasbro Interactive prepare for the 2000 planning
cycle. In doing so, she discovered that forward-looking sales plans and product development
plans often did not mesh. For example, the sales plan would show revenues for a product be-
fore the scheduled launch date. Once such issues were corrected, and revising estimates to
make them more realistic based on past experience, the revenue forecast was reduced—but
was still ambitious at greater than $400M for the year.

A few months later, the company closed the books for 1999. Hasbro Interactive had lost
$74M on $237M in revenues. Mr. Dusenberry argued that the loss in the accounting sense was
a good investment in the division’s future. He reflected on how his colleagues reacted:

“I learned that there is a fine line between investment and loss. Herb Baum would talk invest-

ment and Al Verrecchia would talk about loss and they were both talking about the same expendi-

tures.”

Several division heads found it difficult to be supportive of Hasbro Interactive’s product de-
velopment spending because they felt that there was no clear roadmap in place. Making some
more nervous, Mr. Dusenberry wanted to capitalize product development expenditures. While
Generally Accepted Accounting Principles allowed that software development expenditures
could be capitalized when products were developed based on a proven technology, the practice
was unfamiliar within Hasbro, and the company preferred to have standard managerial re-
porting across all sectors.

Concerned about his fate after having lost such a significant sum, Mr. Dusenberry quietly
began making inquiries about career options outside of Hasbro.

Launching Games.com

Earlier in 1999, Hasbro had created a venture to offer gaming over the Internet. At the time,
many established corporations were trying to cash in on extremely high Internet valuations by
creating high-profile online ventures.

Mr. Hassenfeld, believing that Mr. Dusenberry had his hands full as it was, asked Mr. Ver-
recchia, then serving as an executive vice president of manufacturing and operations, to ex-
plore online possibilities. Mr. Hassenfeld felt that the company was starting out ahead—Has-
bro had had the foresight to reserve the URL “games.com” back in 1995.

Outside market research agencies were estimating the potential of Internet gaming to be
greater than $1B. Hasbro believed that its traditional game properties were uniquely suited to
the Internet because they were not graphics-intensive, and the Internet at that time could sup-
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port limited graphics. Several ideas regarding how to generate revenue from online gaming, in-
cluding pay-per-play, advertising, and sponsorships of tournaments, were discussed.

Mr. Verrecchia worked to establish the necessary agreements to get games.com off the
ground. First, he needed to find a partner to operate and support the Web site so that Hasbro
would only have to provide the content. After “frightening” discussions with America Online,
Mr. Verrecchia chose the Go To Network in December 1999. Though the name was not as well
known as America Online, it had grand ambitions backed by high-profile investors, including
Paul Allen of Microsoft.

Mr. Verrecchia also had to work through some significant legal complications. For example,
some popular Hasbro properties were tied to licensing agreements with the original inventors.
At the time such legal agreements were created, nobody visualized the Internet. Was an Inter-
net game the legal equivalent of a consumer electronics product? If a license allowed distribu-
tion in North America, did that include distribution over the Internet?

As these issues were addressed, Hasbro built a $100M game studio in Silicon Valley. Imme-
diately thereafter, however, the company ran into difficulties hiring a sufficient number of
product developers. The market for talented developers was so competitive that it was difficult
for Hasbro to compete without lucrative options packages on the table. Hasbro, like many other
companies at the time, was also losing managers to the dot-coms, the most notable of whom
was Meg Whitman, a toy executive who became the CEO of eBay.

Hasbro began investigating what would be required to take games.com public with a track-
ing stock. Agog with visions of personal wealth, Hasbro employees interested in transferring to
games.com concerned themselves with options packages on the (still nonexistent) tracking
stock. They agreed to forego additional options on Hasbro stock in order to receive them. . . .

Because of the hiring difficulties, Hasbro announced that they would delay the launch of
games.com until 2001.

Further Difficulties for Hasbro Interactive

Hasbro Interactive proceeded somewhat more carefully in 2000, a year that would prove the
beginning of the end for many software companies caught up in the dot-com frenzy. The com-
pany continued to develop new products but made fewer, more deliberate bets. Despite the
fact that one product, Roller Coaster Tycoon, became the industry’s best seller, Hasbro Inter-
active suffered early in 2000 when returns were once again disappointingly high. Worse, the
division continued to miss product development deadlines. Further, it became clear that cer-
tain properties, particularly a flight simulator game, cost far more to maintain than was an-
ticipated. Many employees within Hasbro Interactive, once energized by the division’s
promise, wondered if their jobs were secure.

It was also a difficult year for Hasbro as a whole. Several major product lines fell short of ex-
pectations, including Star Wars, Furby, and Pokemon. With fewer resources available, debates
between business unit heads about appropriate uses of capital became much more contentious.
Hasbro’s stock price dropped from $37 in the spring of 1999 to $11 by the middle of 2000. For
the first time in more than two decades, Hasbro would lose money in 2000.



In March, Mr. Verrecchia, who had maintained a conservative and concerned point of view
on Hasbro Interactive, convinced the senior team that Hasbro Interactive should create a busi-
ness plan that incorporated a long-term goal of $300M in revenues, not $1B. Mr. Dusenberry
was dismayed, believing that growth far beyond that level was possible with a commitment
to invest.

A few months later, a frustrated Mr. Dusenberry announced his intention to leave Hasbro,
but to his surprise, Mr. Hassenfeld and Mr. Baum worked hard to get him to stay. They even
agreed to put games.com under his control. Only a short time later, in August, Mr. Baum re-
ceived an offer that he could not refuse—a position as chief executive of Dial Corporation. Al-
though Mr. Hassenfeld had given him a great deal of latitude as president and COO, Mr.
Baum had already been a CEO and wanted to return to a position of full control.

Mr. Verrecchia was promoted to Mr. Baum’s position. With Mr. Hassenfeld’s support, he
moved once again to curtail the losses at Hasbro Interactive. Soon thereafter, he let Mr.
Dusenberry know that he was looking at “strategic options” for Hasbro Interactive. He
wanted to sell the division. Mr. Dusenberry agreed to support the effort. By the end of the
year, Hasbro sold Hasbro Interactive, including the games.com website, to a French company,
Infogrames, for $100M. The deal provided that Infogrames license Hasbro properties, creat-
ing ongoing revenue streams for Hasbro. At roughly the same time, concluding a well-publi-
cized disaster story, Mattel sold The Learning Company, and received nothing more than a
share of the company’s future earnings.

Two months later, in February 2001, Infogrames laid off 40 of the 150 employees working at
the former headquarters of Hasbro Interactive.

Refocusing Hasbro and Learning
from Hasbro Interactive

From 2001 through 2003, Mr. Hassenfeld and Mr. Verrecchia executed a strategy of refocusing
Hasbro on excellence in its core activities and succeeded in restoring the company to prof-
itability. Mr. Verrecchia was promoted to CEO in May of 2003, his thirty-eighth with Hasbro,
and Mr. Hassenfeld retained the title of chair.

In Hasbro’s portfolio there remained one property with an interactive component, Wizards
of the Coast, which Hasbro had acquired in 1999. Hasbro had managed the property separately
from Hasbro Interactive, and it was still performing well. Its lead product, Magic: The Gather-
ing, was an engrossing fantasy and role-playing game that involved establishing characters
with certain attributes that fought in battles. The concept spawned large sales of trading cards,
plus a desire for a great deal of online interaction among fans of the game. It was unlike any
other Hasbro Interactive property in that sense, so it was not clear how to translate the suc-
cess of Magic: The Gathering to additional interactive successes for Hasbro.

The Internet frenzy had waned. One sign of the times was that Electronic Arts, which had
once paid millions to America Online to put its games online, was receiving a fee from America
Online for use of its product. And it appeared that families were forsaking the PC and return-
ing to the family room to play traditional board games. Mr. Verrecchia commented:
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“I think that when you sit around on a Friday night and play Scrabble or Monopoly with your

family and neighbors with some pizza and beer you are having a completely different experience

than when you sit in front of your computer playing alone—or even with an anonymous partner

over the Internet.”

Nonetheless, interactive products remained an important part of the Hasbro strategy. But
Hasbro would rely on licensing their brands to external developers. In retrospect, some execu-
tives felt that licensing should have been the approach all along.The company also began to ana-
lyze the extent to which their interactive products affected the sales of traditional games.

Hasbro executives drew many conclusions from the Hasbro Interactive experience. A com-
mon conclusion was that with any ambitious growth plan, it is important to set specific expec-
tations in advance regarding tolerable losses in the early years. Mr. Verrecchia commented:

“I think the way we went about it was emotional rather than strategic. I do not think we really

sat down and tried to put together a plan. Tom [Dusenberry] promoted it, and he got the support

that he needed.”

Mr. Dusenberry, who by 2003 was serving as chief executive of Marblehead Entertainment,
which focused on games for wireless devices, summarized his own conclusions:

“Hasbro Interactive is really two stories. It is the story of an independent company, effectively

managed outside of Hasbro until 1999, and then it is the story of how, in 1999, Hasbro decided to

help us out. We went from total independence to being totally controlled by corporate. It was a

great success story going from zero to $200M in four years, but then in 1999 corporate manage-

ment wanted $1B and they had to own a piece of the success.”

Mr. Dusenberry continued:

“I really respect Al Verrecchia. He is a bright son of a gun and he has done a great job in turning

Hasbro around. And perhaps he also deserves credit for recognizing tremendous risks associated

with any attempt that Hasbro makes to stretch beyond its existing capabilities in traditional toys

and games.”

Several senior executives shared nearly equivalent viewpoints regarding Mr. Dusenberry’s
role in the Hasbro Interactive story and his general strengths and weaknesses. Mr. Dusen-
berry was a tremendous visionary, motivator, inspirer, and promoter, they believed. But his
weaknesses in finance and operations, a point of concern for some even before Hasbro Interac-
tive was launched, appeared to be critical factors leading to Hasbro Interactive’s downfall. His
consistently rosy projections, even in the face of bad news, eventually cost him his credibility.
To some he appeared at times simply to be in denial. One executive described Mr. Dusenberry
as an outstanding “thoroughbred” that needed “reins” and a “good jockey.” He needed to be mar-
ried with the right partner to round out his skills.

Too strong a belief in too rosy a future was hardly limited to Mr. Dusenberry. Mr. Hassenfeld
commented:

“People became bigger than they really were. Too many people, too much overhead, too many egos.

Regrettably, it all imploded. At the end of the day it was my fault, because I was watching over the



whole thing. People began approving things that never would have been approved a year or two

earlier.”

While acknowledging the need for an outside hire as COO, Mr. Hassenfeld regretted turning
over so much authority so quickly to Mr. Baum. In Mr. Hassenfeld’s view, Mr. Baum’s heart was
never in the business like the hearts of those who had been with Hasbro for decades.

Mr. Verrecchia drew his own lessons from the experience, believing that it was prudent to
be much more cautious in diversifying beyond the core business, and that it was important
to maintain strong links with the core when doing so. He also concluded that it was a
mistake to accelerate spending so quickly, or even to aspire to grow so quickly. Further, he
believed it was important that any new venture report to a general manager of an estab-
lished business. . . .

Questions

1. Describe Hasbro Interactive’s evolution. What is the strategy of Hasbro Interactive? How
does it differ from the strategy of the traditional toys/games businesses of Hasbro?

2. Are the organization and control of Hasbro Interactive consistent with the strategy? How
does the planning and budgeting system support or hinder the growth of Hasbro Interac-
tive?
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Case 8-3

Emerson Electric Co.
Emerson Electric Company was founded in 1890 as a manufacturer of motors and fans. In 1993,
Emerson marked its thirty-sixth consecutive year of improved earnings per share. On $8.2 bil-
lion sales, the diversified St. Louis–based company reported a 1993 profit of $708 million. In ad-
dition, the company had $2 billion in unconsolidated sales in international joint ventures. Since
1956, Emerson’s annual return to shareholders has averaged 18 percent. Sales, earnings per
share, and dividends per share grew at a compound rate of 9 percent, 8 percent, and 7 percent,
respectively, over the 1983–93 period. International sales have grown to 40 percent of total sales
and present a growth area for the company.

Emerson is a major domestic electrical manufacturer. It manufactures a broad range of elec-
tric, electromechanical, and electronic products for industry and consumers. Brand names in-
clude Fisher Control Valves, Skil, Dremel, and Craftsman power tools, In-Sink-Erator waste
disposals, Copeland compressors, Rosemount instruments, Automatic Switch valves, and US
Electric Motors in the power transmission market. Its US-based competitors include compa-
nies such as General Electric, Westinghouse, and Honeywell. Its foreign competitors include
companies such as Siemens and Hitachi. Emerson has had the narrowest focus as a broadly di-
versified manufacturing company among its primary competitors. Other manufacturers, such
as GE and Westinghouse, are diversified into financial services, broadcasting, aircraft engines,
plastics, furniture, etc. Emerson follows a growth-through-acquisition strategy, but no one ac-
quisition has been very large. There are periodic divestitures as management seeks the appro-
priate or complementary mix of products.

In 1973, Charles F. Knight was elected Chief Executive Officer, after joining the company
the prior year. Under Knight’s leadership, Emerson analyzed historical records as well as data
on a set of “peer companies” the investment community valued highly over time. From this
analysis, top management concluded that Emerson needed to achieve growth and strong fi-
nancial results on a consistent basis reflecting constant improvements. The company set
growth rate targets based on revenue growth above and beyond economy-driven expectations.

During the 1980s, the company maintained a very conservative balance sheet rather than
using leverage. Top management felt that this was a competitive weapon because it permitted
flexibility to borrow when an attractive business investment became available. In the economic
downturn of the 1990s, Emerson, unlike a number of companies, was not burdened by heavy
debt and interest payments.

Organization

Historically, Emerson was organized into 40 decentralized divisions consisting of separate prod-
uct lines. Each division was run by a president.The goal was to be number one or two in the mar-
ket for each product line. The company resisted forming groups, sectors, or other combinations
of divisions as found in other large companies until 1990, when Emerson organized its divisions
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into eight business segments: fractional horsepower electric motors; industrial motors; tools; in-
dustrial machinery and components; components for heating and air conditioning; process con-
trol equipment; appliance components; and electronics and computer support products and sys-
tems. This new structure exploits common distribution channels, organizational capabilities,
and technologies.

Management of the company is directed by the Office of the Chief Executive (OCE), which
consists of the Chief Executive Officer, the President, two Vice Chairmen, seven business lead-
ers, and three other corporate officers. The OCE meets 10 to 12 times a year to review division
performance and discuss issues facing individual divisions or the corporation as a whole.

Each division also has a board of directors, which consists of a member of the OCE who serves
as chairman, the division president, and the division’s key managers. The division boards meet
monthly to review and monitor performance.

Corporate staff in 1993 consisted of 311 people, the same number as in 1975, when the com-
pany was one-sixth its current size in terms of sales. Staff is kept to a minimum because top man-
agement believes that a large staff creates more work for the divisions. To encourage open com-
munication and interaction among all levels of employees, Emerson does not publish an
organization chart.

Best Cost Producer Strategy

In the early 1980s, the company was not globally competitive in all of its major product lines,
and recognized that its quality levels in some product areas did not match levels available from
some non-US competitors, particularly the Japanese. Therefore, top management changed its
20-year strategy of being the “low cost producer” to being the “best cost producer.”There were six
elements to this strategy:

1. Commitment to total quality and customer satisfaction.

2. Knowledge of the competition and the basis on which they compete.

3. Focused manufacturing strategy, competing on process as well as product design.

4. Effective employee communications and involvement.

5. Formalized cost-reduction programs, in good times and bad.

6. Commitment to support the strategy through capital expenditures.

Since the 1950s, the low cost producer strategy had required the divisions to set cost-reduc-
tion goals at every level and required plant personnel to identify specific actions to achieve
those goals. Improvements of 6 percent to 7 percent a year, in terms of cost of goods sold, were
targeted. With the best cost producer strategy, Emerson now aimed for higher levels of cost re-
duction through its planning process. For example, machine tools were used to streamline a
process to save labor costs, and design changes saved five ounces of aluminum per unit. Some-
times a competitor’s products were disassembled and studied for cost improvements. Products
and cost structures of competitors were used to assess Emerson’s performance. Factors such as
regional labor rates and freight costs were also included in the analyses. For example, before
investing millions of dollars in a new plant to make circular saws, top management wanted to
know what competitors, domestic and global, were planning.

In the period 1983 to 1993, capital investments of $1.8 billion were made to improve process
technology, increase productivity, gain product leadership, and achieve critical mass in support
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of the best cost producer strategy. Division and plant management reported every quarter on
progress against detailed cost reduction targets.

Quality was an important factor in Emerson’s best cost producer strategy. Improvements
were such that Emerson was counting defects in parts per million. For example, in one electric
motor line, employees consistently reached less than 100 rejects per one million motors.

Planning Process

The following comments on Emerson’s planning process were made by CEO Knight:

Once we fix our goals, we do not consider it acceptable to miss them. These targets drive our strategy

and determine what we have to do: the kinds of businesses we’re in, how we organize and manage

them, and how we pay management. At Emerson this means planning. In the process of planning,

we focus on specific opportunities that will meet our criteria for growth and returns and create value

for our stockholders. In other words, we “identify business investment opportunities.”1

Emerson’s fiscal year starts October 1. To initiate the planning process, top management
sets sales growth and return on total capital targets for the divisions. Each fiscal year, from No-
vember to July, the CEO and several corporate officers meet with the management of each di-
vision at a one or two day division planning conference. Knight spends 60 percent of his time
at these division planning conferences. The meetings are designed to be confrontational in
order to challenge assumptions and conventional thinking. Top management wants the divi-
sion to stretch to reach its goals. It also wants to review the detailed actions that division man-
agement believes will lead to improved results.

Prior to its division planning conference, the division president submits four standard ex-
hibits to top management. Developing these four exhibits requires months of teamwork and
discipline among each division’s operating managers.

The “Value Measurement Chart” compares the division’s actual performance five years ago
(1989), the current year’s expected results (1994), and the long-range forecast for the fifth year
(1999). See Exhibit 1. (Note: the numbers in all exhibits are disguised.) The Value Measure-
ment Chart contains the type, amount, and growth rates of capital investment, net operating
profit after tax (NOPAT), return on average operating capital, and “economic profit” (NOPAT
less a capital charge based on the cost of capital). To create shareholder value, the goal is to de-
termine the extent to which a division’s return on total capital (ROTC) exceeds Emerson’s cost
of capital. Use of the cost of capital rate (Line 3000 on Exhibit 1) is required in all division
plans.

The next two exhibits contain sales data. The “Sales Gap Chart” and “Sales Gap Line Chart”
show the current year’s expected sales (1994) and five-year sales projections (1995–1999). See
Exhibits 2 and 3. These are based on an analysis of sources of growth, the market’s natural
growth rate, market penetration, price changes, new products, product line extensions, and in-
ternational growth. The “gap” represents the difference between the division’s long-range sales
forecast and top management’s target rate for sales growth (Line 19 in Exhibit 2). Exhibit 2

1C. F. Knight, “Emerson Electric: Consistent Profits, Consistently,” Harvard Business Review, January–February 1992, p. 59.



EXHIBIT 1 The Value Measurement Chart Assesses Value Creation at a Glance*

10-Year 
5th Prior Year Current Year 5th Year 5-Year Increment Increment

Actual Expected Forecast Historical Forecast 5th Yr. 
FY 1989 FY 1994 FY 1999 CY vs. 5th PY 5th Yr. vs. CY vs. 5th PY

% % % % % % 
Amt. Sales Amt. Sales Amt. Sales Amt. Sales Amt. Sales Amt. Sales

Growth Rate and Capital Line
Requirements No. A B C D E F G H I J K L

Working capital operating—Y/E 1127 117.1 29.8% 120.2 21.8% 153.3 18.5% 3.1 1.9% 33.1 12.0% 36.2 8.3%
Net noncurrent assets—Y/E 1128 92.9 23.6% 150.0 27.2% 221.6 26.8% 57.1 35.9% 71.6 26.0% 128.7 29.6%
Total operating capital—Y/E 1129 210.0 53.4% 270.2 48.9% 374.9 45.3% 60.2 37.9% 104.7 38.0% 164.9 37.9%
Average operating capital 1130 201.1 51.1% 267.1 48.4% 370.4 44.7%
Incremental investment 1584 66.0 103.3 169.3
Net oper. prof. aft. tax (NOPAT) 1119 33.4 49.5 79.0 16.1 29.5 45.6
Return on incremental investment 24.4% 28.6% 26.9%
NOPAT growth rate 8.2% 9.8% 9.0%
Capital growth rate 5.8% 6.8% 6.3%

Rate of Return
Return on NOPAT 

total capital
 

Avg. oper. cap. 16.6% 18.5% 21.3%
Net sales 0001 393.2 552.2 827.9 159.0 275.7 434.7
Sales growth rate 7.0% 8.4% 7.7%
NOPAT margin 8.5% 9.0% 9.5% 10.1% 10.7% 10.5%
Operating capital turnover (T/O) 1.96 2.07 2.24 2.41 2.67 2.57
Cost of capital 3000 12.0% 12.0% 12.0%
Capital charge (L1130  L3000) 3001 24.1 32.1 44.4 8.0 12.3 20.3
Economic profit (L1119  L3001) 9.3 17.4 34.6 8.1 17.2 25.3

*In millions of dollars (all numbers in the exhibit are disguised).
Source: Charles F. Knight, “Emerson Electric: Consistent Profits, Consistently,” Harvard Business Review, January–February 1992, p. 63. Used with permission of the Emerson Electric Company. All numbers are
disguised.
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Chapter 8 Strategic Planning 371

shows the five-year sources of sales growth in Column H. These are illustrated in the Sales
Gap Line Chart in Exhibit 3 for one of the divisions for the 1995–99 period. The division pres-
ident must explain what specific steps are being taken to close the gap.

The “5-Back by 5-Forward P&L” Chart in Exhibit 4 contrasts detailed division data for the
current year (1994) with five prior years of historical data and five years of forecast data
(1995–99). This comprises 11 years of profit statements including sales; cost of sales; selling,
general and administrative expenses; interest; taxes; and return on total capital (ROTC). This
statement is used to detect trends. Division management must be prepared with actions to re-
verse unfavorable movements or trends.

Beyond the review and discussion of the four required exhibits, the division planning con-
ference belongs to the division president. Top management listens to division management’s
view of customers, markets, plans for new products, analyses of competition, and reviews of
cost reductions, quality, capacity, productivity, inventory levels, and compensation. Any result-
ing changes in the division plan must be submitted for approval by top management. The logic
and underlying assumptions of the plan are challenged so that managers who are confident of
their strategies can defend their proposals. CEO Knight views the test of a good planning con-
ference as whether it results in manager actions that significantly impact the business. Ac-
cording to Knight:

Since operating managers carry out the planning, we effectively establish ownership and elimi-

nate the artificial distinction between strategic and operating decisions. Managers on the line do

not—and must never—delegate the understanding of the business. To develop a plan, operating

managers work together for months. They often tell me that the greatest value of the planning cy-

cle lies in the teamwork and discipline that the preparation phase requires.2

Late in the fiscal year, the division president and appropriate division staff meet with top
management to present a detailed forecast for the coming year and conduct a financial review
of the current year’s actual performance versus forecast. The forecast is expected to match the
data in the plan resulting from the division planning conference, but top management also re-
quests contingency plans for several lower levels of activity. A thorough set of actions to protect
profitability at lower sales levels is presented. These are known as contingency plans. Changes
to the division’s forecast are not likely unless significant changes occurred in the environment
or in the underlying assumptions. Changes in the forecast must be approved by top manage-
ment. It is not Emerson’s practice to aggregate financial reports for planning and controlling
profits between the division and corporation as a whole.

In August, the information generated for and during the division planning conferences and
financial reviews is consolidated and reviewed at corporate headquarters by top management.
The objective is to examine the total data and prepare for a corporatewide planning conference.

In September, before the start of the next fiscal year, an annual corporate planning conference
is attended by top management and top officers of each division. At this meeting, top manage-
ment presents the corporate and division forecasts for the next year as well as the strategic plan
for the next five years.The conference is viewed as a vehicle for communication.There is open and
frank discussion of success stories, missed opportunities, and future challenges.

2Ibid., p. 63.



EXHIBIT 2 The Sales Gap Chart Forecasts Five-Year Plans*

Forecast

5-Year
Prior Current 5-Year Company
Year Year Source of Annual

Actual Expected Growth Growth
FY 93 FY 94 FY 95 FY 96 FY 97 FY 98 FY 99 (%) (%)

Line No. A B C D E F G H I

Domestic Excluding Exports
Current year domestic sales 

base @ 10/1 prices 1 305.7 305.7 305.7 305.7 305.7 305.7
Served industry—growth/(decline) 2                             3.0 24.6 39.0 49.6 58.3 21.1% 3.6%
Penetration—increase/(decrease) 

(Including—new line extension/
buyouts) 3 6.3 14.1 21.0 29.8 37.6 13.6 2.0

Price increases—current year 
through 5th year 4 3.3 7.6 14.7 21.6 29.5 38.0 12.6 1.7

Incremental new products:
Prior 5 year introduction 5 16.1 16.4 17.7 17.4 17.5 19.0 1.1
Current year through 5th year 6 1.4 5.6 11.6 18.5 25.9 34.2 11.9
Other 7 3.1 1.4 1.6 2.3 2.5 2.8  0.1

Total domestic 8 363.7 329.6 346.0 390.0 425.5 460.5 495.6 8.5

International Excluding Sales to United States
Current year international sales 

base @ 10/1 prices 9 202.9 202.9 202.9 202.9 202.9 202.9
Served industry—growth/(decline) 10 (0.1) 8.8 17.0 24.8 35.4 12.9 3.3
Penetration—increase (decrease) 

(Including—new line extensions/
buyouts) 11 (0.5) 18.8 27.2 36.2 45.1 16.4 3.6

Price increases—current year
through 5th year 12 2.0 4.9 8.5 12.5 16.9 21.7 7.1 1.4

Incremental new products:
Prior 5 year introduction 13 6.9 7.1 6.7 7.1 8.0 9.2 0.8
Current year through 5th year 14 1.1 4.5 6.3 10.1 14.3 16.9 5.7
Currency 15 9.3  3.4
Other 16 0.4 0.8 0.7 0.9 1.0 1.1 0.3

Total international 17 204.3 222.6 219.6 252.7 277.7 304.1 332.3 8.3
Total consolidated 18 568.0 552.2 565.6 642.7 703.2 764.6 827.9 100.0 8.4

(continued)
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EXHIBIT 2 (concluded)

Forecast

5-Year
Prior Current 5-Year Company
Year Year Source of Annual

Actual Expected Growth Growth
FY 93 FY 94 FY 95 FY 96 FY 97 FY 98 FY 99 (%) (%)

Line No. A B C D E F G H I

Annual growth %—nominal  2.8% 2.4% 13.6% 9.4% 8.7% 8.3%
Gap:

15% Target—nominal 19 635.0 730.2 839.8 965.7 1,110.6 15.0
Sales gap—over(under) 20 (69.4) (87.5) (136.6) (201.1) (282.7)

US exports (excluding to 
foreign subsidiaries) 21 35.3 31.3 33.7 35.9 39.9 43.9 47.6 8.7

Foreign subsidiaries (excluding 
sales to United States.) 22 169.1 191.4 185.8 216.8 237.8 260.3 284.7 8.3

*In millions of dollars (all numbers in the exhibit are disguised).

Source: Charles F. Knight, “Emerson Electric: Consistent Profits, Consistently,” Harvard Business Review, January–February 1992, p. 64. Used with permission of the Emerson Electric Company.
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Note: All numbers in the exhibit are disguised.
Source: Charles F. Knight, “Emerson Electric: Consistent Profits, Consistently,” Harvard Business Review, January–February 1992, p. 65. Used

with permission of the Emerson Electric Company.

EXHIBIT 3 The Sales Gap Line Chart Projects Sales Growth against Other Targets

Forecast

M
il

li
o
n

s 
o
f 

d
o
ll

a
rs

18 

16 

14 

12 

10 

8

1986

Actual Expected

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

15% sales growth objective

Total
consolidated

International

Incremental
new products
91–96

Incremental
new products
86–90

Price 
increases

Penetration

Served 
industry 
growth



EXHIBIT 4 The 5-Back-by-5-Forward Chart Provides 11 Years of P&L Measures*

Current 
Actual/Restated Year Forecast

Prior 
5th PY 4th PY 3rd PY 2nd PY Year Expected Next Yr. 2nd Yr. 3rd Yr. 4th Yr. 5th Yr. 
FY 89 FY 90 FY 91 FY 92 FY 93 FY 94 FY 95 FY 96 FY 97 FY 98 FY 99

Line No. A B C D E F G H I J K

Order entries 1143 71,363 77,057 92,716 100,164 126,591 128,247 142,612 157,972 173,743 189,856 207,133
Sales backlog (year end) 1144 13,310 14,051 17,098 16,534 29,334 29,842 31,509 33,082 34,805 36,591 38,363
Net sales 0001 71,163 76,316 89,669 100,728 113,791 127,739 140,945 156,399 172,020 188,070 205,361
Annual growth

%—nominal 7.2% 17.5% 12.3% 13.0% 12.3% 10.3% 11.0% 10.0% 9.3% 9.2%
%—real 11.3% 7.8% 8.4% 6.7% 6.8% 6.1%

Cost of sales 0009 36,802 39,382 46,487 51,593 60,003 67,651 74,432 82,109 89,966 98,173 106,997
% to sales 51.7% 51.6% 51.8% 51.2% 52.7% 53.0% 52.8% 52.5% 52.3% 52.2% 52.1%

Gross profit 0010 34,361 36,934 43,182 49,135 53,788 60,088 66,513 74,290 82,054 89,897 98,364
% to sales 48.3% 48.4% 48.2% 48.8% 47.3% 47.0% 47.2% 47.5% 47.7% 47.8% 47.9%

SG&A expenses 0011 21,773 22,558 26,246 29,941 32,163 36,150 40,169 44,887 49,714 54,366 59,555
% to sales 30.6% 29.6% 29.3% 29.7% 28.3% 28.3% 28.5% 28.7% 28.9% 28.9% 29.0%

Operating profit 0012 12,588 14,376 16,936 19,194 21,625 23,938 26,344 29,403 32,340 35,531 38,809
% to sales 17.7% 18.8% 18.9% 19.1% 19.0% 18.7% 18.7% 18.8% 18.8% 18.9% 18.9%

Other (inc.)/ded. 
(excl. int.) 0235 423 1,090 1,395 1,232 1,488 1,764 1,766 1,794 1,530 1,438 1,423

Earnings before 
interest & taxes 0240 12,165 13,286 15,541 17,962 20,137 22,174 24,578 27,609 30,810 34,093 37,386
% to sales 17.1% 17.4% 17.3% 17.8% 17.7% 17.4% 17.4% 17.7% 17.9% 18.1% 18.2%

Interest (income)/ 
expense, net 0230 (771) (1,041) (1,127) (1,326) (1,781) (2,224) (2,330) (2,576) (2,734) (2,903) (3,070)

Pretax earnings 0015 12,936 14,327 16,668 19,288 21,918 24,398 26,908 30,185 33,544 36,996 40,456
% to sales 18.2% 18.8% 18.6% 19.1% 19.3% 19.1% 19.1% 19.3% 19.5% 19.7% 19.7%

Income taxes 0016 5,445 6,785 7,788 8,447 9,668 10,551 11,753 13,101 14,497 15,948 17,387
Effective tax rate 42.1% 47.4% 46.7% 43.8% 44.1% 43.2% 43.7% 43.4% 43.2% 43.1% 43.0%
Net earnings 0017 7,491 7,542 8,880 10,841 12,250 13,847 15,155 17,084 19,047 21,048 23,069

% to sales 10.5% 9.9% 9.9% 10.8% 10.8% 10.8% 10.8% 10.9% 11.1% 11.2% 11.2%
Return on total capital 1324 20.4% 19.7% 20.3% 23.6% 23.8% 25.1% 26.1% 28.0% 30.1% 32.0% 33.9%
ROTC excluding 

goodwill 1323 27.3% 28.0% 27.2% 30.6% 31.5% 32.5% 32.9% 34.7% 36.6% 38.3% 40.2%

*In thousands of dollars (all numbers in the exhibit are disguised).
Source: Charles F. Knight, “Emerson Electric: Consistent Profits, Consistently,” Harvard Business Review, January–February 1992, p. 66. Used with permission of the Emerson Electric Company.
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376 Part Two The Management Control Process

Reporting

At its meetings the OCE uses the President’s Operating Report (POR) to review division per-
formance. Each division president submits the POR (see Exhibit 5), on a monthly basis. This
reporting system is different from budget reports found in other companies.

First, the POR contains three columns of data for the “current year.” The third column of
data (Forecast) reflects the plan agreed to by the division president and top corporate man-
agement at the beginning of the fiscal year. The forecast data are not changed during the fiscal
year and the division president’s performance is measured using the fiscal year’s forecast. The
first column reports the actual results for completed quarters or expected amounts for the cur-
rent and future quarters. The division president may update expected quarterly results each
month. The second column reports the “prior expected” results so that each month’s updated
expectations can be compared with data submitted in the prior month’s POR. Updated expec-
tations are also compared with the forecast data.

Second, in addition to current year data, the POR lists the prior year’s actual results.This per-
mits a comparison with the current year’s actual results for completed quarters (or expected re-
sults for subsequent quarters), and over (O) or under (U) percentages are reported. Midway
through the fiscal year, expected data for the first quarter of the next fiscal year are added to the
POR.

Corporate top management meets quarterly with each division president and his or her
chief financial officer to review the most recent POR and monitor overall division performance.
The meetings are taken very seriously by all concerned, and any deviations from forecast get
close attention. When a division’s reported results and expectations are weak, a shift to con-
tingency plans is sometimes ordered by top management. Emerson does not allocate corporate
overhead to the divisions but does allocate interest and taxes to divisions at the end of the fis-
cal year.

Compensation

During the year, each division assesses all department heads and higher level managers against
specific performance criteria.Those with high potential are offered a series of assignments to de-
velop their skills. Human resources are identified as part of the strategy implementation. In ad-
dition, personnel charts on every management team are kept at corporate headquarters. The
charts include each manager’s photo, function, experience, and career path. About 85 percent of
promotions involve internal managers.

Each executive in a division earns a base salary and is eligible for “extra salary,” based on divi-
sion performance according to measurable objectives (primarily sales, profits, and return on cap-
ital). An extra salary amount, established at the beginning of the year, is multiplied by “1” if the
division hits targeted performance. The multiplier ranges from .35 to 2.0. Doing better than tar-
get increases the multiplier. In recent years, sales and profit margin,as identified in the POR fore-
cast column, have had a 50 percent weighting in computing compensation targets. Other factors
include inventory turnover, international sales, new product introductions, and an accounts re-
ceivable factor. In addition, stock options and a five-year performance share plan are available to
top executives.
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(Thousands of Dollars)

Current Year Prior Year

% Act/
Exp 

Actual/ % Prior % % % O/(U) 
Line No. Expected Sales Expected Sales Forecast Sales Actual Sales PY

1st Quarter Ending December 31
1 Intercompany sales 36 36 34 37  2.7%
2 Net sales 29,613 29,613 29,463 25,932 14.2
3 Gross profit 14,065 47.5% 14,065 47.5% 13,790 46.8% 12,384 47.8% 13.6
4 SG&A expenses 8,312 28.1 8,312 28.1 8,281 28.1 7,650 29.5 8.7
5 Operating profit 5,753 19.4 5,753 19.4 5,509 18.7 4,734 18.3 21.5
6 Earnings before interest & tax 5,280 17.8 5,280 17.8 5,048 17.1 4,343 16.7 21.6

2nd Quarter Ending March 31
7 Intercompany sales 5 5 9 56  91.1%
8 Net sales 33,324 33,324 31,765 22,661 25.0
9 Gross profit 15,283 45.9% 15,283 45.9% 14,812 46.6% 12,518 47.0% 22.1

10 SG&A expenses 9,301 27.9 9,301 27.9 8,937 28.1 7,395 27.8 25.8
11 Operating profit 5,982 18.0 5,982 18.0 5,875 18.5 5,123 19.2 16.8
12 Earnings before interest & tax 5,785 17.4 5,785 17.4 5,612 17.7 4,918 18.4 17.6

3rd Quarter Ending June 30
13 Intercompany sales 25 25 39 146  82.9%
14 Net sales 32,845 32,845 33,424 30,678 7.1
15 Gross profit 15,353 46.7% 15,353 46.7% 15,664 46.9% 14,310 46.6% 7.3
16 SG&A expenses 8,916 27.1 8,916 27.1 9,399 28.2 8,424 27.4 5.8
17 Operating profit 6,437 19.6 6,437 19.6 6,265 18.7 5,886 19.2 9.4
18 Earnings before interest & tax 6,126 18.7 6,126 18.7 5,645 16.9 5,378 17.5 13.9

4th Quarter Ending September 30
19 Intercompany sales 94 94 94 25  76.0%
20 Net sales 36,611 36,611 35,722 30,521 20.0
21 Gross profit 17,109 46.7% 17,109 46.7% 16,832 47.1% 14,576 47.8% 17.4
22 SG&A expenses 10,537 28.7 10,537 28.7% 10,029 28.1% 8,695 28.5% 21.2%
23 Operating profit 6,572 18.0 6,572 18.0 6,803 19.0 5,881 19.3 11.7
24 Earnings before interest & tax 6,122 16.7 6,122 16.7 8,146 22.8 5,498 18.0 11.3

EXHIBIT 5 President’s Operating Report Division—Fiscal Year by Quarters/Actual and Expected

(continued)



EXHIBIT 5 (concluded)

(Thousands of Dollars)

Current Year Prior Year

% Act/
Exp 

Actual/ % Prior % % % O/(U) 
Line No. Expected Sales Expected Sales Forecast Sales Actual Sales PY

Fiscal Year Ending September 30
25 Intercompany sales 160 160 176 264  39.4%
26 Net sales 132,393 132,393 130,374 113,792 16.3
27 Gross profit 61,810 46.7% 61,810 46.7% 61,098 46.9% 53,788 47.3% 14.9
28 SG&A expenses 37,066 28.0 37,066 28.0 36,646 28.1 32,164 28.3 15.2
29 Operating profit 24,744 18.7 24,744 18.7 24,452 18.8 21,624 19.0 14.4
30 Earnings before interest & tax 23,313 17.6 23,313 17.6 24,451 18.8 20,137 17.7 15.8
31 Pretax earnings 25,154 19.0 25,154 19.0 24,771 19.0 21,918 19.3 14.8
32 Net earnings 14,361 10.8 14,361 10.8 14,024 10.8 12,250 10.8 17.2

Expected First Quarter Next Fiscal Year
33 Intercompany sales 67 65 36 86.1%
34 Net sales 32,830 32,311 29,613 10.9
35 Gross profit 15,142 46.1% 15,143 46.9% 14,065 47.5% 7.7
36 SG&A expenses 9,179 27.9 9,217 28.6 8,312 28.1 10.4
37 Operating profit 5,963 18.2 5,925 18.3 5,753 19.4 3.7
38 Earnings before interest & tax 5,628 17.1 5,619 17.4 5,280 17.8 6.6

Used with permission of the Emerson Electric Company. All numbers are disguised.
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Communication

Top management strongly encourages open communication. Division presidents and plant
managers meet regularly with all employees to discuss the specifics of the business and the
competition. As a measure of communication, top management feels that each employee should
be able to answer four essential questions about his or her job:

1. What cost reduction are you currently working on?

2. Who is the competition?

3. Have you met with your management in the past six months?

4. Do you understand the economics of your job?

The company also conducts opinion surveys of every employee. The analysis uncovers
trends. Some plants have survey data for the prior twenty years. The CEO receives a summary
of every opinion survey from every plant.

Recent Events

As a result of a $2 billion investment in technology during the past 10 years, new products as a
percent of sales increased from 13 percent in 1983 to 24 percent in 1993.A new product is defined
as a product introduced within the past five years. About 87 percent of total US sales are gener-
ated from products that are either first or second in domestic position. Still, some in the invest-
ment community do not view Emerson as a technology leader, but as a very efficient world-class
manufacturer. Although internally generated new products are part of the planning process,
Emerson is sometimes a late entrant in the marketplace. For example, in 1989, a competitor in-
troduced a low-cost, hand-held ultra-sonic gauge. Within 72 days, Emerson introduced its own
version at 20 percent less cost than its competitor’s gauge. Emerson’s gauge was also easier to use
and more reliable. It was a bestseller within a year.

To some Wall Street observers, it seems that Emerson is attempting to reduce its depen-
dence on supplying commodity-type products, such as motors and valves, to US-based appli-
ance and other consumer-durables manufacturers by moving into faster growing global mar-
kets, such as process controls. As the economy recovers, Emerson is likely to continue its
acquisition strategy, with an emphasis on foreign acquisitions, and international joint ven-
tures.

The impact of the recent business segment organization structure on the planning and con-
trol process is not clear. The added layer of management between the division managers and
top management might change the previous relationship between them.

Questions

1. Evaluate Chief Executive Officer Knight’s strategy for the Emerson Electric Company. In
view of the strategy, evaluate the planning and control system described in the case. What
are its strong and weak points?

2. What changes, if any, would you recommend to the CEO?

3. What role should the eight business segment managers have in Emerson’s planning and
control system?
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Chapter

Budget Preparation

This and the following two chapters focus on management control of operations in the current

year. Chapter 9 describes the process of budget preparation that takes place before the year be-

gins. Chapter 10 describes the appraisal of financial performance after its occurrence. Chapter

11 focuses on performance measurement using evaluation of both financial and nonfinancial

information.

Chapter 9 starts by describing the purposes of a budget and distinguishing a budget from a

strategic plan and from a forecast. The discussion then moves to several types of budgets and

some of the details given in a typical operating budget.The following section describes the steps

in preparing an operating budget. Finally, there is a discussion of the behavioral implications of

the budget preparation process.

Nature of a Budget

Budgets are an important tool for effective short-term planning and control in organizations.

An operating budget usually covers one year and states the revenues and expenses planned for

that year. It has these characteristics:

• A budget estimates the profit potential of the business unit.

• It is stated in monetary terms, although the monetary amounts may be backed up by non-

monetary amounts (e.g., units sold or produced).

• It generally covers a period of one year. In businesses that are strongly influenced by seasonal

factors, there may be two budgets per year—for example, apparel companies typically have a

fall budget and a spring budget.

• It is a management commitment; managers agree to accept responsibility for attaining the

budgeted objectives.

• The budget proposal is reviewed and approved by an authority higher than the budgetee.

• Once approved, the budget can be changed only under specified conditions.

• Periodically, actual financial performance is compared to budget, and variances are ana-

lyzed and explained.

The process of preparing a budget should be distinguished from (a) strategic planning and

(b) forecasting.

9
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Relation to Strategic Planning

Strategic planning, as we discussed in Chapter 8, is the process of deciding on the nature and

size of the several programs that are to be undertaken in implementing an organization’s strate-

gies. Both strategic planning and budget preparation involve planning, but the types of planning

activities are different in the two processes. The budgeting process focuses on a single year,

whereas strategic planning focuses on activities that extend over a period of several years.

Strategic planning precedes budgeting and provides the framework within which the annual

budget is developed. A budget is, in a sense, a one-year slice of the organization’s strategic plan,

although for reasons discussed later in this chapter the budgeting process involves more than

simply carving out a slice.

Another difference between a strategic plan and a budget is that the former is essentially

structured by product lines or other programs, while the latter is structured by responsibility

centers. This rearrangement of the program—so it corresponds to the responsibility centers

charged with executing it—is necessary, because the budget will be used to influence a man-

ager’s performance before the fact and to appraise performance after the fact.

Contrast with Forecasting

A budget differs in several respects from a forecast. A budget is a management plan, with the

implicit assumption that positive steps will be taken by the budgetee—the manager who pre-

pares the budget—to make actual events correspond to the plan; a forecast is merely a predic-

tion of what will most likely happen, carrying no implication that the forecaster will attempt

to so shape events that the forecast will be realized. As contrasted with a budget, a forecast has

the following characteristics:

• A forecast may or may not be stated in monetary terms.

• It can be for any time period.

• The forecaster does not accept responsibility for meeting the forecasted results.

• Forecasts are not usually approved by higher authority.

• A forecast is updated as soon as new information indicates there is a change in conditions.

• Variances from forecast are not analyzed formally or periodically.

An example of a forecast is one that is made by the treasurer’s office to help in cash planning.

Such a forecast includes estimates of revenues, expenses, and other items that affect cash flows.

The treasurer, however, has no responsibility for making the actual sales, expenses, or other

items conform to the forecast. The cash forecast is not cleared with top management; it may

change weekly or even daily, without approval from higher authority; and usually the variances

between actual and forecast are not systematically analyzed.

From management’s point of view, a financial forecast is exclusively a planning tool,

whereas a budget is both a planning tool and a control tool. All budgets include elements of

forecasting, in that budgetees cannot be held responsible for certain events that affect their

ability to meet budgeted objectives. If, however, a budgetee can change a so-called budget each

quarter without formal approval, such a document is essentially a forecast, rather than a true



budget. It cannot be used for evaluation and control because, by the end of the year, actual re-

sults will always equal the revised budget.

Use of a Budget

Preparation of an operating budget has four principal purposes: (1) to fine-tune the strategic

plan; (2) to help coordinate the activities of the several parts of the organization; (3) to assign

responsibility to managers, to authorize the amounts they are permitted to spend, and to in-

form them of the performance that is expected of them; and (4) to obtain a commitment that is

a basis for evaluating a manager’s actual performance.

Fine-Tuning the Strategic Plan

As discussed in Chapter 8, the strategic plan has the following characteristics: it is prepared

early in the year, it is developed on the basis of the best information available at that time, its

preparation involves relatively few managers, and it is stated in fairly broad terms. The budget,

which is completed just prior to the beginning of the budget year, provides an opportunity to use

the latest available information and is based on the judgment of managers at all levels through-

out the organization. The “first cut” at the budget may reveal that the overall performance of the

organization, or of a business unit within the organization, would not be satisfactory. If so, bud-

get preparation provides an opportunity to make decisions that will improve performance before

a commitment is made to a specific way of operating during the year.

Coordination

Every responsibility center manager in the organization participates in the preparation of the

budget. Then, when the staff assembles the pieces into an overall plan, inconsistencies may

show up. The most common is the possibility that the plans of the production organization are

not consistent with the planned sales volume, in total or in certain product lines. Within the

production organization, plans for shipments of finished products may be inconsistent with the

plans of plants or departments within plants to provide components for these products. As an-

other example, line organizations may be assuming a higher level of service from support or-

ganizations than those organizations plan to provide. During the budget preparation process,

these inconsistencies are identified and resolved.

Assigning Responsibility

The approved budget should make clear what each manager is responsible for. The budget also

authorizes responsibility center managers to spend specified amounts of money for certain des-

ignated purposes without seeking the approval of higher authority.

Basis for Performance Evaluation

The budget represents a commitment by the budgetee to his or her superior. It is therefore a

benchmark against which actual performance can be judged. The commitment is subject to

change if the assumptions on which it is based change, but the budget nevertheless is an ex-

cellent starting point for performance appraisal. The budget assigns responsibility to each re-

sponsibility center in the organization. At the top level, the budget summary assigns
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responsibility to individual profit centers. Within profit centers, the budget assigns responsi-

bility to functional areas (such as marketing). Within functional areas, the budget assigns re-

sponsibility to individual responsibility centers (such as regional sales offices in the marketing

organization).

Examples. Nicolas G. Hayek, the chief executive officer of SMH (makers of Swatch and Omega

watches), has been credited with both a dramatic turnaround of SMH as well as the revitalization

of the Swiss watch industry itself. Nicolas Hayek uses the budgets as part of his broader set of

tools in this revitalization process. Hayek has remarked: “We are big believers in decentralization.

This company has 211 profit centers. We set tough, demanding budgets for them. I personally par-

ticipate in detailed budget reviews for our major profit centers. Then we track performance

closely. We get monthly sales figures for all profit centers on the sixth day of the following month.

We get profit and loss statements about 10 or 15 days later. The moment anything looks strange,

we react very quickly, very decisively, very directly.”1

Content of an Operating Budget

Exhibit 9.1 shows the content of a typical operating budget and contrasts the operating budget

with other types of planning documents: the strategic plan and the capital budget, the cash

budget, and the budgeted balance sheet (which will be described in a later subsection). The

amounts are the planned dollar amounts for the year, together with quantitative amounts,

such as head counts (i.e., number of employees) and sales in units.

Operating Budget Categories

In a relatively small organization, especially one that has no business units, the whole budget

may fit on one page. In larger organizations, there is a summary page, and other pages contain

the details for individual business units, plus research and development, and general and ad-

ministrative expenses. The revenue item is listed first, both because it is the first item on an in-

come statement and also because the amount of budgeted revenues influences the amount of

many of the other items.

Revenue Budgets

A revenue budget consists of unit sales projection multiplied by expected selling prices. Of all

the elements of a profit budget, the revenue budget is the most critical, but it is also the ele-

ment that is subject to the greatest uncertainty. The degree of uncertainty differs among com-

panies, and within the same company the degree of uncertainty is different at different times.

Companies with large backlogs or companies whose sales volumes are constrained by produc-

tion capacity will have more certainty in sales projections than companies whose sales volumes

are subject to the uncertainties of the marketplace. The revenue budget usually is based on

forecasts of some conditions for which the sales manager cannot be held responsible. For ex-

ample, the state of the economy must be anticipated in preparing a revenue budget, but the

1William Taylor, “Message and Muscle: An Interview with Swatch Titan Nicolas Hayek,” Harvard Business Review,

March–April 1993, p. 110.



marketing manager obviously has no control over it. Nevertheless, effective advertising, good

service, good quality, and well-trained salespeople influence the sales volume, and the market-

ing manager does control these factors.

Budgeted Production Cost and Cost of Sales

Although textbook illustrations typically show that direct material cost and direct labor cost

are developed from the product volumes contained in the sales budget, this often is not fea-

sible in practice because these details depend on the actual mix of products that are to be

manufactured. Instead, the standard material and labor costs of the planned volume level of

a standard mix of products are shown in the budget. Production managers make plans for

obtaining quantities of material and labor, and they may prepare procurement budgets for

long-lead-time items. They also develop production schedules to ensure that resources

needed to produce the budgeted quantities will be available.

The budgeted cost developed by the production managers may not be for the same quanti-

ties of products as those shown in the sales budget; the difference represents additions to or
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EXHIBIT 9.1 Types of Plans and Their Contents

Strategic Plan Operating Budget Capital Budget

Revenue and expense for
each major program

Not necessarily by responsibility
 centers

Not as much detail as operating
budget         

More expenses are variable

For several years

Total reconciles to operating
budget

For organization as a whole
and for each business unit

Classified by responsibility
centers

Typically includes:
Revenues
Production cost and cost of sales
Marketing expense
Logistics expense (sometimes)
General and administrative 
Research and development
Income taxes (sometimes)
Net income

Expenses may be:
Flexible
Discretionary
Committed

For one year divided into months
or quarters

Total reconciles to strategic plan
(unless revised)

Each major capital project
listed separately

                    

 Total project expenditures
 by quarters

Cash Forecast
Budgeted Balance Sheet
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subtractions from finished goods inventory. Nevertheless, the cost of sales reported in the sum-
mary budget is the standard cost of the products budgeted to be sold. Similarly, the budgeted
cost of sales in wholesale and retail establishments is not necessarily the cost of the goods that
will be purchased in the budget year. Control over the amounts that may be purchased is ob-
tained by detailed “open to buy” authorizations made during the year, rather than by the
amounts shown in the budget. As is the case with manufacturing companies, the difference be-
tween purchases and sales represents additions to or decreases in inventory.

Marketing Expenses

Marketing expenses are expenses incurred to obtain sales. A considerable fraction of the
amounts included in the budget may have been committed before the year begins. If the bud-
get contemplates a selling organization of a specified number of sales offices with specified per-
sonnel, then plans for opening or closing offices and for hiring and training new personnel (or
for laying off personnel) must be well under way before the year begins. Advertising must be
prepared months in advance of its release, and contracts with media also are placed months in
advance.

Logistics expenses usually are reported separately from order getting expenses. They include
order entry, warehousing and order picking, transportation to the customer, and collection of
accounts receivable. Conceptually, these expenses behave more like production costs than mar-
keting costs; that is, many of them are engineered costs. Nevertheless, many companies in-
clude them in the marketing budget, because they tend to be the responsibility of the market-
ing organization.

General and Administrative Expenses

These are G&A expenses of staff units, both at headquarters and at business units. Overall,
they are discretionary expenses, although some components (such as bookkeeping costs in the
accounting department) are engineered expenses. In budget preparation, much attention is

given to these categories; because they are discretionary, the appropriate amount to authorize
is subject to much debate.

Research and Development Expenses

The R&D budget uses either of two approaches, or a combination of them. In one approach,
total amount is the focus. This may be the current level of spending, adjusted for inflation, or it
may be a larger amount, in the belief that more can be spent in good times, if the company ex-
pects an increase in sales revenue or if there is a good chance of developing a significantly new
product or process. The alternative approach is aggregating the planned spending on each ap-

proved project, plus an allowance for work that is likely to be undertaken even though it is not
currently identified.

Many companies decide to spend a specified percentage of sales revenue on R&D, but this
percentage is based on a long-run average—that is, R&D spending is not geared to short-run
changes in sales volume. To permit R&D spending to reflect the short run could have undesir-
able effects on the R&D organization; hiring and organizing researchers is a difficult task, and,
if spending fluctuates in the short run, inefficiencies are likely.



Income Taxes

Although the bottom line is income after income taxes, some companies do not take income
taxes into account in preparing the budgets for business units. This is because income tax poli-
cies are determined at corporate headquarters.

Other Budgets

Although we focus primarily on the preparation of the operating budget, the complete budget
also consists of a capital budget, a budgeted balance sheet, and a budgeted cash flow state-
ment. Some companies also prepare a statement of nonfinancial objectives.

Capital Budget

The capital budget states the approved capital projects, plus a lump-sum amount for small pro-
jects that do not require high-level approval. It is usually prepared separately from the oper-
ating budget and by different people. During the year, proposals for capital expenditures are
considered at various levels within the organization, and some are finally approved. This is
part of the strategic planning process.

At budget time, the approved projects are assembled into an overall package and examined
in total. It may turn out that this total exceeds the amount that the company is willing to
spend on capital projects; if so, some projects are deleted, others are reduced in size, and oth-
ers are deferred. For the projects that remain, an estimate of the cash that will be spent each
quarter is prepared. This is necessary in order to prepare the cash flow statement.

Budgeted Balance Sheet

The budgeted balance sheet shows the balance sheet implications of decisions included in the
operating budget and the capital budget. Overall, it is not a management control device, but
some parts of it are useful for control. Operating managers who can influence the level of in-
ventories, accounts receivable, or accounts payable are often held responsible for the level of
those items.

Budgeted Cash Flow Statement

The budgeted cash flow statement shows how much of the cash needs during the year will be sup-
plied by retained earnings and how much, if any, must be obtained by borrowing or from other
outside sources. It is, of course, important for financial planning. As its title indicates, the cash
flow statement shows the inflows and outflows of cash during the year, usually by quarters. In ad-
dition, the treasurer needs an estimate of cash requirements for monthly (or even shorter) inter-
vals as a basis for planning lines of credit and short-term borrowing.

Management by Objectives

The financial objectives that managers are responsible for attaining during the budget year
are set forth in the budgets described above. Implicit in the budget amounts also are certain
specific objectives: open new sales offices, introduce a new-product line, retrain employees, in-
stall a new computer system, and so on. Some companies make these objectives explicit. The
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process of doing so is called management by objectives in the literature. The objectives of each
responsibility center are set forth in quantitative terms wherever possible, and, as in the case
with the budgeted amounts, are accepted by the responsible manager. If nonfinancial objec-
tives can be stated as numbers, they may serve a useful purpose in motivating managers and
in appraising their performance.

Unfortunately, some management by objectives (MBO) systems are separated from the bud-
get preparation process. In part, this is because MBO was initially advocated by authors of per-
sonnel texts and articles, whereas the financial budget is the province of management ac-
counting texts. MBO and budgeting should be two parts of the same planning process.

Example. Lee Iacocca used MBO at Ford Motor Company and later at Chrysler Corporation. To
quote Iacocca: “Over the years, I’ve regularly asked my key people—and I’ve had them ask their
key people, and so on down the line—a few basic questions: ‘What are your objectives for the next
90 days? What are your plans, your priorities, your hopes? And how do you go about achieving
them?’ [This] quarterly review system makes employees accountable to themselves. Not only does
it force each manager to consider his [or her] own goals, but it’s also an effective way to remind
people not to lose sight of their dreams.”2

Budget Preparation Process

Organization

Budget Department

The budget department, which normally (but not always) reports to the corporate controller,
administers the information flow of the budgetary control system. The budget department per-
forms the following functions:

• Publishes procedures and forms for the preparation of the budget.

• Coordinates and publishes each year the basic corporatewide assumptions that are to be the

basis for the budgets (e.g., assumptions about the economy).

• Makes sure that information is properly communicated between interrelated organization
units (e.g., sales and production).

• Provides assistance to budgetees in the preparation of their budgets.

• Analyzes proposed budgets and makes recommendations, first to the budgetee and subse-
quently to senior management.

• Administers the process of making budget revisions during the year.

• Coordinates the work of budget departments in lower echelons (e.g., business unit budget
departments).

• Analyzes reported performance against budget, interprets the result, and prepares sum-
mary reports for senior management.

With the computer, and especially the Internet, these functions can be performed more accu-
rately, with fewer copying and arithmetic errors, and much more quickly. However, the need for
decisions and for interactions between the individuals involved is unchanged.

2Lee Iacocca, Iaccoca, An Autobiography (New York: Bantam Books, 1984), p. 47.



The Budget Committee

The budget committee consists of members of senior management, such as the chief executive
officer, chief operating officer, and the chief financial officer. In some companies, the chief exec-
utive officer decides without a committee. The budget committee performs a vital role. It re-
views and either approves or adjusts each of the budgets. In a large, diversified company, the
budget committee might meet only with the senior operating executives to review the budgets
for a business unit or group of business units. In some companies, however, each business unit
manager meets with the budget committee and presents his or her budget proposals. Usually,
the budget committee must approve major budget revisions made during the year.

Issuance of Guidelines

If a company has a strategic planning process, the first year of the strategic plan (which is usu-
ally approved in the summer) is the beginning of the budget preparation process. If the com-
pany has no strategic plan, management needs to think about the future in the manner sug-
gested in Chapter 8 as a basis for budget preparation.

Unlike budget preparation, development of the strategic plan usually does not involve
lower-level responsibility center managers. Thus, whether or not there is a strategic plan, the
first step in the budget preparation process is to develop guidelines that govern the prepara-
tion of the budget, for dissemination to all managers. These guidelines are those that are im-
plicit in the strategic plan, modified by developments that have occurred since its approval,
especially the company’s performance for the year to date and its current outlook. All respon-
sibility centers must follow some of these guidelines, such as assumed inflation in general and
inflation for specific items such as wages; corporate policies on how many persons can be pro-
moted; compensation at each wage and salary level, including employee benefits; and a possi-
ble hiring freeze. Other guidelines are specific to certain responsibility centers.

The budget staff develops the guidelines and senior management approves them. In some
cases lower-level managers may discuss the guidelines before approval. Staff also develops a
timetable for the steps in the budget preparation process. The budget department then dis-
seminates this material throughout the organization.

Initial Budget Proposal

Using the guidelines, responsibility center managers, assisted by their staffs, develop a budget
request. Because most responsibility centers will start the budget year with the same facilities,
personnel, and other resources that they have currently, this budget is based on the existing lev-
els, which are then modified in accordance with the guidelines. Changes from the current level
of performance can be classified as (a) changes in external forces and (b) changes in internal poli-
cies and practices. They include, but are not limited to, the following.

Changes in External Forces

• Changes in the general level of economic activity as it affects the volume of sales (e.g., ex-
pected growth in the demand for a product line).

• Expected changes in the price of purchased materials and services.

• Expected changes in labor rates.
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• Expected changes in the cost of discretionary activities (e.g., marketing, R&D, and adminis-
tration).

• Changes in selling prices.These often are equal to the sum of the changes in the related costs,
which assumes that changes in costs can be recovered in selling prices because similar
changes will be experienced by competitors.

Changes in Internal Policies and Practices

• Changes in production costs, reflecting new equipment and methods.

• Changes in discretionary costs, based on anticipated changes in workload.

• Changes in market share and product mix.

Some companies require that specific changes from the current level of spending be classified
by such causes as those listed. Although this involves extra work, it provides a useful tool for an-
alyzing the validity of proposed changes.

Negotiation

The budgetee discusses the proposed budget with his or her superior. This is the heart of the
process. The superior attempts to judge the validity of each of the adjustments. Ordinarily, a
governing consideration is that performance in the budget year should be an improvement
over performance in the current year. The superior recognizes that he or she will become the
budgetee at the next level of the budget process and, therefore, must be prepared to defend the
budget that is finally agreed to.

Slack

Many budgetees tend to budget revenues somewhat lower, and expenses somewhat higher, than
their best estimates of these amounts.The resulting budget, therefore, is an easier target for them
to achieve. The difference between the budget amount and the best estimate is called slack. In ex-
amining the budget, superiors attempt to discover and eliminate slack, but this is a difficult task.

Review and Approval

The proposed budgets go up through successive levels in the organization. When they reach the
top of a business unit, analysts put the pieces together and examine the total. In part, the an-
alyst studies consistency—for example, is the production budget consistent with planned sales
volume? Are service and support centers planning for the services that are being requested of
them? In part, the examination asks whether the budget will produce a satisfactory profit. If
not, it is often sent back for reworking. The same type of analysis takes place at corporate
headquarters.

Final approval is recommended by the budget committee to the chief executive officer. The
CEO also submits the approved budget to the board of directors for ratification. This happens
in December, just prior to the beginning of the budget year.

Budget Revisions

One of the principal considerations in budget administration is the procedure for revising a
budget after it has been approved. Clearly, if it could be revised at will by the budgetee, there
would be no point in reviewing and approving the budget in the first instance. On the other



hand, if the budget assumptions turn out to be so unrealistic that the comparisons of actual
numbers against the budget are meaningless, budget revisions may be desirable.

There are two general types of budget revisions:

1. Procedures that provide for a systematic (say, quarterly) updating of the budgets.

2. Procedures that allow revisions under special circumstances.

If budget revisions are limited only to unusual circumstances, such revisions should be ade-
quately reviewed. In general, permission to make revisions should be difficult to obtain. Bud-
get revisions should be limited to those circumstances in which the approved budget is so un-
realistic that it no longer provides a useful control device. That is to say, budget revisions must

be justified on the basis of significantly changed conditions from those existing when the origi-

nal budget was approved.

Example. In 1995, postal rates increased, apparel demand dropped, and paper prices doubled.
Lands’ End, a $1 billion catalog sales company, chose to cut back mailings to lower costs instead of
continuing with the budgeted number of mailings. The dramatic changes in business conditions
required Lands’ End to change its plans.3

An important consideration is that managers should not be required to adhere to plans that
subsequent events prove to be suboptimum. This can be a serious problem in budgeting. Be-
cause of the time required for budget preparation and review, budgets must provide for actions
that are planned months ahead of the time they take place. It is important, therefore, that
management actions be based on the latest information available. Consequently, managers
should act according to the most recent information. Performance continues to be measured
against the original budget, but explanations for reasonable variances are acceptable.

Contingency Budgets

Some companies routinely prepare contingency budgets that identify management actions to be
taken if there is a significant decrease in the sales volume from what was anticipated at the time
of developing the budget (e.g., actions to be taken based on a decrease of 20 percent from the best
estimate of sales volume). The contingency budget provides a way of quickly adjusting to
changed conditions if the situation arises. If sales volume declines by 20 percent, business unit
managers can determine for themselves, according to the predetermined contingency budget,
actions to be taken.

Example. A large, diversified firm required contingency budgets from its business units. The bud-
get for business units closed with a series of comparative financial statements, which depicted the
estimated item-by-item effect if sales fell to 60 percent or 80 percent of forecast or increased to
120 percent of forecast. For each of these levels of possible sales, costs were divided into three cat-
egories: fixed costs, unavoidable variable costs, and management discretionary costs. Business
unit managers described the specific actions they would take to control employment, total assets,
and capital expenditures in cases of a reduction in sales, and when these actions would be put
into effect.
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Behavioral Aspects

One of the purposes of a management control system is to encourage the manager to be effec-
tive and efficient in attaining the goals of the organization. Some motivational considerations
in the preparation of operating budgets are described next.

Participation in the Budgetary Process

A budget process is either “top down” or “bottom up.” With top-down budgeting, senior man-
agement sets the budget for the lower levels. With bottom-up bud-geting, lower-level managers
participate in setting the budget amounts. The top down approach rarely works, however. It
leads to a lack of commitment on the part of budgetees; this endangers the plan’s success. Bot-
tom-up budgeting is most likely to generate commitment to meeting the budgeted objectives;
however, unless carefully controlled, it may result in amounts that are too easy or that may not

match the company’s overall objectives.
Actually, an effective budget preparation process blends the two approaches. Budgetees pre-

pare the first draft of the budget for their area of responsibility, which is “bottom up”; but they
do so within guidelines established at higher levels, which is “top down.” Senior managers re-
view and critique these proposed budgets. A hardheaded approval process helps to ensure that
budgetees do not “play games” with the budgeting system. The review process, nevertheless,
should be perceived as being fair; if a superior changes the budgeted amounts, he or she should
try to convince the budgetee that such a change is reasonable.

Research has shown that budget participation (i.e., a process in which the budgetee is both
involved in and has influence over the setting of budget amounts) has positive effects on man-
agerial motivation for two reasons:

1. There is likely to be greater acceptance of budget goals if they are perceived as being under
managers’ personal control, rather than being imposed externally. This leads to higher per-
sonal commitment to achieve the goals.

2. Participative budgeting results in effective information exchanges. The approved budget
amounts benefit from the expertise and personal knowledge of the budgetees, who are clos-
est to the product/market environment. Further, budgetees have a clearer understanding of
their jobs through interactions with superiors during the review and approval phase.

Participative budgeting is especially beneficial for responsibility centers that operate in dy-
namic and uncertain environments because managers in charge of such responsibility centers
are likely to have the best information regarding the variables that affect their revenues and

expenses.

Degree of Budget Target Difficulty

The ideal budget is one that is challenging but attainable. In statistical terms, this may be in-
terpreted as meaning that a manager who performs reasonably well has at least a 50 percent
chance of achieving the budget amount. Merchant and Manzoni, in a field study of business
unit managers, concluded that business unit budget achievability in practice is usually con-



siderably higher than 50 percent.4 There are several reasons senior management approves
achievable budgets for business units:

• If the budgeted target is too difficult, managers are motivated to take short-term actions
that may not be in the long-term interests of the company. Attainable profit targets are a
way of minimizing these dysfunctional actions.

• Achievable budget targets reduce the motivation for managers to engage in data manipula-
tion (e.g., inadequate provision for warranty claims, bad debts, inventory obsolescence, and
the like) to meet the budget.

• If business unit profit budgets represent achievable targets, senior management can, in
turn, divulge a profit target to security analysts, shareholders, and other external con-
stituencies with a reasonable expectation of being correct.

• A profit budget that is very difficult to attain usually implies an overly optimistic sales tar-
get. This may lead to an overcommitment of resources to gear up for the higher sales activ-
ity. It is administratively and politically awkward to downsize operations if the actual sales
levels do not reach the optimistic targets.

• When business unit managers are able to meet and exceed their targets, there is a “winning”

atmosphere and positive attitude within the company.

One limitation of an achievable target is the possibility that business unit managers will not
put forth satisfactory effort once the budget is met. This limitation can be overcome by provid-
ing bonus payments for actual performance that exceeds the budget.

If a business unit manager achieves more than the budgeted profit, senior management
should not automatically increase the profit budget for the following year. If this happens, busi-
ness unit managers may not perform up to their maximum capacity in order to avoid showing
too large a favorable variance.

Senior Management Involvement

Senior management involvement is necessary for any budget system to be effective in moti-
vating budgetees. Management must participate in the review and approval of the budgets,
and the approval should not be a rubber stamp. Without their active participation in the ap-
proval process, there will be a great temptation for the budgetee to “play games” with the sys-
tem—that is, some managers will submit easily attained budgets or budgets that contain ex-
cessive allowances for possible contingencies.

Examples. Linking incentives to corporate budgets can lead to undesirable outcomes. Managers
at a leading industrial equipment firm were determined to meet their quarterly targets at all costs.
They shipped out unfinished parts to a warehouse near the customer thereby realizing sales. But
the overall profitability was decreased by increased costs of parts assembly at a distant location,
warehouse rentals, and labor costs.
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Managers might manipulate budgets by establishing low targets. The vice president of sales at
a leading beverage company underpredicted the demand for the beverage for the holiday season,
thereby ensuring that he could surpass the set target and realize his bonus. However, his decision
resulted in inadequate planning, and the beverage company could not match the demand, thereby
losing revenue to its rivals.5

Management also must follow up on budget results. If there is no top management feedback
with respect to budget results, the budget system will not be effective in motivating the bud-
getee.

The Budget Department

The budget department has a particularly difficult behavioral problem. It must analyze the
budgets in detail, and it must be certain that budgets are prepared properly and that the in-
formation is accurate. To accomplish these tasks, the budget department sometimes must act
in ways that line managers perceive as threatening or hostile. For example, the budget de-
partment tries to ensure that the budget does not contain excessive allowances (i.e., “water”).
In other cases, the explanation of budget variances provided by the budgetee may hide or min-
imize a potentially serious situation, and when the budget department discloses the facts, the
line manager is placed in an uncomfortable position. The budget department must walk a fine
line between helping the line manager and ensuring the integrity of the system.

To perform their function effectively, the members of the budget department must have a
reputation for impartiality and fairness. If they do not have this reputation, it becomes diffi-
cult, if not impossible, for them to perform the tasks necessary to maintaining an effective bud-
getary control system. The members of the budget department should, of course, also have the
personal skills required to deal effectively with people.

Quantitative Techniques

Although mathematical techniques and computers improve the budgetary process, they do not
solve the critical problems of budgetary control. The critical problems in budgeting tend to be
in the behavioral area.

Simulation

Simulation is a method that constructs a model of a real situation and then manipulates this
model in such a way as to draw some conclusions about the real situation. The preparation and
review of a budget is a simulation process. With a computer simulation, senior management
can ask what the effect of different types of changes would be and receive almost instanta-
neous answers. This gives senior management a chance to participate more fully in the bud-
getary process.

5Michael Jensen, “Corporate Budgeting Is Broken—Let’s Fix It,” Harvard Business Review, 

November, 2001.
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Several computer software packages are available. Some are specific to certain industries,
others are general purpose. Most require adaptation to the company’s own way of doing things,
and this process may require a year, or several years, of intensive effort on the part of company
employees or consultants. In some cases, the resulting program has proved to be more compli-
cated than managers will tolerate. If the needs of managers, both budgetees and senior man-
agement, are properly taken into account, however, the resulting program can have great ben-
efits.

Probability Estimates

Each number in a budget is a point estimate—that is, it is the single “most likely” amount. For
example, sales estimates are stated in terms of the specific number of units of each type of
product to be sold. Point estimates are necessary for control purposes. For planning purposes,
however, a range of probable outcomes may be more helpful. After a budget has been tenta-
tively approved, it may be possible with a computer model to substitute a probability distribu-
tion for each major point estimate. The model then is run a number of times, and a probability
distribution of the expected profits can be calculated and used for planning purposes. This is
called a Monte Carlo process.

Some authors have proposed that budgets be prepared initially using probability distribu-
tions instead of point estimates; that is, the budget committee would approve a number of
probability distributions rather than specific amounts. Subsequent variance analysis would be
based on these probability distributions. The work involved in making these estimates is con-
siderable, however. Also, if the procedure is to ask for three numbers—pessimistic, most likely,
and optimistic—the result is likely to be a normal curve, with an expected value equal to the
most likely number. This is no better than estimating the most likely number in the first in-
stance, except that, theoretically, a measure of dispersion is reported. In any event, probabilis-
tic budgets are rarely found in practice.

Summary

A budget is in a sense a one-year slice of the strategic plan. However, it is prepared in more de-
tail than the strategic plan, and its preparation involves managers at all levels in the organi-
zation. An operating budget shows the details of revenues and expenses for the budget year for
each responsibility center and for the organization as a whole. It is so structured that amounts
are identified with specific responsibility centers. The process starts with the dissemination of
guidelines approved by senior management. Using these guidelines, each responsibility center
manager prepares a proposed budget, which is reviewed with his or her superior, and an
agreed position is negotiated. When these individual pieces reach the top of the business unit
or of the whole organization, analysts review them for consistency and adherence to overall
corporate goals. The whole process is primarily behavioral. Responsibility center managers
must participate in the process, but they do so within constraints decided on by senior man-
agement. Participative budgeting, in which managers feel they have influence on the process,
has benefits generally for the organization.
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Case 9-1

New York Times
Scott Meyer, general manager of NYTimes.com, the website for the New York Times newspaper,
hung up the phone. He had just been speaking with Lisa DeSisto, his colleague and counter-
part at Boston.com, New England’s largest regional portal and the Internet home for the
Boston Globe. Both websites were operated by New York Times Digital (NYTD), a division of
the New York Times Company (hereafter referred to as the “Company”).

The date was September 27, 2001. Both Mr. Meyer and Ms. DeSisto were exhausted from the
frenetic pace of operations sustained since the terrorist attacks at the World Trade Center and
the Pentagon two-and-a-half weeks earlier. But the primary subject of this particular phone call
was another topic entirely. At a meeting scheduled for the next day at corporate headquarters,
discussion would focus on possible changes to NYTD’s organizational structure.

Naturally, the two GMs were nervous. NYTD had survived two painful rounds of layoffs ear-
lier in the year and as a result, was rapidly approaching profitability. In fact, there was wide
anticipation the current quarter would be the organization’s first profitable quarter. Opera-
tions were running very smoothly.

Mr. Meyer and Ms. DeSisto were satisfied with the current state of their careers. Many of
their contemporaries had leaped into the Internet craze after receiving MBAs in the mid-1990s
and were now searching for new positions in a tough job market. By contrast, Mr. Meyer and
Ms. DeSisto not only had challenging and rewarding positions with an Internet survivor, they
were part of a prestigious and highly respected organization. They did not believe now was a
good time for a major change.

Mr. Meyer knew that Martin Nisenholtz, CEO of NYTD, would be the most influential ad-
vocate for NYTD at the meeting the next day. The two would certainly have many opportuni-
ties for conversations before the meeting, as Mr. Nisenholtz’s office was just around the corner
from Mr. Meyer’s. Wanting to provide some input for the meeting the next day, Mr. Meyer won-

dered, What is the most convincing argument I can make for retaining the current organiza-
tional structure?

The New York Times Company

In 2001, the Company owned a variety of media properties, including the New York Times

newspaper, the Boston Globe, the Worcester Telegram & Gazette, and 14 other regional news-
papers, located primarily in the southern United States. The Company also owned several
broadcast media properties, which accounted for 5 percent of revenues, and NYTD, which ac-
counted for 2 percent of total revenues.

The New York Times newspaper sought to provide high value-added content to wealthy, so-
phisticated readers. The New York Times brand was believed to be the Company’s most valu-

This case was written by Professor Chris Trimble and Professor Vijay Govindarajan of the Tuck School of Business at Dart-

mouth College. © Trustees of Dartmouth College.
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able asset, built through years of topnotch reporting and analysis, plus marketing and promo-
tion. The paper had won 79 Pulitzer Prizes, more than any other newspaper.

However, the year was shaping up as a tough one for both the Company and the economy,
which had posted an anemic 0.3 percent annual growth rate in the second quarter. In addition,
the terrorist attacks on September 11 had dramatically increased feelings of uncertainty.

Profitability of newspaper operations was particularly sensitive to economic conditions. Cor-
porate advertisers, the most important customers, tended to cut ad spending significantly dur-
ing downturns. Advertising represented 65 percent of the Company’s total revenues.

The previous year, during the dotcom boom, the Company had increased its investment in
NYTD dramatically. But by early 2001, corporate profits had started to decline, and the Nas-
daq had fallen to half its peak, which had been reached in March 2000. As a result, tolerance
for the losses NYTD had been accumulating were diminishing rapidly.

Although NYTD had posted positive cash flows in the second quarter for the first time, it was
still believed that costs could be reduced further by more fully integrating the operations of
NYTD with the rest of the Company. Several options for restructuring NYTD were to be dis-
cussed at the September 28 meeting.

New York Times Digital

By September of 2001, NYTD had developed and was operating two websites: NYTimes.com
and Boston.com. The websites included Internet access to the complete contents of the New

York Times and Boston Globe newspapers, regularly updated breaking news, and a variety of
enhanced interactive features. NYTD was also responsible for managing the Company’s Digi-
tal Archive Distribution business, which provided content for research news retrieval services,
such as Dow Jones and Lexis Nexis.

In total, the NYTimes.com news team numbered several dozen (compared to 1,200 newspa-
per journalists at the Times newspaper). This group managed the process of producing all con-
tent for the website.

Part of the news team coordinated with a special Continuous News Desk, which was physi-
cally located in the New York Times newsroom and reported to New York Times editors, but was
funded by NYTD. This group was responsible for adding New York Times style and perspective
to breaking news reports from around the world, and publishing on the website as quickly as
possible, throughout the news day. Occasionally, the Company chose to break exclusive stories
on the website first, fearing a “scoop” by the broadcast media, which were not constrained by
publishing timetables and could go on the air at any moment.

Beyond coordinating with the continuous news function, the newsroom repurposed all con-
tent produced for the New York Times newspaper, making it suitable for the Internet. In prac-
tice, this meant altering headlines, adding hyperlinks, resizing photos, and changing captions.
Content from a variety of partners, such as the Associated Press and CBS Market Watch, was
also integrated with the site. Sophisticated information technology systems automated signif-
icant portions of the process of converting newspaper content to website content.



The news team did much more than simply reformatting articles for the Internet. They
also sought to find new and creative ways to make full use of Internet multimedia, including
slideshows, audio and video content, and special interactive sections, such as one for the Salt
Lake City 2002 Winter Olympics.

Access to NYTimes.com was free. However, users were required to register for the site, pro-
viding NYTD with demographic information. (With so many alternative news sources on the
Web, forcing users to register had been perceived as risky. In fact, another online media site
had decided to remove its registration constraint.) Registration information enabled NY-
Times.com to serve advertisements to targeted audiences. Digital advertisers placed a high
value on this capability.

Although NYTimes.com was experimenting with subscription charges for premium content,
almost all revenue for NYTimes.com was generated by selling advertisements on the website.
This included both display and classified ads. Models for online display ads were still evolving,
and there were new alternatives to banner ads.

NYTimes.com managed its own sales force for selling display ads. In some cases, a sales rep-
resentative from NYTimes.com and one from the newspaper would call on customers together.
Most advertisers, however, chose either one medium or the other. While other Internet compa-
nies typically chose online placement, traditional advertisers remained more comfortable with
print.

Classified advertisements, including employment ads, were sold by the newspaper’s classi-
fieds team. They were encouraged to “upsell” from print-only ads to print plus digital wherever
possible.

NYTimes.com was able to track page-views for any part of the website. As a result, feedback
on which features were being used and which were not was continuously available. New prod-
ucts were introduced regularly to the website, created by cross-functional teams of salespeople,
market researchers, software developers, editorial staff, and general managers.

Financial results for NYTD are shown in Exhibit 1.
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EXHIBIT 1 New York Times Digital

Operating, by Year Operating, by Quarter

Revs $M Losses $M Revs $M Losses $M

1995 0.1 (11.4) 99Q1 3.8 (5.1)
1996 6.0 (10.0) 99Q2 5.0 (4.6)
1997 10.1 (11.1) 99Q3 6.1 (8.1)
1998 14.2 (21.1) 99Q4 11.7 (14.2)
1999 26.8 (30.0) 00Q1 11.6 (10.0)
2000 49.9 (85.2) 00Q2 13.5 (15.5)

00Q3 12.1 (20.0)
00Q4 12.7 (39.7)
01Q1 14.1 (7.6)
01Q2 15.3 (1.8)

Notes: 00Q4 earnings reflect a $22.7M write-down associated with Abuzz acquisition. The 2001 results include revenues and earnings from 
Digital Archive Distribution. In 2000, the Company earned $15.9M on $16.8M in revenues from this business.
Source: SEC filings.
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Developing the NYTD Organization

The way that the NYTD operation was managed had evolved over a six-year period, since the
New York Times first ventured onto the Internet in 1995. NYTD was shaped by choices related
to organizational structure, leadership, culture, staffing, budgeting, and performance evalua-
tion.

Organizational Structure and Leadership

In early 1995, Steve Luciani, an employee in the information systems department at the Com-
pany, became convinced the Internet was going to have a tremendous impact on the business. His
responsibility had been to keep an eye on emerging technologies and to ensure the Company
stayed ahead of new trends.

Four employees—Steve Luciani, two employees from the news desk, and an advertising ex-
ecutive—were assigned to the new website project. They invested in what they called “shovel-
ware,” which enabled the Company to simply “shovel” newspaper content onto the Internet.

By the middle of 1995, the New York Times Company had made a stronger commitment to
the Internet. Interactive media expert Martin Nisenholtz was hired as president of the future
NYTD, which, at that time, was known as the New York Times Electronic Media Company and
consisted of a single website: NYTimes.com. Mr. Nisenholtz’s entire career had been spent in
interactive media, including a research position at NYU that focused on predecessors to web
technologies and an 11-year tenure at the advertising firm Ogilvy & Mather, where he estab-
lished the first creative development group devoted to interactive communications.

Mr. Nisenholtz reported to both the general manager and the editor of the newspaper. This
was an unprecedented move, since the New York Times, like most news organizations, had es-
tablished a “Chinese Wall” between the editorial and business sides of the organization to en-
sure editorial independence. Soon thereafter, longtime foreign affairs editor and diplomatic
correspondent Bernie Gwertzman, who held the company record for most front-page headlines
after many years in cold war-era Moscow, was assigned to direct the editorial operations of NY-
Times.com.

Mr. Nisenholtz recalled the aspirations of the early NYTimes.com news team:

When we were part of the newspaper, the news group on my side of the business wanted to grow a
second newsroom. Their feeling was that the Times newsroom creates a newspaper, and that a
journalistic entity that focused on creating for the Web was needed.

Over the next four years, the Company steadily increased its investment in its online oper-
ation. As it did so, a narrower focus for the NYTimes.com newsroom emerged. Mr. Nisenholtz
continued:

Now, we’ve cleanly split the functions. Any journalism is done by the newspaper because they
have the infrastructure and editing capabilities. What we create here is value added. In addition
to providing news updates throughout the day, we create features and functions that enhance the
news report. We also add other databases that we import from other sources. In a sense, we [NY-
Times.com] are a software operation, and they [the newspaper] are a news operation.



As an integral part of the newspaper, NYTimes.com was perceived internally as a credible
part of the corporation. This might not have been the case if it had been organized as an inde-
pendent operating unit that reported directly to corporate executives (similar to the broadcast
properties, for example). In fact, many senior newspaper executives would have been acutely
uncomfortable with entrusting the priceless New York Times brand to an operating unit that
they didn’t control. Because NYTimes.com was supervised closely by newspaper staff, it devel-
oped values and a culture similar to the newspaper and adopted the decision-making biases of
an established corporation.

By 1999, however, Internet valuations had started to rise dramatically, and senior execu-
tives within the Company became concerned that insufficient resources were being devoted to
developing NYTimes.com. In addition, they worried that the level of constructive and creative
dialogue about the direction in which the website could go was inadequate.

While the ultimate business model for media websites was as uncertain as ever, many felt a
straightforward “newspaper.com” operation could not possibly take full advantage of the In-
ternet’s vast potential. Competitors were investing heavily in their online operations, and in-
vestors were throwing money at anything with growing revenues, regardless of expenses.

As a result, the Company implemented two decisions. First, in May 1999, management cre-
ated a new operating division, NYTD (initially called Times Company Digital), that reported
directly to corporate rather than newspaper management. Second, a “tracking stock” (a special
class of stock which, in theory, tracked the performance of a division within a corporation) was
launched that would enable NYTD to raise capital at Internet valuations, rather than news-
paper valuations.1

While the creation of NYTD as an independent unit altered the official reporting structure,
it marked only the beginning of a transformation of the informal power structure. The rela-
tionship with the newspaper changed slowly and subtly.

Initially, there was a great deal of tension because the newspaper was reluctant to entrust a
brand built over 150 years to an independent division. It was particularly important to the
newspaper that the new division operate with a “Chinese Wall” between business and editor-
ial. Despite the tensions, Mr. Nisenholtz was, over time, able to build trust and independence,
allowing him sufficient maneuvering room to experiment with new ideas on the website.

When it was created in 1999, NYTD included all the Company’s website properties, including
NYTimes.com, Boston.com, NYToday.com (metro area entertainment and activities guide),
GolfDigest.com, WineToday.com, and Abuzz (a new technology-driven, natural-language ques-
tion site that was designed to connect users to web pages or to other users who could answer
their questions). Part of the rationale for wrapping all the Company’s websites into a single or-
ganization was that it would better facilitate learning from one to another.

For about a year, NYTD operated as a “confederation of websites” in a very decentralized
structure. Within that structure, NYTimes.com experimented with several organizational
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1As it turned out, the tracking stock was never offered. By the time it was ready in late 2000, the Nasdaq had fallen dra-

matically, and the Company was advised by Goldman Sachs that the new offering would not be well received. However,

NYTD was well established as an independent operating unit by this time.
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structures. Titles often reflected newspaper heritage, such as “publisher.” However, NYTD’s
management concluded that traditional roles and responsibilities were not a good fit for the
new organization.

Pressures on NYTD to achieve profitability were increasing by the end of 2000. As a result,
management decided to pursue greater operating efficiencies by centralizing operations. NY-
Today.com and WineToday.com were folded into the NYTimes.com website, while
GolfDigest.com was sold along with several golf-related print magazines. Ultimately NYTD
settled on a structure in which the general managers, specifically, Mr. Meyer and Ms. DeSisto,
were responsible for day-to-day operations. Functional heads, including sales, marketing, tech-
nology, and content development (excluding editorial decision-making), reported to the GMs.

To improve cross-functional coordination, product managers were nominated, who also re-
ported to the GMs. “Products” were any of a variety of ways to package content, advertising,
and interactive functionality on the website. For example, a recently launched email product
called “DealBook” was motivated by a mergers-and-acquisitions journalist who wanted to in-
crease his following by reaching more potential readers through the Internet. Product man-
agers coordinated all tasks associated with their products, soliciting input from sales, market-
ing, and technology. They would develop a business plan around new products and, if approved
by the GM and senior staff, manage it on an ongoing basis.

GMs, in turn, reported to a six-member senior policy team headed by the CEO, Mr. Nisen-
holtz. As of September 2001, there was consensus within NYTD that the organizational struc-
ture was working well.

Culture and Values

The New York Times newspaper was steeped in tradition and operationally very conservative.
At the time of the separation in mid-1999, however, there was a concerted effort to create a dis-
tinct “Internet culture” within NYTD. Muriel Watkins, NYTD’s vice president of human re-
sources and communications, recalls:

We wanted to really get across a strong message that we were a different business, a different com-
pany, and a different culture. We wanted to hire a workforce that valued different things than the
workforce of the Times. So we made a lot of changes. We formed a culture committee, which was
largely to figure out who we were or who we wanted to be and then what we needed to put in place
to get there.

NYTD sought to create an experimental culture. Bureaucratic controls, procedure, and pa-
perwork were minimized. Some defined processes were allowed to develop, but were never con-
sidered to be “set in stone.” A team approach and a spirit of openness were emphasized. Infor-
mation was shared, and decision-making was transparent.

In January 2001, NYTD moved into a new building in mid-town Manhattan, about 10 blocks
from the newspaper’s headquarters. The design of the new workspace was meant to reinforce
NYTD’s new culture. The design was modern, much different in that respect from corporate
headquarters. There were large open spaces—“teaming areas”—including a central café, to en-
courage conversation and cooperation. The offices of senior executives had glass walls to en-
hance the sense of openness.



Boston.com had actually made the decision to move the Internet division to a separate loca-
tion several years earlier. According to Ms. DeSisto:

If there is a separation of about one mile, that is ideal—close enough to get support, but far
enough away to have your own culture and make decisions quickly.

If the decision to create a separate culture for NYTD had a significant side effect, it was that
interactions with the rest of the Company began to take on an “us versus them” undertone. All
the media attention lavished on dotcoms contributed to an internal perception that NYTD was
the glamorous side of the business. That perception augmented tensions.

Hiring and Compensation

Hiring policies were modified to support the effort to create a distinct culture. Until NYTD sep-
arated from the newspaper, most NYTimes.com staffers were internal transfers. NYTD’s new
hiring plan called for extensive hiring from outside the Company.

The employment market for technology-related positions was extremely competitive in the
late 1990s. In fact, difficulty in hiring appeared to be NYTD’s most limiting growth constraint.
The promise of stock options based on the soon-to-be-launched NYTD tracking stock was criti-
cal in luring potential hires with the profile NYTD sought: young, smart, ambitious, and with
dotcom experience. The pension program, valued within the newspaper organization, was elim-
inated from NYTD’s compensation package.

Prior to the two rounds of layoffs in early 2001, NYTD had grown to approximately 400 em-
ployees, of whom fewer than one-quarter had experience at the newspaper. By September
2001, some concern had developed about how to ensure that Internet-related skills and knowl-
edge was transferred back to the newspaper organization.

The new employee makeup did have side effects. Ms. Watkins commented:

We had a very ambitious and assertive group of people who were all hungry for responsibility and
autonomy. They carried extremely high levels of self-
confidence. It didn’t matter that they didn’t have the experience to back it up.

Although NYTD was growing, it wasn’t possible to satisfy all needs for creativity, autonomy,
and authority. In what threatened to become an overly competitive internal environment, NYTD
had to develop a more forceful and confrontational leadership approach than was traditional
within the Company.

The Budgeting Process

Early in the life of NYTimes.com, its budgeting process was completely integrated with that of
the corporation. Hiring Mr. Nisenholtz represented a significant increase in the Company’s
level of commitment to the initiative, since with him in place, there would be a constant advo-
cate for increasing investment in the website—one who reported directly to the publisher and
editor of the newspaper. Russell Lewis, the Company’s CEO, recalls:

When Mr. Nisenholtz came on board, we knew he was going to say, “Look, if I am the guy that is
charged with exploiting this area and finding out what’s possible, then we have got to be serious
about our financial commitment.” From that time forward, the amount committed to it ratcheted
up and up.
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Still, in many ways Mr. Nisenholtz felt constrained by the limitations of working for a large
company. He recalls:

We weren’t where we needed to be from a performance perspective. We didn’t have the resources
we needed to create the necessary infrastructure to get there. But when one works for a big com-
pany, you sort of recognize the art of the possible. Given that it was going to cost a lot of money to
do what needed to be done, I just didn’t think that it was possible in 1997.

The boom in the Nasdaq market and the separation of NYTD from the newspaper organi-
zation altered budgetary constraints dramatically. Heavy spending was encouraged by Wall
Street, and competitors appeared to be making rapid progress.

NYTD invested aggressively in creating a world-class IT infrastructure dedicated to inter-
active media, one that had substantially different requirements than the IT systems that sup-
ported the newspaper operation. Mr. Meyer reflected on the build-out:

NYTimes.com runs on an IT infrastructure that is very different from the newspaper’s. Building it
required developing new expertise. Because our projects are much smaller in terms of capital re-
quired than newspaper projects, it would have been difficult to get them prioritized if we were
part of the newspaper. Being separate allowed us to move faster. At the same time, being part of
The New York Times Company allowed us to take advantage of the better pricing that the corpo-
ration is able to get from vendors.

NYTD developed a bottom-up approach to budgeting. Though most solid ideas for new pro-
jects were generated by experienced executives and journalists, ideas for new content and new
features were encouraged from throughout the organization. To help generate ideas, NYTD
constantly reviewed usage data for its website but also encouraged thinking independent of
this data. This was meant to ensure ideas were generated that could attract potential cus-
tomers, not just existing ones.

Promising ideas were assigned to product managers, who developed mini–business plans
based on cross-functional input. The plans were then evaluated by the senior executive team,
using a combination of loose net-present-value analyses and experienced judgment.

Because of the rapidly changing nature of the Internet market, budgets and forecasts had
the potential to change rapidly and were updated monthly. There was a lot of guesswork in-
volved, particularly in projecting revenues. The process was still coordinated with the corpo-
rate budgeting process, and financial targets were set at the corporate level. However, corpo-
rate budgets were based on expectations of much smaller variability and were revised at much
longer intervals.

For a while, the rate at which NYTD could invest in new projects was constrained by its abil-
ity to hire and train new people. The senior executive team prioritized amongst the proposals
that had been submitted.

In late 2000 and early 2001, however, financial resources once again became the primary
constraint. Wall Street, in a shockingly rapid change in perspective, started evaluating dot-
coms based more on profitability than on revenue growth. Anticipating the pressures this
would create, Mr. Nisenholtz initiated conversations with the Company about the possibility
of layoffs. Subsequently, the Company made a series of incremental cuts to NYTD’s budget.



Two painful rounds of layoffs followed in January and in April. As a result, many existing fea-
tures that were not drawing significant user attention were discontinued.

NYTD was under intense pressure to achieve profitability as quickly as possible. Project
proposals that were highly speculative—meaning no clear payoff within one year—were
quickly declined. Exceptions included projects that were viewed as critical to the core editorial
mission of the newspaper and projects that were related to the development of NYTD’s techni-
cal infrastructure. Even then, proposals were closely scrutinized to ensure a New York

Times–quality job for the lowest possible cost.

Performance Evaluation

A variety of factors shaped perceptions of how NYTD was performing. In the early years, al-
though the budget was integrated with the corporate budget, NYTimes.com had its own P&L.
Evaluation was driven primarily by the following questions:

• Can we tolerate the losses we are generating?

• Are we having any significant operating problems?

• Is any damage being done to the core business or the core brand?

In 1995, the Company set an informal goal that NYTD was to be profitable within five to six
years. Over time, financial performance vs. forecasts and budgets, and the long-term path to
profitability, increased in the degree to which it influenced internal performance perceptions.
NYTD’s CFO Ellen Taus commented:

Financial performance was not the only measure. We always measured audience reach, traffic,
and various measures of consumer satisfaction as well. Still, even though we had been in a loss
position, hitting bottom-line targets was critically important.

Financial targets were negotiated by NYTD and the Company’s senior staff during the cor-
porate budgeting process. These targets tended to focus on the most important metric for the
corporation, which could change from one year to the next depending on the Company’s strat-
egy and the condition of the economy.

NYTD’s tracking stock initiative required a significant release of information to the public
and attracted regular coverage in the financial press. Because NYTD’s budget was rising
rapidly, it was getting the attention of more people internally as well. As with other dotcoms,
revenue growth became the most significant influencer of performance perceptions. Revenues
vs. forecast, and revenue growth vs. competitor revenue growth, were frequently reviewed in-
ternally.

It was an extraordinarily volatile time, as Ms. Taus recalled:

For the first half of 2000, we were just blowing the doors off. Revenues were double what we had
budgeted and were expanding. Our revenue forecasts had less of a bearing at that time—either
up or down. One year they are way too low and the other year they are way too high. Budgets
were getting outdated pretty quickly. Still, we were expected to actively and vigorously manage
expenses and hit our bottom-line targets.
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NYTD’s impact on the Company as a whole was an important consideration, both internally
and on the Street, as Mr. Meyer observed:

We have to perform like any other operating division. There are targets that corporate establishes
for us and we agree to hit them. Having been at an independent dotcom for two years before tak-
ing this job, I can tell you that NYTD is evaluated and run more like a unit of a traditional media
company.

Though NYTD’s profitability was becoming more important, it was not easy to calculate be-
cause of the operating overlaps between NYTD and the core business. In some cases, specific
internal transfers were made to account for the overlaps. For example, NYTD was charged
$5M per year (or more, depending on its total revenues) for use of New York Times content. And
the Company’s newspaper circulation departments were some of NYTimes.com biggest adver-
tisers. They paid advertising rates that were heavily discounted from market prices.

However, there was no attempt to make revenue or cost allocations for other areas of overlap.
NYTD believed, for example, that it was having a substantial positive impact on the value of the
New York Times brand, especially by expanding its reach geographically. (Eighty-five percent of
NYTimes.com readers were from outside the New York metropolitan area, compared to only 45
percent for the newspaper.) More concretely, by 2001 a substantial number of new newspaper
subscriptions were being ordered by people who first sampled the paper online, but NYTD re-
ceived no commissions. On the other hand, NYTD’s financial position was helped considerably
when, in late 2000, the highly profitable Digital Archive Distribution business was transferred
from the core to NYTD.

Because of the ambiguity associated with evaluating the performance of an internal start-
up, performance perceptions depended on more than just financial data or other quantitative
metrics. Perceptions were shaped through internal discussions and politicking. The health of
the relationship between NYTD and the core business had an impact. As Ms. DeSisto put it,
“It’s just good business to be friends with your cousins.”

Maintaining a healthy relationship became more challenging as the core business suffered
through the advertising downturn that began early in 2001. Employees within the core were
pinching pennies to remain profitable. Some of them grew to resent NYTD, believing the divi-
sion was able to “get away with losing millions.”

Nevertheless, by September 2001, NYTD appeared to be very close to reporting its first prof-
itable quarter.

Conflicts with the Core Business

As the senior management team met in late September 2001 to discuss the future organiza-
tional structure for NYTD, several areas of friction were at top-of-mind. Each was created by
overlap between the operations of the core business and NYTD.

Editorial Operations and the New York Times Brand

Editorial operations at NYTD and their potential impact on the New York Times brand contin-
ued to be an area of concern. Over several decades, the newspaper industry had adopted the
separation of editorial operations and business operations as a sacred principle. The principle



developed because in the industry’s early years, many unscrupulous owners would do anything
necessary to sell their product. Over time, readers lost trust. NYTD executive vice president
Lincoln Millstein described how the industry survived:

After all those years, publishers developed organizations that really respected the singular func-
tion of the different departments . . . they were very careful and constructed the organization to
respect editorial independence. As a result, I think newspapers in general have developed deep
silos. I used to be in the newsroom and I’m quite aware of those silos.

In practice, organizations that respected the separation in its strictest sense forbade com-
munication between newsroom employees and the rest of the organization. NYTD was initially
formed with a respect for that principle.

However, as NYTD gained experience, the principle increasingly was called into question.
Some of the more innovative and successful additions to NYTD’s website were coming from
cross-functional collaboration between journalists, marketers, sales staff, and technology staff.

Mr. Meyer commented:

So much of our success has relied on quickly building a world class IT infrastructure for online
media. Taking advantage of it requires collaboration. The success of new products depends on
using technology to create a better user and advertiser experience, not just text and pictures.

DealBook was one example, but there were others, including a new real estate feature that
was under development, and a collaboration with New Line Cinemas to promote the Lord of

the Rings movie trilogy by creating an integrated online packaging of advertisements, movie
reviews, and historical content about J. R. R. Tolkien and his books.

Advertising Sales

Integrating corporate sales operations had been a challenge from the beginning. NYTD was
highly motivated to start selling website advertising space to the newspaper’s traditional cus-
tomers. But the newspaper sales force wasn’t nearly as anxious.

First, they didn’t understand the new media as well. Second, they had built relationships
with key customers over years, or even decades, and were hesitant to put those relationships
at risk by letting the “dotcom kids” through the door. Third, digital sales were expected to be
very small compared to newspaper sales, so it seemed sensible to some newspaper sales reps
to use space on the website as a giveaway to help sell print advertisements. Fourth, most
customers were only just beginning to get comfortable with advertising on the Web; it was a
more difficult sell than the well-understood print media. Commission compensation naturally
encouraged the easier, higher-value sales. Finally, there was inconsistency from one customer
to the next. Some wanted a single sales rep to call on a single buyer to discuss both media; oth-
ers preferred separate sales calls.

As of 2001, Mr. Nisenholtz felt most of these hurdles had effectively been overcome. Still,
many newspaper clients were choosing not to advertise online.

Integration was a bit smoother in classified sales. Here, the newspaper team was under a
real threat from new websites, such as Monster.com, that were becoming very popular alter-
natives to newspaper help-wanted ads. As a result, there was a clear and compelling motiva-
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tion to figure out how to create value by combining traditional classified advertising with on-
line classifieds.

Editorial and business staff from both Boston.com and the Boston Globe created a successful
integrated offering known as Boston Works. The new brand included both job listings and em-
ployment market articles, both in print and on the website. At the New York Times, a classified
leadership team was created. Ultimately, full responsibility for selling both print and online re-
cruitment classifieds was given to the newspaper organization. NYTD retained separate re-
sponsibility for managing online real estate and automotive classifieds.

Subscription Sales

Initially, there was a great deal of fear, especially on the part of the circulation staff, that of-
fering free newspaper content on the Internet would have a negative impact on subscription
sales. After collecting extensive data comparing the readership of the website to the readership
of the paper’s print version, these fears subsided. The web readership was a substantively dif-
ferent audience—slightly younger, more affluent, and much more geographically dispersed. In
addition, surveys and focus groups failed to support the fear that online registrations were
cannibalizing subscription sales. As a result, the websites were viewed as complementary as-
sets rather than as competitors.

In fact, by the middle of 2000, the website had become the second most important source of
new subscriptions to the newspaper. It was a great mechanism for generating trial use of the
newspaper, but in the end, many readers preferred having a printed copy. As of September
2001, however, the circulation staff was working quite independently of NYTD.

Questions

1. Describe NYTD’s evolution to date. What is the strategy of NYTD? Are the organization and
control consistent with the strategy?

2. What impact has NYTD had on the rest of the Company?

3. How does the way NYTD is managed compare to the way a venture capital firm manages a
startup? What insight, if any, do you draw from this comparison?

4. What impact do internal perceptions of NYTD’s performance have on its operations?

5. Would you change in NYTD’s existing organizational structure?

6. If so, how would the change you propose affect

a. NYTD’s culture and leadership style?
b. NYTD’s likely budget?
c. The way NYTD’s performance is judged?
d. The way new ideas for the websites are generated?



Case 9-2

Corning Microarray Technologies
Greg Brown, general manager of Corning Microarray Technologies (CMT), finished delivering
the bad news to his team. Through the first half of 2001, demand had plunged in the telecom-
munications sector, which accounted for 73% of Corning’s revenue. As a result, Corning could
not sustain funding for the nascent CMT venture. He instructed the group that they would
have to identify options for keeping the program alive with half or less of its current budget.

Mr. Brown knew that few situations strained the cohesiveness of a management team like
formulating plans for severe budget cuts. Still, the team had strengthened dramatically since
he had inherited the venture, rife with conflict, in November 1999. Because he had commit-
ments to travel for the following two weeks, he left them to work on their own, expecting de-
tailed proposals upon his return.

Opportunity: Meeting the Needs 
of Genetic Researchers

In June 2000, the scientific community reached a momentous milestone, the complete mapping
of the human genome. But even before this breakthrough, molecular biologists conducted new
genetic experiments. They started with organisms with simpler genetic codes, such as yeast,
and worked towards more complex genomes and partial strands of human DNA.

Once scientists had completely mapped the human genome, literally millions of new tests
were possible. There was no scientific field ready to grow as explosively as genomics. Re-
searchers sought new knowledge about the genetic basis of life, and in particular, genetic
markers for diseases. They anticipated advancing to experiments with specific subsets of genes
known to be related to a particular disease. They foresaw a revolution in medical therapies.

Genetic experiments involved measuring the magnitude of DNA interactions. Measure-
ments were always comparative, between an experimental sample and a control sample. Due
to the complexity of genetics and the imperfect nature of the laboratory apparatus, experi-
ments were run multiple times, and conclusions drawn on statistical inference. The high stan-
dards of proof expected in the physical sciences were not possible in genetic research. Experi-
mentation generated tremendous volumes of data, and was computationally intensive.

To increase the speed and efficiency of genetic experimentation, researchers used equipment
that facilitated batch testing. One such piece of equipment was the DNA microarray, a glass
slide that contained thousands of microscopic DNA samples. An entire genomics system in-
cluded robots for “printing” DNA onto the microarrays, optical scanners, which measured light
emitted from reactions, and specialized computers. As of the late 1990s, much of the technology
was still new and not completely reliable.
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Affymetrix, a startup launched in 1992, supplied complete systems, including the microar-
rays, and was the market leader. Affymetrix’ sold closed systems (you bought all or nothing)
which were not necessarily interoperable with other equipment on the market. There was no
other company selling complete, closed systems.

Many laboratories chose to “self-print,” that is, to assemble their own systems by buying
components from other suppliers. They cited the high price of Affymetrix’ products, mentioned
that their in-house approach was at least as reliable, and complained that because some of the
inner workings of the Affymetrix system were not disclosed, they did not have the flexibility
and control they desired.

But self-printing was also less than ideal. In part, doing so was likely to infringe on
Affymetrix’ patents, and the company had a large legal staff to aggressively litigate. Self-print-
ers sometimes had to pay royalties to Affymetrix, and this was a significant revenue source for
the company. Dr. William Hall, a Corning molecular biologist, commented on another disad-
vantage of self-printing:

“Researchers do not have the time or patience to run a facility dedicated to printing microarrays.

It is not what they are paid to do. They don’t want to be constantly assembling genes, or manag-

ing the enzymes that are needed for printing. That’s generally technician level work. Unfortu-

nately it’s a precise process. You have to put your best researchers on it.”

Printing microarrays was expensive and time consuming. Simply preparing the DNA could oc-
cupy 20% of a researcher’s time.

Corning Life Sciences and Interest 
in Microarrays

For several decades, Corning’s Life Sciences division had manufactured laboratory glassware,
including beakers, bottles, filters, flasks, tubes, traps, cylinders, stopcocks, vessels and valve as-
semblies. Growth of these products was typically four to eight percent per year. In 1993, Corn-
ing Life Sciences accounted for roughly two percent of Corning’s total revenues.

That summer, to revitalize growth in the life sciences division and gain a presence in the
higher-growth molecular biology products needed by the burgeoning biotech industry, Corning
acquired Costar. A startup in the Boston area, Costar manufactured a variety of products used
in advanced life sciences laboratories, and they had a reputation for innovation.

Rather than moving Costar’s management team to Corning’s headquarters in Corning, NY,
Edward Huntington, the general manager of Corning’s life science division, and several mem-
bers of his staff moved to the Boston area. Nonetheless, the acquisition was a difficult one.
There never was a full integration of the two cultures. Many Costar employees felt that their
innovative spirit was threatened. They did not want to be “gobbled up” by a large company, and
they did not want to be “Corningized.” Because of the difficulties, corporate executives at Corn-
ing sometimes argued that the life sciences businesses should be divested, since “it wasn’t re-
ally our business.”

In 1997, Corning commissioned a team of consultants to identify and evaluate growth oppor-
tunities across all divisions. Along with seven other possibilities, the consultants encouraged
Corning Life Sciences to investigate the genomics market.



Samuel King, a researcher formerly with Costar, had already been trying to generate some
momentum for such a project. Although he had become frustrated in his efforts to get execu-
tives in Corning, NY excited, he had succeeded in engaging both business development and re-
search staff at Corning’s Fontainebleau Research Center (FRC) in France, and had obtained
FRC funding to support further investigation. The FRC had had a substantial role in
developing optical fiber, and was now trying to revitalize its importance within Corning.

The next year, in 1998, a second consulting study painted a much more detailed picture of
the genetics opportunity, identifying value propositions and proposing initial business plans
for three possible product lines. The first was microplates, a plastic plate with a microscopic
well for tests involving single cells. Corning Life Sciences had already launched this business
in a limited way—the study confirmed its potential. The second was the DNA microarray, to
which Corning subsequently made an increased financial commitment. The third, products to
support a genomics process known as Direct Binding Analysis, was deferred.

In evaluating the microarray opportunity, the consultants and executives at Corning con-
cluded that they had a skill set that would give them a unique competitive advantage. The ex-
isting suppliers were life sciences experts—in fact, almost the entire management team at
Affymetrix had PhDs in molecular biology. But based on Corning’s conversations with re-
searchers, mastering the printing process was the most challenging aspect of the microarray
business.

Printing appeared to be a manufacturing process ideally suited to Corning’s abilities. They
had unmatched expertise in specialty glass manufacturing. And in other business lines, they
had developed expertise in three areas critical to microarray production—applying unusual
coatings to glass, controlling liquid flows on microscopic scales, and continuously improving
microscopic manufacturing processes. (Printing microarrays involved precisely attaching
thousands of tiny liquid DNA samples to glass with a special adhesive coating.) 

The value proposition was simple. Corning would mass produce reliable microarrays at low
cost. In fact, Corning believed that they could develop technology that would enable printing
microarrays as much as ten times faster than Affymetrix. And, they believed that they could
develop printing processes of sufficient quality that variability in genomics experiments would

be reduced substantially. The consultants conducted thorough interviews with genomics re-
searchers in the pharmaceutical industry, and concluded that the value proposition was indeed

very powerful.
In the process, they expected to revitalize the life sciences division, and maybe even create

the next “big win,” that is, a success on the order of magnitude of Corning’s optical fiber busi-
ness. The genomics market was projected to grow to several billion dollars within a decade. Re-
alizing that the total funding they could allocate to new ventures was limited, Corning can-
celled a venture in the energy sector that was projected to have a longer-term payback.

Before continuing with how Corning built a business group to pursue the microarray oppor-
tunity starting in 1998, it is important to understand a bit about Corning’s history, its organi-
zation, and its general approach to innovation.
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Corning: From 1851 to 2001

For Corning to consider entering an entirely new market such as genomics was not unusual.
The company had reinvented itself numerous times, and by doing so had survived much longer
than the average corporation.

Innovation—specifically, regularly introducing new products based on cutting-edge research
in glass and ceramics—was central to Corning’s strategy. Many of Corning’s innovations sim-
ply improved existing products, or introduced new products to existing markets. However,
through its history, Corning had succeeded in creating entirely new platforms for vigorous
growth every two decades or so.

For example, in the 1870s, Corning entered the emerging market for lightbulbs, and by
1908, lightbulbs accounted for more than half of Corning’s revenues. The glassware technology
developed in the 1920s by Corning Life Sciences, under the Pyrex® brand name, ultimately be-
came a platform for a launch into consumer products—cookware. And, in the 1970s, following
clean air regulation in the United States, Corning created the first ceramic substrates used in
catalytic converters (which purify automotive emissions).

Corning tended to divest mature divisions. In 2002 it was no longer manufacturing light-
bulbs or cookware.

In the 1980s, Corning introduced fiber-optic cable, the backbone of modern telecommunica-
tions and computer networks. This was Corning’s “next big revolution.” By the mid-1990s, sales
of fiber created rapid appreciation in Corning’s stock price. By 2000, revenues from the
telecommunications division accounted for an astonishing 73% of Corning’s revenues and 69%
of net income from continuing operations. . . .

The success in fiber-optics led to a significant organizational change. Corning’s non-telecom-
munications divisions were reconstituted as a separate “sector” in Corning’s organization,
known as Corning Technologies. (See organization chart, [Exhibit 1 on page 418].) Most of the
businesses in this sector supplied manufacturers in the automotive and energy sectors, or
manufacturers of computer monitors. These businesses did not have the explosive growth po-
tential of the fiber-optics market, but were reasonably predictable. Corning Life Sciences was
also part of Corning Technologies.

Martin Ford, President of Corning Technologies described the sector’s strategy:

“We have a very simple business model here. We are usually in technical oligopolies, supplying an

OEM with a component that we developed first. We are usually a first-tier supplier, and where we

are not we are treated like one. We have very strong intellectual property. We continue innovating

to meet changing customer needs. Then we look for offshoots of the technologies we develop to

serve other markets. That’s what we do.”

Corning protected a reputation for high quality, and the R&D staff understood the impor-
tance of getting a product right the first time, a bias reinforced by a quality initiative in the
1980s. Threats to Corning businesses were usually indirect, from substitute technologies or
technological advances that made their products unnecessary. For example, better internal
combustion engine technology may someday render catalytic converters unnecessary. Changes
in government regulations also occasionally threatened Corning businesses.



Corning had been managed by the Houghton family for most of its history. Corning, New
York was a company town. The Corning Museum of Glass was perhaps the most notable tourist
attraction. The staff at local restaurants knew Corning executives by name.

Some employees described Corning’s corporate culture as paternalistic. Careers at Corning
tended to be very long, and senior managers were expected to carefully manage the career
paths of their subordinates. Employees emphasized high-trust, high-touch relationships, and
the value of face-to-face, one-on-one meetings. Mid-career hires from the outside were rare.
Though such hires were becoming more common by the late 1990s, they created discomfort.
Employees expecting promotion resented outsiders that filled positions they aspired to. At the
same time, some outside hires, even after a few years, suspected that power revolved around
an “insider’s group” at Corning.

Corning’s scientists and engineers competed to be assigned to the riskiest, most innovative
projects, but that hadn’t always been the case. A downturn in the early 70s had resulted in lay-
offs in the research and development staff, and, for as long as a decade, many technologists
avoided cutting-edge projects to protect their job security. There was some fear that the
telecommunications downturn in 2001 had the potential to do the same.

Markets for telecommunications capital equipment, such as fiber, were the most vulnerable
to the technology bust that began late in 2000. New orders for Corning fiber dropped precipi-
tously in the first two quarters of 2001, and many standing orders were cancelled. Corning
eliminated 4,300 positions by April 2001, including both hourly and salaried employees repre-
senting 11% of the workforce. In addition, Corning viewed goodwill and other intangible assets
from earlier telecommunications acquisitions as unrecoverable, and took a $4.8B charge in the
2nd quarter. Corning’s share price fell from a high of $109 per share in September 2000 to $17
at the end of the June 2001.

Managing Innovation at Corning

Over the years, Corning developed and refined a standardized five-stage process for managing

innovation. The process was designed to create smooth and efficient transitions from Corning’s
research facilities, to product development groups, and finally to business divisions. Each stage
included market-related, technology-related, and manufacturing-related milestones. . . . Scien-
tists in the research group transferred responsibility to engineers in the development group at
roughly the point when a working prototype was created. The development group worked out
the bugs. Business units established manufacturability and launched the product.

Corning’s research and development heads reported directly to senior management, as did
the general managers that ran the business divisions. This structure resulted in dual leader-
ship roles during certain stages of the innovation process. For example, an executive in the de-
velopment group and a general manager slated to inherit the business co-led the innovation
process over a certain time period.

Fred Allen, the Technology Delivery Officer responsible for all development projects within
Corning Technologies, who had been at Corning since 1966, was a strong advocate of the struc-
tured innovation process, but was less convinced that dual leadership was a good idea. . . .
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Mr. Allen had endeavored to create a more formal career path for “program managers.” He
believed that program management was worthy of Corning’s most talented general managers.
A program manager, in his view, understood the discipline of markets and also could be an ef-
fective leader of scientists and engineers. The greater the risk and ambiguity associated with
a given program, the higher the demands on the program manager, because the innovation
process itself became less predictable and less linear. . . .

Mr. Allen distinguished the program manager, who could only be evaluated on the quality of
decision-making, with a project manager, who achieved short-term milestones embedded
within the innovation process, and whose performance could be measured in terms of time and
money spent.

Corning’s senior management team endeavored to create an environment that attracted tal-
ented general managers to new business units. Success could be a fast-track to running a
major new division, and could also lead to increased compensation. Nonetheless, general man-
agers were sometimes reluctant because of a perceived career risk.

The philosophy of the senior management team was that innovations were difficult, and re-
quired patience. As the general manager of a risky venture, if you started with a strong track
record, carefully documented your decisions, kept the senior team informed, and tried to learn
as much as possible from the experience, then your career could tolerate one or even multiple
failures. In fact, it was not uncommon for general managers at Corning to lead efforts to bring
new products to market more than once.

Ideas for new ventures at Corning had come from many places, including the R&D staff, the
business units, customers, and consultants. Initial evaluations often simply involved technolo-
gists and businesspeople within R&D deciding if an idea merited more resources. As ideas
gained promise, more formal evaluations took place within the context of Corning’s annual
planning cycle. Outside consultants were often used for validation and initial planning.

After that, the planning process for new ventures mirrored that of mature divisions, albeit
with greater attention from senior managers. The process started with long-term (5 year) cash
flow planning in the spring, to establish constraints. It continued with strategic reviews in the
summer, and budgeting in the fall.

In the budgeting process, financial models for mature businesses tended to use historical re-
sults to project future trends. For new ventures, because there was little history and no stabil-

ity, planners built financial models that were much more abstract and reliant upon question-
able assumptions. Comparatively little time was spent reviewing the past. . . .

Assembling the Microarray Team

Following the decision in 1998 to allocate capital to the microarray opportunity, the senior
management team at Corning began to reassign personnel. Key figures on the senior team
whose responsibilities included the new venture were Mr. Huntington, general manager of
Corning Life Sciences, and John Keller, who preceded Mr. Allen as head of the development
group. Both reported to Colin Gilbert, who preceded Mr. Ford as president of Corning
Technologies. (Refer to organization chart, [Exhibit 1].)



Stephen Woodbury, who had been involved in other product development efforts and at the
time was a plant manager, was selected to manage the microarray business, reporting to Mr.
Huntington. Catherine Hamel, a long-time Corning engineer, was appointed to head up the de-
velopment effort, reporting to Mr. Keller.

Dr. Mark Fraser led the research group working on microarray technology, and reported to
Ronald Smith, Corning’s Chief Technology Officer. Dr. Fraser had a built a career in scientific
research at Allied Signal and Corning. He had spent most of his career working on advanced
materials, and despite being uninvolved with the life sciences for many years, he had more
knowledge of biology than others at his level on the research staff.

In turn, Mr. Woodbury, Ms. Hamel, and Dr. Fraser, all of whom worked out of Corning, NY,
began assembling the necessary staff. To make the venture successful, the leaders needed
skills and resources from several existing groups at Corning, including FRC, the life sciences
teams in the Boston area that evolved from the Costar acquisition (they now managed the mi-
croplates product line), and the massive, multi-business-line research and development facil-
ity in Corning, NY. In addition, each of the three recognized that they would soon need to hire
experts in molecular biology.

Dr. Fraser built a molecular biology research group, starting by hiring Dr. Ralph Hansen, a
veteran of the field in both academia and industry who had already worked on printing mi-
croarrays. Dr. Hansen was well known around the world, had contacts in several major re-
search sites, and routinely spoke at genomics conferences. Dr. Fraser described how he and Mr.
Smith formulated an early hiring plan:

“We needed experts in everything form the chemistry of the substrate to the handling of DNA ma-

terials, a total of five or six different technical areas. We needed a critical mass, at least five peo-

ple, in each. It was important, since we felt that we were behind, to spend the money and get the

people on board. We could afford to do it, so we did.”

Ultimately, Dr. Fraser hired a staff of approximately twenty five, counting both external
hires and internal transfers. Dr. Brian Chase, a veteran in Corning’s research organization
who had been involved in the initial evaluation of the venture, identified and assembled the
team of experts in Corning’s traditional scientific fields. Ms. Hamel and Mr. Woodbury also
built staffs of similar magnitude for the development and commercialization teams, also hiring
outsiders with molecular biology expertise.

Expectations were high, and because they had been validated by the outside consulting
study, they were rigid. In staffing the venture, the senior management team bypassed people
who suggested that the projections were unrealistic. They wanted to involve people who be-
lieved in the project. Revenues of $100M were expected within five years. And in the excite-
ment of the telecommunications boom, expectations rose to $250M in the following planning
cycle. Mr. Lewis recalled the environment:

“Expectations felt aggressive, but not terribly aggressive. The excitement around fiber made it

seem as though everything was growing at 70% per year. So if you didn’t project $250M in five

years, you heard ‘Guys . . . not enough zeros.’ It hadn’t always been that way—just in the past four

or five years.”
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Mr. Woodbury felt that it was critical to get to market quickly. The market was evolving, and
there were rumors that other corporations such as Agilent and Motorola were pursuing the
same opportunity.

The research and development teams began working on a proprietary system for manufac-
turing microarrays. Because developing such a system was expected to take two years, the
management team decided to pursue a quicker path using existing printing robots available
commercially—i.e. the same printing robots that Corning’s potential customers were using in
their own laboratories. The logic for doing so was twofold: (1) Corning could still do a better job
than their potential customers because they would mass-produce and had the manufacturing
process improvement skills to perfect production, and (2) close contact with multiple customers
during development of the proprietary system would lead to faster and better results.

The Corning staff began to refer to this approach as Generation One (“Gen 1”) and to the
proprietary system as “Gen 2.” The latter was to be a unique approach, and the team believed
it would enable an unbeatable cost structure by utilizing proprietary Corning technologies. In
partnership with the staff in Corning, the research staff at FRC was dedicated exclusively to
Gen 2. The development teams in New York and Massachusetts focused on getting Gen 1 prod-
ucts into the market.

An early success was the launch of an unprinted coated glass slide in 1999. Mr. Woodbury’s
colleagues had been nervous about the launch, fearing potential competitors would discover
some of Corning’s proprietary science. However, Mr. Woodbury decided that it was more im-
portant to begin building relationships with customers. Although Mr. Woodbury never dedi-
cated significant resources to the product—it was not the big prize—the slide was welcomed by
the market. Users described it as far superior and far more reliable than any alternative.

Four different standards for microarray equipment were in place internationally. The mar-
keting team focused on encouraging adoption of a single open standard. . . .

Meanwhile, the team endeavored to get the Gen 1 system working. They did not foresee dif-
ficulties. Corning had mastered the process of applying a liquid coating to a glass surface. It
was a common element of many Corning products. The one difference—which appeared minor
at the time—was that the liquid included DNA.

The team struggled. They had trouble effectively mixing sufficiently large batches of DNA.
Plus, supplies of DNA were of inconsistent quality from one vendor to the next. As a result, con-

sistently matching the DNA fluid to a glass coating to which it would adhere was tricky. One
vendor wreaked new frustration when it switched to a new method of cleaning the DNA in
order to meet Corning’s order—the largest it had ever filled. The new cleaning chemicals
disrupted the printing process.

Corning’s methods for identifying and correcting manufacturing problems were confounded
by unexpected inconsistencies inherent in handling DNA. Monday, the printing process ap-
peared to be working fine, Tuesday mysterious problems arose.

Tensions mounted between the physical scientists and life scientists on the team. The biol-
ogists were accustomed to phenomenon being inconsistent and imperfectly understood—that
was the nature of their science. But the physical scientists fixated on achieving perfection—



which translated to extremely low error rates in manufacturing processes. Biologists eventu-
ally complained that they could not find an audience for their viewpoints. Dr. Chase recalled
the tensions:

“The biologists disagreed with our methodical approach. They wanted to get to market. Corning

focuses on quality—on making things work right. We would say ‘We shouldn’t have this variabil-

ity. This batch is bad.’ The biologists would say ‘You don’t understand what is needed.’ We would

say ‘You don’t understand how good we can get.’ They would say ‘Humans have perhaps 100,000

genes. As of today we only know 7,000 or so. 10% wrong in our world is not a big deal.’ ”

As milestones in the development process were missed, other tensions initially buried in the
excitement of launching a new business rose to the surface. The staff at FRC and the team in
Corning were not working together effectively. Development staff in Massachusetts began to
assert their independence, believing they could accomplish more on their own than in partner-
ship with the team in New York. Interaction between the development and commercialization
staffs was unproductive—the life sciences unit had much less experience developing and
launching new products than other Corning business units.

Furthermore, tensions arose between the staff of the core life sciences business and the ad-
vanced molecular biology product lines—microplates and microarrays. Mr. Huntington re-
called one incident:

“I was traveling with one of our sales reps, and a customer was interested in microplates. And the

rep said ‘Well, you’re going to have to contact Carol, because I don’t handle microplates.’ I just

about died. There was synergy in approaching customers—we did well in some places and less

well in others.”

The sales operations were not easy to integrate because the customer buying processes were
very different. The core life sciences products were inexpensive, and administrative staff made
routine purchases several times per year. By contrast, senior managers were involved in the
system-level decisions associated with microarray purchases, and deliberated for long time pe-
riods. Longer, in fact, than had been anticipated in the business plan.

Augmenting these tensions, the microarray commercialization team had assumed what Mr.
Adler described as a rather elitist attitude. Blaming himself, he recalled telling the microarray
sales reps that they were selected because they were the best, because this venture was the fu-
ture. They were successful in getting resources whenever they needed them, while the core
business struggled to do so. One Corning executive observed that the same dynamics disrupted
cooperation between the telecommunications group and Corning Technologies.

The leadership group was also struggling to get along. Relationships between Mr. Woodbury
and Mr. Huntington, and also between Mr. Woodbury and Ms. Hamel, foundered. They had fre-
quent awkward meetings, and failed to achieve a consensus on many decisions.

By late 1999, despite a budget that had risen to roughly $30M per year, the Gen 1 printing
process was still not working. The Gen 2 process was way behind its development schedule.
Most of the people involved in the venture had lost confidence. Their expectations had been
dashed.
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Diagnosing the Problems with the Venture

Mr. Ford, having succeeded Mr. Gilbert as the President of Corning Technologies, was con-
cerned about the prospects for a turnaround, as was Mr. Allen, who by then had replaced Mr.
Keller as head of the development group. (Refer to organization chart, [Exhibit 1].) 

The two agreed that the venture’s organizational approach appeared unwieldy, and because
of Corning’s focus on fiber-optics, Corning’s best leaders had not been selected to manage an
important but highly risky venture. They also observed that the team managing the venture
lacked cohesion. Worse, the various groups involved in the project were not sharing informa-
tion, and were sometimes fighting.

Finally, Mr. Ford and Mr. Allen noted that giving the same general manager (Mr. Hunting-
ton) responsibility for both mature and new product lines created too many conflicting pres-
sures. The life sciences unit was trying to sustain profitability while the microarrays venture
rapidly consumed cash.

Based on these observations, Mr. Ford and Mr. Allen decided to make some significant
changes.

In 2002, with the benefit of hindsight, Corning executives made several additional observa-
tions about what had transpired through late 1999. Dr. Fraser observed that in the effort to get
Gen 1 products to market, resource allocation decisions had been ineffective. He described the
problem:

“When we hit problems, we would attempt to solve them by saying ‘Look, there are five aspects to

this problem. I need a couple of people to work on each.’ An expert, on the other hand, would say

‘There are five aspects to this problem, but based on my knowledge and experience I know that

three are very minor and have almost no impact on what we are trying to do. We only need a cou-

ple of people each for the other two.’ ”

In addition, the leadership struggled on occasion in matching problems to the people with
the right expertise. This created dissension among the staff, as some questioned why others
were spending so much time working on problems that seemed unimportant. Dr. Fraser also
observed that the venture had attracted resources very quickly—perhaps so quickly that the
assets for the venture had been assembled without time for sufficient thought, or without suf-
ficient information.

Despite these issues, Dr. Fraser felt that the technical progress had been significant. Corn-
ing had created a large base of talented scientists, constructed new laboratories, established
some new intellectual property, created some incredible inventions, and built the basic Gen 2
printing machinery (which still needed to be perfected):

“The early technical teams did incredible jobs even in the face of the disagreements, the overly op-

timistic market entry timings, and the lack of management experience in life sciences. Many of

our technological accomplishments are paying off in other products today.”

Furthermore, Mr. Adler observed that in an effort to get the product launched in the ex-
pected time frame, Ms. Hamel and Mr. Woodbury, who in fairness had insufficient power to re-
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duce expectations, became very intent on advancing the project smartly through the five-stage
innovation process:

“We’d make a lot of decisions to get back to plan. The same way you would in an operating busi-

ness. In the venture capital world, where you know you have a certain amount of cash, you focus

much more on your burn rate.”

Mr. Allen reflected that they needed to allow more flexibility to iterate through stages—

there were many ambiguities to resolve, and marching down a single path was an unlikely
route to success. Problems could not always be resolved with simple, expedient solutions. While
the team acted as though it was in Stage 3 or Stage 4 in the innovation process, a more rea-
sonable assessment indicated that they were still in Stage 2.

Reconstituting the Microarrays Business Team

Mr. Ford and Mr. Allen had developed Greg Brown’s career over many years. They regarded
him as one of Corning’s most talented general managers. Like most of his colleagues, he had
little exposure to life sciences businesses. But he had worked on development projects in the
past, and had demonstrated an ability to get scientists, engineers, and businesspeople all
working together.

In November, 1999, they selected him to replace Mr. Woodbury. Mr. Brown felt some reluc-
tance, but Mr. Ford and Mr. Allen knew him to be a “good soldier” and left him little choice in
the matter.

Mr. Allen viewed Mr. Brown as the program manager, meaning that he had singular re-
sponsibility for the venture. Mr. Ford wanted to be more involved in the venture, so Mr. Brown
communicated with both Mr. Ford and Mr. Allen frequently. Mr. Brown and Mr. Huntington
had little experience working together, and each went out of their way to gain trust by com-
municating decisions and sharing information.

As part of the effort to reshape the business, Mr. Ford, Mr. Allen and Mr. Huntington
agreed to move all of the staff working on the project in Massachusetts to Corning, NY, in
order to help build more productive working relationships. Roughly half of the staff resigned
in the process, including some key scientists such as Samuel King, who appeared to have
never overcome his resentment of Corning since its acquisition of Costar.

One of Mr. Brown’s early concerns was gaining sufficient cooperation from Mr. Woodbury to
ensure a smooth transition. However, Mr. Woodbury proved to be extremely helpful, and later
confided that he was relieved to put the venture behind him.

Mr. Brown’s mandate was to diagnose any problems, and then decide whether or not the
venture should go forward or not. But he never explicitly considered exiting, once he saw the
business potential and the technology fit:

“I just dove in. The possibilities were intriguing, and the challenge of overcoming technical hur-

dles was something I always liked.”

Mr. Brown had learned to avoid momentous changes early in a new position:

“I don’t believe you should go in and start mixing things up until you know what is going on.

Things are the way they are for a reason.”



However, the atmosphere was so charged that Mr. Brown felt compelled to act immediately:

“I will never forget this. On Monday I started to talk with the team. By Tuesday afternoon, I

called everyone together because I was just so shocked. I said ‘We have got to talk. This ridiculous-

ness has got to stop. We are all accountable. We are all leaders. This thing will self-destruct if we

don’t do something fast.’ ”

He went on to insist that conflicts could no longer be buried, that all frustrations must be aired.
Some of the staff later let Mr. Brown know that the meeting was much-needed, and long over-
due. Brian Chase, a close colleague of Mr. Brown’s, emerged as both a senior technical advisor
and the steady “voice of reason” that helped keep the research and development teams
together.

The change in leadership reset expectations. The venture had a fresh start. The past was
forgotten. While revenue expectations remained in the hundreds of millions of dollars, devel-
opment milestones were pushed back roughly one year. The market opportunity still looked at-
tractive.

In the first quarter of 2000, however, the venture suffered a significant disappointment. The
team had set expectations in the press and with customers that they were very close to launch-
ing a yeast DNA microarray (based on the Gen 1 manufacturing process.) But they discovered
that their first large batch was contaminated. The team seemed to expect a harsh reaction from
Mr. Brown, but none came. There were no blatant operational mistakes. The team had worked
hard, following their best understanding of the manufacturing process. Mr. Brown accepted the
problem, and set the team to diagnosing and fixing it.

Later, however, Mr. Brown made additional changes to the organization. He placed Andrew
Roberts, a Corning veteran who was at a natural transition point in his career, in charge of
manufacturing. In addition, Mr. Brown and Mr. Allen agreed that Ms. Hamel needed to be re-
placed by someone with more familiarity with life sciences. On a customer visit to SmithKline
Beecham, Mr. Allen met William Hall, one of the first customers that bought Corning’s un-
printed coated glass slides. Dr. Hall had a PhD in molecular biology, was well published, held
several patents, and had spent the previous seven years managing the high throughput mi-
croarray facility at SmithKline Beecham.

Mr. Allen hired Dr. Hall in May, 2000 to replace Ms. Hamel. Officially Dr. Hall reported to Mr.
Allen, but Mr. Allen made it clear that Mr. Brown led the venture. The new business team was
in place.

Working Towards Product Launch

Through the summer of 2000, the team worked to fix the Gen 1 manufacturing line while con-
tinuing development of the Gen 2 process. The team solved problems with DNA supply by hir-
ing a full time molecular biology expert to work with vendors to train suppliers and establish
new standards for the industry. As a result, CMT launched the Gen 1 yeast microarray prod-
uct in September.

But the market had shifted by then. Few researchers were running experiments on yeast
DNA because progress on the mapping of the human genome enabled more enticing experi-
ments using human DNA. While sales of the product were disappointing, customers gave out-
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standing feedback. According to Mr. Huntington, the product was a “home run” from a techni-
cal standpoint. The feedback was a confidence boost for the CMT team. Internal perceptions of
the venture’s performance were rising.

Around this time, Mr. Ford acted to eliminate the conflicting pressures on Mr. Huntington,
created by the demands of simultaneously managing a nascent venture and a mature busi-
ness. He made the microarray venture its own independent division, dubbed Corning Microar-
ray Technologies (CMT). The microplates product line was merged with the life science unit
under Mr. Huntington. Mr. Brown now reported directly to Mr. Ford.

Meanwhile, progress on the development of the Gen 2 process was disappointing. The re-
lationship between the FRC and Corning had improved. Still, cultural differences and the
physical distance resulted in incomplete and occasionally inaccurate transfer of technology
from the point of development (FRC) to the point of manufacture (Corning, NY). Mr. Roberts
described his role:

“I was to lead the transition from development to manufacturing. But the job ended up being

more development. And it changed dramatically over the next year and a half. We had demon-

strated feasibility, but were having difficulty with replicability.”

Mr. Roberts endeavored to quicken the pace of learning by eliminating delays involved in ex-
perimentation. For example, he shortened the total time for testing new nozzles for the print-
ing robots (a process that had steps in both France and New York) from a few months to a few
weeks. He also eliminated the delays in information flows associated with a quality control
process from several weeks to several days.

Despite these improvements, the team continued to miss milestones. But in Mr. Lewis’s ob-
servation, the milestones were more tangible under Mr. Brown, and the team was more suc-
cessful in overcoming the difficulties in diagnosing what was going wrong. Things that the
team did not know became increasingly identifiable and evident. Several key decisions made
early in the development process were revisited.

Despite some struggles over staff assignments with the telecommunications group, delays
could not be blamed on a lack of resources. In fact, based on an aggressive revenue forecast to
which the CMT team had committed, Mr. Roberts built a large manufacturing staff many
months before the product was ready.

By December 2000, the team felt that launch with a Gen 2 product was imminent, and built
some anticipation with customers directly and through the press. But another difficult setback
followed.

Meanwhile, Affymetrix continued to reiterate long-standing warnings that they suspected
Corning’s Gen 2 system infringed on their patents, and that they intended to litigate. The tech-
nical team believed that the Affymetrix patents could be worked around, or would eventually
crumble under legal challenges from elsewhere in the industry. Nonetheless, Mr. Brown and
Mr. Ford had researched the problem and had begun pursuing conversations with Affymetrix
about licensing certain aspects of their printing technology over one year earlier. Negotiations
were tense.



Sudden Cutbacks

By the middle of 2001, the development team had overcome many hurdles, and Gen 2 product
launch once again seemed imminent. The team successfully produced a unique human DNA
product, and manufacturing yields approached 80%. Confidence and excitement continued to
build, though Corning employees outside of CMT may only have noticed that the Gen 2 prod-
uct still hadn’t been launched. (The team had also successfully produced a human DNA prod-
uct using the Gen 1 system and was also preparing it for launch.) The market still appeared
promising—roughly 30% of the microarrays were still self-printed by potential customers,
while another 44% used the expensive Affymetrix system.1

Meanwhile, orders for Corning’s fiber-optic cable were unexpectedly plummeting. Mr. Ford
was in a bind. He anticipated that the annual budgeting cycle for 2002 would result in se-
vere, corporate-wide budget cuts in October, and best-case forecasts for CMT still showed a
$30M loss. He asked Mr. Brown for options for keeping the venture alive with half or less of
its current budget.

Upon return from his two weeks of travel, the CMT team presented Mr. Brown with a plan
for a $15M per year budget. The plan allowed the venture to continue to make progress, albeit
at a slower rate. Mr. Brown was pleased with the plan and with the team, which had proven
able to make consensus decisions involving sacrifice. (Dr. Fraser, who was involved in formu-
lating the plan, later reflected that the fact that the process wasn’t much more contentious only
indicated that the budget was too big to begin with.) Shortly thereafter, Mr. Brown reached
agreement with Affymetrix on a framework for an expensive licensing agreement.

Meanwhile, Mr. Ford had commissioned another consulting study to review a wide range of
growth options for Corning, including taking another look at CMT. The consultants encouraged
a system-level view of the genomics market. They forecast that profitability in the industry
would eventually shift to bioinformatics—computer systems, software, and services for man-
aging the information generated by genetic experimentation. They recommended that Corning
acquire the bioinformatics capability rather than try to build it themselves. If Corning did so,
the consultants argued, they would certainly have sufficient influence in the industry to set
standards. It was unclear just how expensive the acquisition would be.

A bioinformatics industry was in fact developing. But some scientists at Corning dismissed
the consulting recommendation because they were aware of customers that readily handled
the data collection and analysis aspects of their work on spreadsheets. Plus, they argued, lab-
oratories protected their valuable results and would hesitate to let outsiders manage them.

The telecom market weakened further, so much so that September 2001 became known as
the “September from hell.” Mr. Ford decided to stop funding CMT entirely. Mr. Brown, Mr.
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Allen, and Dr. Fraser, who wrote a forty-page white paper on how CMT could still succeed fol-
lowing a new approach, all endeavored to change his mind—but to no avail. Mr. Brown recalled
some of Mr. Ford comments:

“I know you believe in the business Greg. But to be honest, I just don’t know. I don’t know the cus-

tomers, and can’t justify continued investment.”

Others at the corporate level were unable to be supportive, too busy dealing with the fiber
market to give much attention. Mr. Ford cited a number of reasons for the decision (in no par-
ticular order): 1) scarce capital, 2) lack of control over intellectual property and aggressive
Affymetrix posturing, 3) uncertainty over how the industry would evolve, including ambiguity
regarding the necessity to buy into the bioinformatics market, 4) repeated missed deadlines, 5)
no revenue streams beyond roughly $5M per year for unprinted slides, 6) several potential
competitors appeared to have spent far more even than Corning to develop a microarray prod-
uct line . . ., and 7) personal discomfort and unfamiliarity with the business—a feeling shared
by the rest of the corporate management team.

In late 2001, the decision was made to stop the program. When all was said and done, half
of the sales staff and most of the manufacturing staff was outplaced or laid off. Cutbacks were
not as severe within R&D—positions were identified on other projects inside Corning. All ef-
forts to print microarrays were halted. All of the yeast microarrays were sold at bargain prices,
and supplies of human DNA were written off. . . .

The Next Year

Over the following twelve months, the telecommunications market showed little sign of recov-
ery. Corning eliminated 12,000 of 40,300 jobs worldwide. They announced closure of seven
major manufacturing plants, reduced capital spending from $2.5 billion to $1.8 billion, and
stopped all expansion projects in the telecommunications segment. In order to pay for remain-
ing expenses, Corning discontinued dividend payments in July 2001, issued new shares to
raise $225 million in August 2001, and issued convertible debt to raise $665 million in No-
vember 2001.

Year-end results for 2001 showed that telecommunications revenues dropped 14% to $4.5
billion, compared to a 74% increase between 1999 and 2000. Corporate-wide, revenues dropped
12% to $6.3 billion, and Corning suffered a net loss of $5.5 billion (including the $4.8 billion
write-off). Long-term debt as a percentage of total capital increased to 45% from 27%. Late in
2001, Standard and Poor’s downgraded Corning’s debt rating from A to BBB and maintained a
negative outlook. Moody and Fitch followed with similar downgrades. In April, 2002, CEO Matt
Dickenson stepped down, just 16 months after his appointment.

Mr. Brown was evaluated positively on his performance in managing CMT, and was as-
signed another new venture related to diesel technologies. Mr. Ford believed this project had a
higher probability of success, and anticipated that Mr. Brown would soon be running a major
new division.

Dr. Hall continued to work for Corning in the life sciences area. A great deal of scientific and
engineering know-how was retained, and Corning continued to evaluate possible new products



in the life sciences market. In fact, they had expanded their offering of unprinted slides and of-
fered kits which included the slides plus reagents used in the printing process.

As of the autumn of 2002, genetics researchers still had no compelling alternative to the
Affymetrix system other than printing their own microarrays.

For Discussion

1. Was DNA Microarrays a sensible growth opportunity for Corning to pursue?

2. What are the differences between the CMT business model and the general business model
for Corning Technologies?

3. Did Corning build an adequate level of expertise in molecular biology? Explain.

4. Why did the initial microarray leadership team falter?

5. Evaluate Greg Brown’s priorities upon taking over the newly created CMT division.

6. How was the microarray venture affected by the buildup and subsequent sudden decline of
the telecommunications business?

7. On a graph over time, trace perceptions of how the microarray venture was performing. On
what basis did these perceptions form? Change? Evaluate.

8. In 2002, how secure do you suspect was Affymetrix position in the microarray market? Ex-
plain.
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Chapter

Analyzing Financial
Performance Reports

This chapter focuses on analyzing financial performance measures. The first part describes
how variances between actual and budgeted data are calculated for business units. Because ex-
pense and revenue budgets are part of the budgets for business units, the discussion can be ex-
tended to cover expense and revenue centers as well. The second part describes how reports of
these variances are used by senior management to evaluate business unit performance. In the
next chapter, we describe how nonfinancial performance measures can be incorporated into the
management control process.

Calculating Variances

Although the focus of this section is on comparing actual performance with the budget, compe-
tent operating managers nevertheless adopt a continuous improvement, or Kaizen, mentality;
they do not assume that optimal performance is being “on budget.” Most companies make a
monthly analysis of the differences between actual and budgeted revenues and expenses for
each business unit and for the whole organization (some do this quarterly). Some companies
merely report the amount of these variances, as in Exhibit 10.1. This statement shows that the
actual profit was $52,000 higher than budget, and that the principal reason for this was that
revenues were higher than budget. It doesn’t illustrate why the revenues were higher or
whether there were significant offsetting differences in the variances of the expense items that
were netted out in the overall numbers.

A more thorough analysis identifies the causes of the variances and the organization unit re-
sponsible. Effective systems identify variances down to the lowest level of management. Vari-
ances are hierarchical. As shown in Exhibit 10.2, they begin with the total business unit perfor-
mance, which is divided into revenue variances and expense variances. Revenue variances are
further divided into volume and price variances for the total business unit and for each mar-
keting responsibility center within the unit. They can be further divided by sales area and sales

10
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district. Expense variances can be divided between manufacturing expenses and other ex-
penses. Manufacturing expenses can be further subdivided by factories and departments within
factories. Therefore, it is possible to identify each variance with the individual manager who is
responsible for it. This type of analysis is a powerful tool, without which the efficacy of profit
budgets would be limited.

The profit budget has embedded in it certain expectations about the state of the total indus-
try and about the company’s market share, its selling prices, and its cost structure. Results
from variance computations are more “actionable” if changes in actual results are analyzed

EXHIBIT 10.1 Performance Report, January (000s)

Actual Better (Worse) 
Actual Budget than Budget

Sales $875 $600 $275
Variable costs of sales 583 370 (213)
Contribution 292 230 62
Fixed overhead 75 75 —
Gross profit 217 155 62
Selling expense 55 50 (5)
Administration expense 30 25 (5)
Profit before taxes $132 $  80 $  52

EXHIBIT 10.2 Variance Analysis Disaggregation

Total
variance

Manufacturing
costs 

Variable
costs

Fixed 
costs 

Direct 
labor 
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Material 
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against each of these expectations. The analytical framework we use to conduct variance analy-
sis incorporates the following ideas:

• Identify the key causal factors that affect profits.

• Break down the overall profit variances by these key causal factors.

• Focus on the profit impact of variation in each causal factor.

• Try to calculate the specific, separable impact of each causal factor by varying only that fac-
tor while holding all other factors constant (“spinning only one dial at a time”).

• Add complexity sequentially, one layer at a time, beginning at a very basic “commonsense”
level (“peel the onion”).

• Stop the process when the added complexity at a newly created level is not justified by
added useful insights into the causal factors underlying the overall profit variance.

Exhibit 10.3 provides details of the budget of the business unit whose performance is reported
in Exhibit 10.1.

Revenue Variances

In this section, we describe how to calculate selling price, volume, and mix variances. The cal-
culation is made for each product line, and the product line results are then aggregated to cal-
culate the total variance. A positive variance is favorable, because it indicates that actual profit
exceeded budgeted profit, and a negative variance is unfavorable.

Selling Price Variance

The selling price variance is calculated by multiplying the difference between the actual
price and the standard price by the actual volume. The calculation is shown in Exhibit 10.4.
It shows that the price variance is $75,000, unfavorable.

EXHIBIT 10.3 Budget for January ($000s)

Product A Product B Product C Total 
100* 100* 100* Budget

Unit Total Unit Total Unit Total

Sales $1.00 $100 $2.00 $200 $3.00 $300 $600
Standard variable cost:

Material 0.50 50 0.70 70 1.50 150 270
Labor 0.10 10 0.15 15 0.10 10 35
Variable overhead 0.20 20 0.25 25 0.20 20 65

Total variable cost 0.80 80 1.10 110 1.80 180 370
Contribution $0.20 20 $0.90 90 $1.20 120 230
Fixed costs:

Fixed overhead 25 25 25 75
Selling expense 17 17 17 50
Administrative expense 8 8 8 25

Total fixed costs 50 50 50 150
Profit before taxes $ (30) $ 40 $  70 $  80

*Standard volume (units).
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EXHIBIT 10.4 Selling Price Variances, January (000s)

Product

A B C Total

Actual volume (units) 100 200 150
Actual price per unit $   0.90 $    2.05 $    2.50
Budget price per unit 1.00 2.00 3.00
Actual over/(under) budget per unit (0.10) 0.05 (0.50)
Favorable/(unfavorable) price variance (10) 10 (75) (75)

Mix and Volume Variance

Often the mix and volume variances are not separated. The equation for the combined mix and
volume variance is:

Mix and volume variance ⫽ (Actual volume ⫺ Budgeted volume)

* Budgeted unit contribution

The calculation of mix and volume variance is shown in Exhibit 10.5; it is $150,000 favorable.
The volume variance results from selling more units than budgeted. The mix variance re-

sults from selling a different proportion of products from that assumed in the budget. Because
products earn different contributions per unit, the sale of different proportions of products
from those budgeted will result in a variance. If the business unit has a “richer” mix (i.e., a
higher proportion of products with a high contribution margin), the actual profit will be higher
than budgeted; and if it has a “leaner” mix, the profit will be lower. The volume and mix vari-
ances are joint, so techniques for separating them are somewhat arbitrary. One such technique
is described next.

Mix Variance

The mix variance for each product is found from the following equation:

Mix variance ⫽ [(Actual volume of sales)

⫺ (Total actual volume of sales * Budgeted proportion) 

* Budgeted unit contribution]

EXHIBIT 10.5 Sales Mix and Volume Variance, January ($000s)

(1) (2) (3) (4) (5) (6)
Actual Budgeted Difference Unit Variance

Product Volume Volume (2) ⴚ (3) Contribution (4) * (5)

A 100 100 — — —
B 200 100 100 $0.90 $  90
C 150 100 50 1.20 60

Total 450 300 $150
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The calculation of the mix variance is shown in Exhibit 10.6. It shows that a higher proportion
of product B and a lower proportion of product A were sold. Since product B has a higher unit
contribution than product A, the mix variance is favorable, by $35,000.

Volume Variance

The volume variance can be calculated by subtracting the mix variance from the combined mix
and volume variance. This is $150,000 minus $35,000, or $115,000. It can also be calculated for
each product as follows:

Volume variance ⫽ [(Total actual volume of sales) * (Budgeted percentage)

⫺ (Budgeted sales)] * (Budgeted unit contribution)

The calculation of the volume variance is shown in Exhibit 10.7.

Other Revenue Analyses

Revenue variances may be further subdivided. In our example, Exhibits 10.4, 10.5, 10.6, and
10.7 provide the information needed to classify them by product. Such a classification is shown
in Exhibit 10.8.

Market Penetration and Industry Volume

One extension of revenue analysis is to separate the mix and volume variance into the amount
caused by differences in market share and the amount caused by differences in industry vol-
ume. The principle is that the business unit managers are responsible for market share, but

EXHIBIT 10.6 Mix Variance, January ($000s)

(1) (2) (3) (4) (5) (6) (7)
Budgeted

Budgeted Mix at Actual Difference Unit Variance
Product Proportion Actual Volume Sales (4) ⴚ (3) Contribution (5) * (6)

A 1⁄3 150† 100 (50) $0.20 $(10)
B 1⁄3 150 200 50 $0.90 45
C 1⁄3 150 150 — — —

Total 450 450 $ 35

†1⁄3 * 450 ⫽ 150.

EXHIBIT 10.7 Sales Volume Variance, January ($000s)

(1) (2) (3) (4) (5) (6)
Budgeted

Mix at
Actual Budgeted Difference Unit Volume

Product Volume Volume (2) ⴚ (3) Contribution Variance

A 150 100 50 $0.20 $ 10
B 150 100 50 0.90 45
C 150 100 50 1.20 60

Total 450 300 150 $115



they are not responsible for the industry volume because that is largely influenced by the state
of the economy. To make this calculation, industry sales data must be available. This calcula-
tion is given in Exhibit 10.9.

Section A of Exhibit 10.9 provides the assumptions that were made in the original budget
shown in Exhibit 10.3, and Section B provides details on actual industry volume and market
share for the month of January.

The following equation is used to separate the effect of market penetration from industry
volume on the mix and volume variance:

Market share variance ⫽ [(Actual sales) – (Industry volume)]

* Budgeted market penetration

* Budgeted unit contribution

The market share variance is found for each product separately, and the total variance is the
algebraic sum. The calculation is shown in Section C. It shows that $104,000 of the favorable
mix and volume variance of $150,000 resulted from the fact that market penetration was bet-
ter than budget. The remaining $46,000 resulted from the fact that actual industry dollar vol-
ume was higher than the amount assumed in the budget.

The $46,000 industry volume variance can also be calculated for each product as follows:

Industry volume variance ⫽ (Actual industry volume ⫺ Budgeted industry

volume) * Budgeted market penetration

* Budgeted unit contribution

This calculation of variance due to industry volume is shown in Section D.

Expense Variances

Fixed Costs

Variances between actual and budgeted fixed costs are obtained simply by subtraction, since
these costs are not affected by either the volume of sales or the volume of production. This is
shown in Exhibit 10.10.

Variable Costs

Variable costs are costs that vary directly and proportionately with volume. The budgeted vari-
able manufacturing costs must be adjusted to the actual volume of production. Assume that
the January production was as follows: product A, 150,000 units; product B, 120,000 units;
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EXHIBIT 10.8 Revenue Variances by Product, January ($000s)

Product

A B C Total

Price variance $(10) $  10 $(75) $(75)
Mix variance (10) 45 — 35
Volume variance 10 45 60 115
Total $(10) $100 $(15) $ 75
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EXHIBIT 10.9 Industry Volume and Market Share Variances, January ($000s)

A. Budgeted Sales Volume
Product

A B C Total

Estimated industry volume (units) 833 500 1,667 3,000
Budgeted market share 12% 20% 6% 10%
Budgeted volume (units) 100 100 100 300

B. Actual Market Share
Product

A B C Total

Actual industry volume, units 1,000 1,000 1,000 3,000
Actual sales (units) 100 200 150 450
Actual market share 10% 20% 15% 15%

C. Variance Due to Market Share
Product

A B C Total

(1) Actual sales (units) 100 200 150 450
(2) Budgeted shares at actual industry volume 120 200 60 380
(3) Difference (1 – 2) (20) — 90 70
(4) Budgeted unit contribution $0.20 $0.90 $1.20
(5) Variance due to market share (3 * 4) (4.00) — 108 $104

D. Variance Due to Industry Volume
Product

A B C Total

(1) Actual industry volume 1,000 1,000 1,000 3,000
(2) Budgeted industry volume 833 500 1,667 3,000
(3) Difference (1 – 2) 167 500 (667) —
(4) Budgeted market share 12% 20% 6%
(5) (3 * 4) 20 100 (40)
(6) Unit contribution (budget) $0.20 $0.90 $1.20
(7) Total (5 * 6) 4.00 90.00 (48.00) $46

EXHIBIT 10.10 Fixed-Cost Variances, January ($000s)

Favorable or
Unfavorable

Actual Budget Variances

Fixed overhead $  75 $  75 $  —
Selling expense 55 50 (5)
Administrative expense 30 25 (5)
Total $160 $150 $(10)
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product C, 200,000 units. Assume also that the variable manufacturing costs incurred in Jan-
uary were as follows: material, $470,000; labor, $65,000; variable manufacturing overhead,
$90,000. Exhibit 10.3 shows the standard unit variable costs.

The budgeted manufacturing expense is adjusted to the amount that should have been spent at
the actual level of production by multiplying each element of standard cost for each product by the
volume of production for that product. This calculation is shown in Exhibit 10.11.

This exhibit shows that there was an unfavorable variance of $13,000 in January. This is
called a spending variance because it results from spending $13,000 in excess of the adjusted
budget. It consists of unfavorable material and labor variances of $11,000 and $12,000, re-
spectively. These are partially offset by a favorable overhead spending variance of $10,000.

The volume that is used to adjust the budgeted variable manufacturing expenses is the
manufacturing volume, not the sales volume, which was used in finding the revenue variances.
In the simple example given here, we assumed that the two volumes were the same—namely,
that the quantity of each product manufactured in January was the same as the quantity sold
in January. If production volume differed from sales volume, the cost difference would show up
in changes in inventory. Depending on the company’s inventory costing method, this might or
might not result in a production volume variance. Calculation of such a variance is explained
in the next section.

In this example, we assumed that all the nonmanufacturing expenses were fixed. If some of
them had variable components, the variances should be calculated in the same way as was
used for the calculation of manufacturing cost variances.

Summary of Variances

There are several ways in which the variances can be summarized in a report for management.
One possibility is shown in Exhibit 10.12. It was used primarily because the amounts can be
traced easily to the earlier exhibits. Another form of presentation is to show the actual
amounts, as well as the variances. This gives an indication of the relative importance of each
variance as a fraction of the total revenue or expense item to which it relates.

Variations in Practice

The example just given, although complicated, is a relatively straightforward way of identify-
ing the variances that caused actual profit in a business unit to be different from the budgeted
profitability. Some variations from this approach are described in this section.

EXHIBIT 10.11 Variable Manufacturing Expense Variances, January ($000s)

Product
Favorable/

(Unfavorable) 
A B C Total Actual Variances

Material $  75 $  84 $300 $459 $470 $(11)
Labor 15 18 20 53 65 (12)
Overhead (variable) 30 30 40 100 90 10
Total $120 $132 $360 $612 $625 $(13)
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Time Period of the Comparison

The example compared January’s budget with January’s actuals. Some companies use perfor-
mance for the year to date as the basis for comparison; for the period ended June 30, they
would use budgeted and actual amounts for the six months ending on June 30 rather than the
amounts for June. Other companies compare the budget for the whole year with the current es-
timate of actual performance for the year. The actual amounts for the report prepared as of
June 30 would consist of actual numbers for the first six months plus the best current estimate
of revenues and expenses for the second six months.

A comparison for the year to date is not as much influenced by temporary aberrations that
may be peculiar to the current month and, therefore, that need not be of as much concern to
management. On the other hand, it may mask the emergence of an important factor that is not
temporary.

A comparison of the annual budget with current expectation of actual performance for the
whole year shows how closely the business unit manager expects to meet the annual profit
target. If performance for the year to date is worse than the budget for the year to date, it is
possible that the deficit will be overcome in the remaining months. On the other hand, forces
that caused actual performance to be below budget for the year to date may be expected to
continue for the remainder of the year, which will make the final numbers significantly dif-
ferent from the budgeted amounts. Senior management needs a realistic estimate of the
profit for the whole year, both because it may suggest the need to change the dividend policy,
to obtain additional cash, or to change levels of discretionary spending, and also because a
current estimate of the year’s performance is often provided to financial analysts and other
outside parties.

Obtaining a realistic estimate is difficult. Business unit managers tend to be optimistic
about their ability to perform in the remaining months because, if they are pessimistic, this

EXHIBIT 10.12 Summary Performance Report, January ($000s)

Actual profit (Exhibit 10.1) $ 132
Budgeted profit (Exhibit 10.1) 80
Variance $ 52

Analysis of Variance—Favorable/(Unfavorable)
Revenue variances:

Price (Exhibit 10.4) $ (75)
Mix (Exhibit 10.6) 35
Volume (Exhibit 10.7) 115

Net revenue variances $ 75
Variable-cost variances (Exhibit 10.11):

Material $ (11)
Labor (12)
Variable overhead 10

Net variable-cost variances $ (13)
Fixed-cost variances (Exhibit 10.10):

Selling expense $ (5)
Administrative expense (5)

Net fixed-cost variances $ (10)
Variance $ (52)



casts doubt on their ability to manage. To some extent, this tendency can be overcome by plac-
ing the burden of proof on business unit managers to show that the current trends in volume,
margins, and costs are not going to continue. Nevertheless, an estimate of the whole year is
soft, whereas actual performance is a matter of record. An alternative that lessens this prob-
lem is to report performance both for the year to date and for the year as a whole.

Focus on Gross Margin

In the example, we assumed that selling prices were budgeted to remain constant through-
out the year. In many companies, changes in costs or other factors are expected to lead to
changes in selling prices, and the task of the marketing manager is to obtain a budgeted
gross margin—that is, a constant spread between costs and selling prices. Such a policy is
especially important in periods of inflation. A variance analysis in such a system would not
have a selling price variance. Instead, there would be a gross margin variance. Unit gross

margin is the difference between selling prices and manufacturing costs.

The variance analysis is done by substituting “gross margin” for “selling price” in the rev-
enue equations. Gross margin is the difference between actual selling prices and the standard

manufacturing cost. The current standard manufacturing cost should take into account
changes in manufacturing costs that are caused by changes in wage rates and in material
prices (and, in some companies, significant changes in other input factors, such as electricity in
aluminum manufacturing). The standard, rather than the actual, cost is used so that manu-
facturing inefficiencies do not affect the performance of the marketing organization.

Evaluation Standards

In management control systems, the formal standards used in the evaluation of reports on ac-
tual activities are of three types: (1) predetermined standards or budgets, (2) historical stan-
dards, or (3) external standards.

Predetermined Standards or Budgets

If carefully prepared and coordinated, these are excellent standards. They are the basis
against which actual performance is compared in many companies. If the budget numbers are
collected in a haphazard manner, they obviously will not provide a reliable basis for 
comparison.

Historical Standards

These are records of past actual performance. Results for the current month may be compared
with the results for last month, or with results for the same month a year ago. This type of
standard has two serious weaknesses: (1) conditions may have changed between the two peri-

ods in a way that invalidates the comparison, and (2) the prior period’s performance may not
have been acceptable. A supervisor whose spoilage cost is $500 a month, month after month, is
consistent; but we do not know, without other evidence, whether the performance was consis-
tently good or consistently poor. Despite these inherent weaknesses, historical standards are
used in some companies, often because valid predetermined standards are not available.
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External Standards

These are standards derived from the performance of other responsibility centers or of other
companies in the same industry. The performance of one branch sales office may be compared
with the performance of other branch sales offices. If conditions in these responsibility centers
are similar, such a comparison may provide an acceptable basis for evaluating performance.

Some companies identify the company that they believe to be the best managed in the indus-
try and use numbers from that company—either with the cooperation of that company or from
published material—as a basis of comparison. This process is called benchmarking.

Data for individual companies are available in annual and quarterly reports and in Form
10K. (Form 10K data are available from the Securities and Exchange Commission and are
published on the Internet for about 13,000 companies.) Data for industries are published in
Dun & Bradstreet Inc., Key Business Ratios; Standard & Poor’s Compustat Services Inc.;
Robert Morris Associates Annual Statement Studies; and annual surveys published in

Fortune, BusinessWeek, and Forbes. Trade associations publish data for the companies in their
industries.

Many companies publish their financial statements on the Internet. A problem with using
this information as a basis for comparison with competitors’ performance is that the names for
account titles are not the same. The American Institute of CPAs has a project that seeks to es-
tablish a standard set of account titles used in Internet reports. This is named the XBRL pro-
ject. When these titles become accepted, it should be easy to obtain averages and other data for
competitors by a simple computer program. Current information about this project can be ob-
tained from the AICPA Web site: www.oasis.open.org/cover/ siteindex.html. The Financial Ex-
ecutives Institute provides information about performance of member companies, but most is
available only to subscribers of its project. Tidbits are published in its journal, Financial

Executive.

Limitations on Standards

A variance between actual and standard performance is meaningful only if it is derived from
a valid standard. Although it is convenient to refer to favorable and unfavorable variances,
these words imply that the standard is a reliable measure of what performance should have
been. Even a standard cost may not be an accurate estimate of what costs should have been
under the circumstances. This situation can arise for either or both of two reasons: (1) the
standard was not set properly, or (2) although it was set properly in light of conditions exist-
ing at the time, changed conditions have made the standard obsolete. An essential first step
in the analysis of a variance is an examination of the validity of the standard.

Full-Cost Systems

If the company has a full-cost system, both variable and fixed overhead costs are included in
the inventory at the standard cost per unit. If the ending inventory is higher than the begin-
ning inventory, some of the fixed overhead costs incurred in the period remain in inventory
rather than flowing through to cost of sales. Conversely, if the inventory balance decreased dur-
ing the period, more fixed overhead costs were released to cost of sales than the amount actu-



ally incurred in the period. Our example assumed that the inventory level did not change.
Thus, the problem of treating the variance associated with fixed overhead costs did not arise.

If inventory levels change, and if actual production volume is different from budgeted sales
volume, part of the production volume variance is included in inventory. Nevertheless, the full
amount of the production volume variance should be calculated and reported. This variance is
the difference between budgeted fixed production costs at the actual volume (as stated in the
flexible budget) and standard fixed production costs at that volume.

If the company has a variable-cost system, fixed production costs are not included in inven-
tory, so there is no production volume variance. The fixed production expense variance is sim-
ply the difference between the budgeted amount and the actual amount.

The important point is that production variances should be associated with production vol-
ume, not sales volume.

Amount of Detail

In the example, we analyzed revenue variances at several levels: first, in total; then by vol-
ume, mix, and price; then by analyzing the volume and mix variance by industry volume and
market share. At each of these levels, we analyzed the variances by individual products. The
process of going from one level to another is often referred to as “peeling the onion”—that is,
successive layers are peeled off, and the process continues as long as the additional detail
is judged to be worthwhile. Some companies do not develop as many layers as shown in our
example; others develop more. It is possible, and in some cases worthwhile, to develop addi-
tional sales and marketing variances, such as the following: by sales territories, and even by
individual salesperson; by sales to individual countries or regions; by sales to key customers,
principal types of customers, or customers in certain industries; by sales originating from di-
rect mail, from customer calls, or from other sources. Additional detail for manufacturing
costs can be developed by calculating variances for lower-level responsibility centers and by
identifying variances with specific input factors, such as wage rates and material prices.

These layers correspond to the hierarchy of responsibility centers. Taking action based on
the reported variances is not possible unless they can be associated with the managers re-
sponsible for them.

With modern information technology, about any level of detail can be supplied quickly and
at reasonable cost. The problem is to decide how much is worthwhile. In part, the answer de-
pends on the information requested by individual managers—some are numbers oriented, oth-
ers are not. In the ideal situation, the basic data exist to make any conceivable type of analy-
sis, but only a small fraction of these data are reported routinely.

Engineered and Discretionary Costs

As we pointed out in Chapter 4, variances in engineered costs are viewed in a fundamentally
different way from variances in discretionary costs.

A “favorable” variance in engineered costs is usually an indication of good performance;
that is, the lower the cost the better the performance. This is subject to the qualification that
quality and on-time delivery are judged to be satisfactory.
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By contrast, the performance of a discretionary expense center is usually judged to be satis-
factory if actual expenses are about equal to the budgeted amount, neither higher nor lower.
This is because a favorable variance may indicate that the responsibility center did not per-
form adequately the functions that it had agreed to perform. Because some elements in a dis-
cretionary expense center are in fact engineered (e.g., the bookkeeping functions in the con-
troller organization), a favorable variance is usually truly favorable for these elements.

Limitations of Variance Analysis

Although variance analysis is a powerful tool, it does have limitations. The most important
limitation is that although it identifies where a variance occurs, it does not tell why the vari-
ance occurred or what is being done about it. For example, the report may show there was a sig-
nificant unfavorable variance in marketing expenses, and it may identify this variance with
high sales promotion expenses. It does not, however, explain why the sales promotion expenses
were high and what, if any, actions were being taken. A narrative explanation, accompanying
the performance report, should provide such an explanation.

A second problem in variance analysis is to decide whether a variance is significant. Statis-
tical techniques can be used to determine whether there is a significant difference between ac-
tual and standard performance for certain processes; these techniques are usually referred to
as statistical quality control. However, they are applicable only when the process is repeated at
frequent intervals, such as the operation of a machine tool on a production line. The literature
contains a few articles suggesting that statistical quality control be used to determine whether
a budget variance is significant, but this suggestion has little practical relevance at the busi-
ness unit level because the necessary number of repetitive actions is not present. Conceptually,
a variance should be investigated only when the benefit expected from correcting the problem
exceeds the cost of the investigation, but a model based on this premise has so many uncer-
tainties that it is only of academic interest. Managers therefore rely on judgment in deciding
what variances are significant. Moreover, if a variance is significant but is uncontrollable (such
as unexpected inflation), there may be no point in investigating it.

A third limitation of variance analysis is that as the performance reports become more
highly aggregated, offsetting variances might mislead the reader. For example, a manager
looking at business unit manufacturing cost performance might notice that it was on budget.
However, this might have resulted from good performance at one plant being offset by poor per-
formance at another. Similarly, when different product lines at different stages of development
are combined, the combination may obscure the actual results of each product line.

Also, as variances become more highly aggregated, managers become more dependent on the
accompanying explanations and forecasts. Plant managers know what is happening in their
plant and can easily explain causes of variances. Business unit managers and everyone above

them, however, usually must depend on the explanations that accompany the variance report of
the plant.
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Finally, the reports show only what has happened. They do not show the future effects of ac-
tions that the manager has taken. For example, reducing the amount spent for employee train-
ing increases current profitability, but it may have adverse consequences in the future. Also,
the report shows only those events that are recorded in the accounts, and many important
events are not reflected in current accounting transactions. The accounts don’t show the state
of morale, for instance.

Management Action

There is one cardinal principle in analyzing formal financial reports: The monthly profit report

should contain no major surprises. Significant information should be communicated quickly by
telephone, fax, electronic mail, or personal meetings as soon as it becomes known. The formal
report confirms the general impression that the senior manager has learned from these
sources. Based on this information, he or she may have acted prior to the receipt of the formal
report.

The formal report is nevertheless important. One of the most important benefits of formal re-

porting is that it provides the desirable pressure on subordinate managers to take corrective ac-

tions on their own initiative. Further, the information from informal sources may be incomplete
or misunderstood; the numbers in the formal report provide more accurate information, and
the report may confirm or cast doubts on the information received from informal sources. Also,
the formal report provides a basis for analysis because information from the informal sources
often is general and imprecise.

Usually, there is a discussion between the business unit manager and his or her superior, in
which the business unit manager explains the reasons for significant variances, the action
being taken to correct unfavorable situations, and the expected timing of each corrective ac-
tion. These explanations are necessarily subjective, and they may be biased. Operating man-
agers, like most people, don’t like to admit that unfavorable variances were caused by their
errors. A senior manager has an opinion, based on experience, as to the likelihood that a busi-
ness unit manager will be frank and forthcoming, and he or she judges the report accordingly.

Profit reports are worthless unless they lead to action. The action may consist of praise for
a job well done, suggestions for doing things differently, “chewing out,” or more drastic person-
nel actions. However, these actions are by no means taken for every business unit every month.
As long as business is going well, praise is the most that may be necessary, and most people
don’t even expect praise routinely.

Summary

Business unit managers report their financial performance to senior management regularly,
usually monthly. The formal report consists of a comparison of actual revenues and costs with
budgeted amounts. The differences, or variances, between these two amounts can be analyzed
at several levels of detail. This analysis identifies the causes of the variance from budgeted
profit and the amount attributable to each cause.
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Case 10-1

Variance Analysis Problems
I. In this case you are asked to analyze the February and March financial performance of the
Temple Division of the ABC Company as compared with its budget, which is shown in Exhibit
9.3 of the text.

Part A—February 1988

Below are the data describing the actual financial results of the Temple Division for the month
of February 1988.

Sales $781
Variable cost of sales 552
Contribution 229
Fixed manufacturing costs 80
Gross profit 149
Selling expense 57
Administrative expense 33
Net profit $  59

Sales

Product Unit Sales Price Dollar Sales

A 120 $0.95 $114
B 130 1.90 247
C 150 2.80 420

Total 400 781

Production

Manufacturing Cost

Units Variable
Product Produced Material Labor Overhead Total

A 150 $  80 $20 $  40 $140
B 130 91 21 35 147
C 120 190 15 30 235

Total 400 361 56 105 522

This case was prepared and copyrighted by John Dearden.
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Questions

1. Prepare an analysis of variance from profit budget assuming that the Temple Division em-
ployed a variable standard cost accounting system.

2. Prepare an analysis of variance from profit budget assuming that the Temple Division used
a full standard cost accounting system. Under this assumption, the actual cost of sales
amount would be $632,000. (Can you derive this figure?)

3. Industry volume figures are presented below. Separate the mix and volume variance into
the variance resulting from differences in market penetration and variance resulting from
differences in industry volume. Make the calculation for the variable cost system only. In-
dustry volume, February 1988:

Part B—March 1988

Below are the data describing the actual financial results for the Temple Division for the
month of March 1988.

Income Statement

Sales $498
Variable cost of sales 278
Contribution 220
Fixed manufacturing costs 70
Gross profit 150
Selling expense 45
Administrative expense 20
Net profit $  85

Sales

Product Unit Sales Price Dollar Sales

A 90 $1.10 $  99
B 70 2.10 147
C 80 3.15 252

Total 240 498

Production

Manufacturing Cost

Units Variable
Product Produced Material Labor Overhead Total

A 90 $  40 $  8 $17 $  65
B 80 55 10 18 83
C 100 150 8 19 177

Total 270 245 26 54 325

Units (000)

Product A 600
Product B 650
Product C 1,500



Question

Answer the same questions posed at the end of Part A. The actual cost of sales using full stan-
dard costing would be $340,500 in March. Industry volume for March was:
II. The profit budget for the Crocker Company for January 1988 was as follows:
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Units (000)

Product A 500
Product B 600
Product C 1,000

($000)

Sales $2,500
Standard cost of sales 1,620
Gross profit 880
Selling expense $250
Research and development expense 300
Administrative expense 120

Total expense 670
Net profit before taxes $   210

The product information used in developing the budget was as follows:

E F G H

Sales—units (000) 1,000 2,000 3,000 4,000
Price per unit $0.15 $0.20 $0.25 $0.30
Standard cost per unit:

Material 0.04 0.05 0.06 0.08
Direct labor 0.02 0.02 0.03 0.04
Variable overhead 0.02 0.03 0.03 0.05

Total variable cost 0.08 0.10 0.12 0.17
Fixed overhead ($000) 20 60 60 160
Total standard cost per unit 0.10 0.13 0.14 0.21

The actual revenues and costs for January 1988 were as follows:

($000)

Sales $2,160
Standard cost of sales 1,420
Net standard cost of variances 160

Actual cost of sales 1,580
Gross profit 580
Selling expense $290
Research and development expense 250
Administrative expenses 110

Total expense 650
Net loss $ (70)
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Operating statistics for January 1988 were as follows:

E F G H

Sales (units) 1,000 1,000 4,000 3,000
Sales price $0.13 $0.22 $0.22 $0.31
Production 1,000 1,000 2,000 2,000
Actual manufacturing costs (000):

Material $360
Labor 200
Overhead 530

Question

Prepare an analysis of variance between actual profits and budgeted profits for January 1988.



Case 10-2

Solartronics, Inc.
John Holden, president and general manager of Solartronics, Inc., was confused. Lisa Blocker,
the firm’s recently hired controller and financial manager, had instituted the preparation of a
new, summarized income statement. This statement was to be issued on a monthly basis. Mr.
Holden had just received a copy of the statement for January 1984 (see Exhibit 1).

Solartronics, Inc., a small, Texas-based manufacturer of solar energy panels, had been in
business since mid-1977. By the end of 1983, it had survived some bad years and positioned
itself as a reasonably good-sized firm within the industry. As part of a conscious effort to “pro-
fessionalize” the firm, Mr. Holden had added Ms. Blocker to the staff in the autumn of 1983.
Previous to that time, Solartronics had employed the services of a full-time, full-charge book-
keeper.

Mr. Holden’s confusion arose from the fact that he had not expected the firm to report a loss
for the month of January. While he knew that sales had been down, primarily due to the nor-
mal seasonal downturn, and that production had been scaled back to help reduce the level of
inventory, he was still surprised. He wondered if this first month’s results were a bad omen in
terms of the likelihood of meeting the budgeted results for the year (see Exhibit 2). Even
though the 1984 budget represented only a 10 percent increase in sales volume over 1983, he
was concerned that such a poor start to the year might make it difficult to get “back on stream.”
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This case was written by Professor M. Edgar Barrett. Copyright © by M. Edgar Barrett.

EXHIBIT 1 SOLARTRONICS, INC. (B)
Summarized Income Statement 

January 1984

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $165,000
Less: Cost of goods sold (at standard) . . . . . . 108,900
Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . $  56,100
Less: Selling expenses . . . . . . . . . . . . . . . . . . $  26,500

General corporate overhead . . . . . . . . . . . . 18,000
Operating variances:

Direct labor . . . . . . . . . . . . . . . . . . . . . . . $  (3,500)
Direct material . . . . . . . . . . . . . . . . . . . . 500
Variable factory overhead . . . . . . . . . . . . (1,500)
Fixed factory overhead—spending . . . . . 2,000
Fixed factory overhead—volume . . . . . . . (17,500) 20,000 64,500

Profit before tax . . . . . . . . . . . . . . . . . . . . . . . $ (8,400)
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Questions

1. Why are the reported results for January so poor, particularly in light of the expected, aver-
age monthly profit of $30,000?

2. What additional data would be useful in analyzing the firm’s January performance? Why?

EXHIBIT 2 SOLARTRONICS, INC. (B)
Budgeted Income Statement

Calendar Year 1984

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,000,000
3

Less: Cost of goods sold (at standard)
1
 . . . . . . . . . . . . 1,980,000

Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,020,000
Less: Selling expenses

2
 . . . . . . . . . . . . . . . . . . . . . . . . $420,000

General corporate overhead  . . . . . . . . . . . . . . . . . . 240,000 660,000
Profit before tax  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   360,000

1
The standard cost of goods sold consisted of: $420,000 direct labor; $780,000 direct material; $360,000 variable factory
overhead; and $420,000 fixed factory overhead. Ms. Blocker treated direct labor and direct materials as variable costs.
2
Of this amount, $120,000 was considered to be fixed. The remaining $300,000 represented the 10 percent commission
paid on sales.
3
The expected sales volume for the year was 5,000 equivalent units. An “equivalent unit” represented the most popular
model sold by Solartronics.



Case 10-3

Galvor Company
When M. Barsac replaced M. Chambertin as Galvor’s controller in April of 1974, at the age of
31, he became the first of a new group of senior managers resulting from the acquisition by
Universal Electric. It was an accepted fact that, in the large and sprawling Universal organi-
zation, the controller’s department represented a key function. M. Barsac, who was a skilled ac-
countant, had had 10 years’ experience in a large French subsidiary of Universal.

He recalled his early days with Galvor vividly and admitted they were, to say the least, hec-
tic.

I arrived at Galvor in early April 1974, a few days after M. Chambertin had left. I was the first
Universal man here in Bordeaux and I became quickly immersed in all the problems surround-
ing the change of ownership. For example, there were no really workable financial statements
for the previous two years. This made preparation of the Business Plan, which Mr. Hennessy
and I began in June, extremely difficult. This plan covers every aspect of the business, but the
great secrecy which had always been maintained at Galvor about the company’s financial af-
fairs made it almost impossible for anyone to help us.

M. Barsac’s duties could be roughly divided into two major areas: first, the preparation of
numerous reports required by Universal, and, second, supervision of Galvor’s internal ac-
counting function. While these two areas were closely related, it is useful to separate them in
describing the accounting and control function as it developed after Universal’s acquisition of
Galvor.

To control its operating units, Universal relied primarily on an extensive system of financial
reporting. Universal attributed much of its success in recent years to this system. The system
was viewed by Universal’s European controller, M. Boudry, as much more than a device to
“check up” on the operating units. According to M. Boudry:

In addition to measuring our progress in the conventional sense of sales, earnings, and return
on investment, we believe the reporting system causes our operating people to focus their at-
tention on critical areas which might not otherwise receive their major attention. An example
would be the level of investment in inventory. The system also forces people to think about the
future and to commit themselves to specific future goals. Most operating people are under-
standably involved in today’s problems. We believe some device is required to force them to look
beyond the problems at hand and to consider longer-range objectives and strategy. You could
say we view the reporting system as an effective training and educational device.
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This case was prepared by Professor L. E. Morrissey as a basis for class discussion rather than to illustrate either effective or

ineffective handling of an administrative situation. Copyright © 1967 by IMEDE, Lausanne, Switzerland. IMD—Interna-

tional Institute for Management Development acquires and retains all rights. Not to be used or reproduced without writ-

ten permission directly from IMD, Lausanne, Switzerland.
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Background

The Galvor Company had been founded in 1946 by M. Georges Latour, who continued as its
owner and president until 1974. Throughout its history, the company had acted as a fabrica-
tor, buying parts and assembling them into high-quality, moderate-cost electric and electronic
measuring and test equipment. In its own sector of the electronics industry—measuring in-
struments—Galvor was one of the major French firms; however, there were many electronics
firms in the more sophisticated sectors of the industry that were vastly larger than Galvor.

Galvor’s period of greatest growth began around 1960. Between 1960 and 1971, sales grew
from 2.2 million 1971 new francs to 12 million, and aftertax profits from 120,000 1971 new francs
to 1,062,000.Assets as of December 31, 1971, totaled 8.8 million new francs. (One 1971 new franc
⫽ $0.20.) The firm’s prosperity resulted in a number of offers to purchase equity in the firm, but
M. Latour had remained steadfast in his belief that only if he had complete ownership of Galvor
could he direct its affairs with a free hand. As owner/president, Latour had continued over the
years to be personally involved in every detail of the firm’s operations, including signing of all of
the company’s important checks.

As of early 1972, M. Latour was concerned about the development of adequate successor
management for Galvor. In January 1972 Latour hired a “technical director” as his special as-
sistant, but this person resigned in November 1972. Following the 1973 unionization of
Galvor’s workforce, which Latour had opposed, Latour (then 54 years old) began to entertain
seriously the idea of selling the firm and devoting himself “to family, philanthropic, and general
social interests.” On April 1, 1974, Galvor was sold to Universal Electric Company for $4.5 mil-
lion worth of UE’s stock. M. Latour became chairman of the board of Galvor, and David Hen-
nessy was appointed as Galvor’s managing director. Hennessy at that time was 38 years old
and had been with Universal Electric for nine years.

The Business Plan

The heart of Universal’s reporting and control system was an extremely comprehensive docu-
ment—the Business Plan—which was prepared annually by each of the operating units. The
Business Plan was the primary standard for evaluating the performance of unit managers, and
everything possible was done by Universal’s top management to give authority to the plan.

Each January, the Geneva headquarters of Universal set tentative objectives for the follow-
ing two years for each of its European operating units. This was a “first look”—an attempt to
provide a broad statement of objectives that would permit the operating units to develop their
detailed Business Plans. For operating units that produced more than a single product line, ob-
jectives were established for both the unit as a whole and for each product line. Primary
responsibility for establishing these tentative objectives rested with eight product-line man-
agers located in Geneva, each of whom was responsible for a group of product lines. On the
basis of his knowledge of the product lines and his best judgment of their market potential,
each product-line manager set the tentative objectives for his lines.



For reporting purposes, Universal considered that Galvor represented a single product line,
even though Galvor’s own executives viewed the company’s products as falling into three dis-
tinct lines—multimeters, panel meters, and electronic instruments.

For each of over 300 Universal product lines in Europe, objectives were established for five
key measures.

1. Sales.

2. Net income.

3. Total assets.

4. Total employees.

5. Capital expenditures.

From January to April, these tentative objectives were “negotiated” between Geneva head-
quarters and the operating managements. Formal meetings were held in Geneva to resolve dif-
ferences between the operating unit managers and product-line managers or other headquar-
ters personnel.

Negotiations also took place at the same time on products to be discontinued. Mr. Hennessy
described this process as a “sophisticated exercise which includes a careful analysis of the ef-
fect on overhead costs of discontinuing a product and also recognizes the cost of holding an
item in stock. It is a good analysis and one method Universal uses to keep the squeeze on us.”

During May, the negotiated objectives were reviewed and approved by Universal’s European
headquarters in Geneva and by corporate headquarters in the United States. These final re-
views focused primarily on the five key measures noted above. In 1976, the objectives for total
capital expenditures and for the total number of employees received particularly close surveil-
lance. The approved objectives provided the foundation for preparation of Business Plans.

In June and July, Galvor prepared its Business Plan. The plan, containing up to 100 pages,
described in detail how Galvor intended to achieve its objectives for the following two years. The
plan also contained a forecast, in less detail, for the fifth year hence (e.g., for 1981 in the case of
the plan prepared in 1976).

Summary Reports

The broad scope of the Business Plan can best be understood by a description of the type of in-
formation it contained. It began with a brief one-page financial and operating summary con-
taining comparative data for:

Preceding year (actual data).

Current year (budget).

Next year (forecast).

Two years hence (forecast).

Five years hence (forecast).

This one-page summary contained condensed data dealing with the following measures for
each of the five years:

Net income.

Sales.
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Total assets.

Total capital employed (sum of long-term debt and net worth).

Receivables.

Inventories.

Plant, property, and equipment.

Capital expenditures.

Provision for depreciation.

Percent return on sales.

Percent return on total assets.

Percent return on total capital employed.

Percent total assets to sales.

Percent receivables to sales.

Percent inventories to sales.

Orders received.

Orders on hand.

Average number of full-time employees.

Total cost of employee compensation.

Sales per employee.

Net income per employee.

Sales per $1,000 of employee compensation.

Net income per $1,000 of employee compensation.

Sales per thousand square feet of floor space.

Net income per thousand square feet of floor space.

Anticipated changes in net income for the current year and for each of the next two years
were summarized according to their cause, as follows:

Volume of sales.

Product mix.

Sales prices.

Raw material purchase prices.

Cost reduction programs.

Accounting changes and all other causes.

This analysis of the causes of changes in net income forced operating managements to ap-
praise carefully the profit implications of all management actions affecting prices, costs, vol-
ume, or product mix.

Financial Statements

These condensed summary reports were followed by a complete set of projected financial 
statements—income statement, balance sheet, and a statement of cash flow—for the current
year and for each of the next two years. Each major item on these financial statements was
then analyzed in detail in separate reports, which covered such matters as transactions with
headquarters, proposed outside financing, investment in receivables and inventory, number of



employees and employee compensation, capital expenditures, and nonrecurring write-offs of
assets.

Management Actions

The Business Plan contained a description of the major management actions planned for the
next two years, with an estimate of the favorable or unfavorable effect each action would have
on total sales, net income, and total assets. Among some of the major management actions de-
scribed in Galvor’s 1976 Business Plan (prepared in mid-1975) were the following:

Implement standard cost system.

Revise prices.

Cut oldest low-margin items from line.

Standardize and simplify product design.

Create forward research and development plan.

Implement product planning.

Separate plans were presented for each of the functional areas—marketing, manufacturing,
research and development, financial control, and personnel and employee relations. These
functional plans began with a statement of the function’s mission, an analysis of its present
problems and opportunities, and a statement of the specific actions it intended to take in the
next two years. Among the objectives set for the control area in the 1976 Business Plan,
M. Barsac stated that he hoped to:

Better distribute tasks.

Make more intensive use of IBM equipment.

Replace nonqualified employees with better-trained and more dynamic people.

The Business Plan closed with a series of comparative financial statements which depicted
the estimated item-by-item effect if sales fell to 60 percent or to 80 percent of forecast or in-
creased to 120 percent of forecast. For each of these levels of possible sales, costs were divided
into three categories: fixed costs, unavoidable variable costs, and management discretionary

costs. Management described the specific actions it would take to control employment, total as-
sets, and capital expenditures in case of a reduction in sales, and when these actions would be
put into effect. In its 1976 Business Plan, Galvor indicated that its program for contraction
would be put into effect if incoming orders dropped below 60 percent of budget for two weeks,
75 percent for four weeks, or 85 percent for eight weeks. It noted that assets would be cut only
80 percent in a 60 percent year and to 90 percent in an 80 percent year, “because remodern-
ization of our business is too essential for survival to slow down much more.”

Approval of Plan

By midsummer, the completed Business Plan was submitted to Universal headquarters; and be-
ginning in the early fall, meetings were held in Geneva to review each company’s Business Plan.
Each plan had to be justified and defended at these meetings, which were attended by senior
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executives from both Universal’s European and American headquarters and by the general man-
agers and functional managers of many of the operating units. Universal viewed these meetings
as an important element in its constant effort to encourage operating managements to share
their experiences in resolving common problems.

Before final approval of a company’s Business Plan at the Geneva review meeting,
changes were often proposed by Universal’s top management. For example, in September
1976, the 1977 forecasts of sales and net income in Galvor’s Business Plan were accepted; but
the year-end forecasts of total employees and total assets were reduced about 9 percent and 1
percent, respectively. Galvor’s proposed capital expenditures for the year were cut 34 percent, a
reduction primarily attributable to limitations imposed by Universal on all operating units
throughout the corporation.

The approved Business Plan became the foundation of the budget for the following year,
which was due in Geneva by mid-November. The general design of the budget resembled that
of the Business Plan, except that the various dollar amounts, which were presented in the
Business Plan on an annual basis, were broken down by months. Minor changes between the
overall key results forecast in the Business Plan and those reflected in greater detail in the
budget were not permitted. Requests for major changes had to be submitted to Geneva no later
than mid-October.

Reporting to Universal

Every Universal unit in Europe had to submit periodic reports to Geneva according to a fixed
schedule of dates. All units in Universal, whether based in the United States or elsewhere, ad-
hered to essentially the same reporting system. Identical forms and account numbers were
used throughout the Universal organization. Since the reporting system made no distinction
between units of different size, Galvor submitted the same reports as a unit with many times
its sales. Computer processing of these reports facilitated combining the results of Universal’s
European operations for prompt review in Geneva and transmission to corporate headquarters
in the United States.

The main focus in most of the reports submitted to Universal was on the variance between
actual results and budgeted results. Sales and expense data were presented for both the latest
month and for the year to date. Differences between the current year and the prior year also
were reported, because these were the figures submitted quarterly to Universal’s shareholders
and to newspapers and other financial reporting services.

Description of Reports

Thirteen different reports were submitted by the controller on a monthly basis, ranging from a
statement of preliminary net income, which was due during the first week following the close
of each month, to a report on the status of capital projects due on the last day of each month.
The monthly reports included:

Statement of preliminary net income.

Statement of income.

Balance sheet.



Statement of changes in retained earnings.

Statement of cash flow.

Employment statistics.

Status of orders received, canceled, and outstanding.

Statement of intercompany transactions.

Statement of transactions with headquarters.

Analysis of inventories.

Analysis of receivables.

Status of capital projects.

Controller’s monthly operating and financial review.

The final item, the controller’s monthly operating and financial review, often ran to 20 pages or
more. It contained an explanation of the significant variances from budget, as well as a general
commentary on the financial affairs of the unit.

In addition to the reports submitted on a monthly basis, approximately 12 other reports
were required less often, either quarterly, semiannually, or annually.

Cost of the System

The control and reporting system, including preparation of the annual Business Plan, imposed
a heavy burden in both time and money on the management of an operating unit. M. Barsac
commented on this aspect of the system in the section of Galvor’s 1976 Business Plan dealing
with the control functional area.

Galvor’s previous administrative manager [controller], who was a tax specialist above all, had to
prepare a balance sheet and statement of income once a year. Cost accounting, perpetual inven-
tory valuation, inventory control, production control, customer accounts receivable control, bud-
geting, et cetera did not exist. No information was given to other department heads concerning
sales results, costs, and expenses. The change to a formal monthly reporting system has been very
difficult to realize. Due to the low level of employee training, many tasks, such as consolidation,
monthly and quarterly reports, budgets, the Business Plan, implementation of the new cost sys-
tem, various analyses, restatement of prior years’ accounts, et cetera must be fully performed by
the controller and chief accountant, thus spending 80 percent of their full time in spite of working
55–60 hours per week. The number of employees in the controller’s department in subsequent
years will not depend on Galvor’s volume of activity, but rather on Universal’s requirements.

Implementation of the complete Universal Cost and Production Control System in a company
where nothing existed before is an enormous task, which involves establishing 8,000 machining
and 3,000 assembly standard times and codifying 15,000 piece parts.

When interviewed early in 1977, M. Barsac stated:

Getting the data to Universal on time continues to be a problem. We simply don’t have the neces-
sary people who understand the reporting system and its purpose. The reports are all in English
and few of my people are conversant in English. Also, American accounting methods are different
from procedures used in France. Another less serious problem concerns the need to convert all of
our internal records, which are kept in francs, to dollars when reporting to Universal.
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I am especially concerned that few of the reports we prepare for Universal are useful to our op-
erating people here in Bordeaux. Mr. Hennessy, of course, uses the reports, as do one or two oth-
ers. I am doing all that I can to encourage greater use of these reports. My job is not only to pro-
vide facts but to help the managers understand and utilize the figures available. We have recently
started issuing monthly cost and expense reports for each department showing the variances
from budget. These have been well received.

Mr. Hennessy also commented on meeting the demands imposed by Universal’s reporting
system.

Without the need to report to Universal, we would do some things in a less formal way or at dif-
ferent times. Universal decides that the entire organization must move to a certain basis by a
specified date. There are extra costs involved in meeting these deadlines. It should be noted, also,
that demands made on the controller’s department are passed on to other areas, such as market-
ing, engineering, and production.

M. Boudry, Universal’s European controller, acknowledged that the cost of the planning and
reporting system was high, especially for smaller units.

The system is designed for a large business. We think that the absolute minimum annual sales vol-
ume for an individual unit to support the system is about $15 million; however, we would prefer at
least $30 million. By this standard, Galvor is barely acceptable. We really don’t know if the cost of
the system is unnecessarily burdensome in the sense that it requires information which is not
worth its cost. A reasonable estimate might be that about 50 percent of the information would be re-
quired in any smartly managed independent business of comparable size, another 25 percent is re-
quired for Universal’s particular needs, and 25 percent is probably “dead underbrush” which should
be cleaned out. Ideally, every five years we should throw the system out the window and start again
with the essentials.

As an indication of some of his department’s routine activity, M. Barsac noted that at the
end of 1976 Galvor was preparing about 200 invoices each working day. At that time the
company had approximately 12,000 active customers.

Early in 1977, 42 people were employed in the controller’s department. The organization of

the department is described in Exhibit 1.

Headquarters Performance Review

Galvor’s periodic financial reports were forwarded to M. Boudry in Geneva. The reports were
first reviewed by an assistant to M. Boudry, one of four financial analysts who together re-
viewed all reports received from Universal’s operating units in Europe.

In early 1977, M. Boudry described the purpose of these reviews:

The reviews focus on a comparison of performance against budget for the key measures—sales,
net income, total assets, total employees, and capital expenditures. These are stated as unambigu-
ous numbers. We try to detect any trouble spots or trends which seem to be developing. Of course,
the written portions of the reports are also carefully reviewed, particularly the explanations of
variances from budget. If everything is moving as planned, we do nothing.

The reports may contain a month-by-month revision of forecasts to year end; but if the plan-
ning objectives for the year are not to be met, we consider the situation serious.



454 Part Two The Management Control Process

EXHIBIT 1 Organization of Controller’s Department (January 1977)*

Controller
Barsac

Age 34
Trained and skilled accountant
Good ability in English
Joined Galvor in April 1974
Employed by Universal since 1964
Formerly assistant treasurer of
   Universal subsidiary

Internal Control
Systems and Procedures
Blanc

Age 32
Secondary school
Fair ability in English and Spanish
At Galvor since October 1975
Previous experience with Unilever
   subsidiary

Data Processing
Perrier—8 people

Age 32
Secondary school
No ability in English
Joined Galvor early in 1974
13 years systems' experience
Worked in local IBM Service
   Bureau

Chief Accountant
Dussex

Age 32
Trained and skilled accountant
Reads English, little writing or
   speaking ability
Joined Galvor fall 1975
Previously worked 3 years in
   Universal subsidiary

Legal 
Vacant

Billing and Customer
Accounts 
Mme. Cardinaux—12 people

No ability in English
At Galvor 8 years
Good clerical employee

Cost Accounting
Mathez—12 people

Age 25
No ability in English
At Galvor since fall 1974
Formerly teacher of
   accounting in high school

General Accounting
Parel—6 people

Age 21
Limited education
No ability in English
At Galvor 5 years
Joined Galvor as a boy,
   formerly payroll clerk
Bordeaux native

*Immediately prior to Galvor’s takeover by Universal Electric, there had been fewer than 20 people in the controller’s de-

If a unit manager has a problem and calls for help, then it becomes a matter of common con-
cern. He can probably expect a bad day in explaining how it happened, but he can expect help, too.
Depending on the nature of the problem, either Mr. Forrester, Galvor’s product-line manager, or
one of our staff specialists would go down to Bordeaux. In addition to the financial analysts, one of
whom closely follows Galvor’s reports, we have specialists on cost systems and analysis, inventory
control, credit, and industrial engineering.

We have not given Galvor the help it needs and deserves in data processing, but we have a lim-
ited staff here in Geneva and we cannot meet all needs. We hope to increase this staff during
1977.

With reference to Galvor’s recent performance, M. Boudry states:

Galvor is small and we don’t give it much time or help unless its variances appear to be off. This
happened in the second half of 1976, when we became increasingly concerned about the level of
Galvor’s inventories. A series of telexes on this matter between Mr. Hennessy and M. Poulet, our
director of manufacturing here in Geneva, illustrate how the reports are used. [See Exhibits 2
through 5.]
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We feel the situation is under control and the outlook for Galvor is OK despite the flat perfor-
mance between 1973–75 and the downturn in 1976. The company has been turned about and 1977
looks promising.

Although the comprehensive reporting and control system made it appear that Universal was
a highly centralized organization, the managements of the various operating units had consid-
erable autonomy. For example, Mr. Hennessy, who was judged only on Galvor’s performance, was
free to purchase components from other Universal units or from outside sources. There were no

preferred “in-house” prices. A slight incentive was offered by Universal to encourage such trans-
actions by not levying certain headquarters fees, amounting to about 2 percent of sales, against
the selling unit.

Similarly, Universal made no attempt to shift its taxable income to low-tax countries. Each
unit was viewed as though it were an independent company subject to local taxation and reg-
ulation. Universal believed that this goal of maximizing profits for the individual units would
in turn maximize Universal’s profits. Forcing every unit to maximize its profits precluded the
use of arbitrary transfer prices for “in-house” transactions.

Recent Developments at Galvor

A standard cost system, which included development and tooling costs as well as manufactur-
ing and assembly, had been in effect since March 1976.

According to Mr. Hennessy:

We had hoped to start in January, but we were delayed. On the basis of our experience in 1976,
all standards were reviewed and, where necessary, they were revised in December. We now

EXHIBIT 2 Telex from Poulet to Hennessy, Concerning Level of Inventory

TO: HENNESSY—GALVOR
FROM: POULET—UE
DATE: SEPTEMBER 26, 1976

FOLLOWING ARE THE JULY AND AUGUST INVENTORY AND SALES FIGURES WITH THEIR RESPECTIVE
VARIANCES FROM BUDGET ($000s).

JULY AUGUST

ACTUAL BUDGET VARIANCE ACTUAL BUDGET VARIANCE

INVENTORY . . . . . . . . . . . . . . . . 2,010 1,580 (430) 2,060 1,600 (460)
SALES TO DATE . . . . . . . . . . . . . 3,850 3,900 (50) 4,090 4,150 (60)

LATEST AUGUST SALES FORECAST REFLECTS DECREASE IN YEAR-END SALES OF 227 VERSUS INCREASE 
OF 168 IN YEAR-END INVENTORIES OVER BUDGET.

REQUEST TELEX LATEST MONTH-BY-MONTH INVENTORY AND SALES FORECAST FROM SEPTEMBER 
TO DECEMBER, EXPLANATION OF VARIANCE IN INVENTORY FROM BUDGET AND CORRECTIVE ACTION
YOU PLAN IN ORDER TO ACHIEVE YEAR-END GOAL. INCLUDE PERSONNEL REDUCTIONS, PURCHASE
MATERIAL CANCELLATIONS, ETC.

POULET
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EXHIBIT 3 Telex from Hennessy to Poulet Concerning Level of Inventory

TO: POULET—UE
FROM: HENNESSY—GALVOR
DATE: SEPTEMBER 27, 1976
YOUR 26.9.76
MONTHLY INVENTORY FORECAST SEPTEMBER TO DECEMBER BY CATEGORY AS FOLLOWS ($000s):

SEPT. 30 OCT. 31 NOV. 30 DEC. 31

RAW MATERIALS  . . . . . . . . . . . . . . . . . . . . 53 51 50 50
PURCHASED PARTS  . . . . . . . . . . . . . . . . . . 180 185 190 195
MANUFACTURED PARTS  . . . . . . . . . . . . . . 95 93 93 91
WORK-IN-PROCESS  . . . . . . . . . . . . . . . . . . 838 725 709 599
FINISHED GOODS  . . . . . . . . . . . . . . . . . . . 632 694 683 705
OTHER INVENTORIES  . . . . . . . . . . . . . . . . 84 84 82 80
ENGINEERING IN PROCESS  . . . . . . . . . . . . 55 58 48 44
RESERVE . . . . . . . . . . . . . . . . . . . . . . . . . . . (14) (14) (14) (20)
INDICA  . . . . . . . . . . . . . . . . . . . . . . . . . . . 50 52 55 55

TOTAL  . . . . . . . . . . . . . . . . . . . . . . . . . . 1,973 1,928 1,896 1,799

THE MAIN EXPLANATIONS OF PRESENT VARIANCE ARE THREE POLICIES ADOPTED END OF 1975 AND
DISCUSSED IN MONTHLY LETTERS BUT WHICH LEFT DECEMBER 1976 BUDGET OPTIMISTICALLY LOW. FIRST
WAS TO HAVE REASONABLE AMOUNTS OF SELLING MODELS IN STOCK WITHOUT WHICH WE COULD NOT
HAVE ACHIEVED 19 PERCENT INCREASE IN SALES WE ARE MAKING WITH OUTMODED PRODUCT.

SECOND POLICY WAS TO MANUFACTURE LONGER SERIES OF EACH MODEL BY DOUBLE WHEREVER
SALES WOULD ABSORB IT, OTHERWISE MANY OF OUR COST REDUCTIONS WERE NEARLY ZERO. THIS
MEANS OUR MANUFACTURING PROGRAM ANY MONTH MAY CONTAIN FIVE MONTHS’ WORTH OF 15
MODELS INSTEAD OF 10 WEEKS’ WORTH OF 30 MODELS (OUT OF 70). THIRD WAS NEW POLICY OF
REDUCING NUMBER OF PURCHASE ORDERS BY MAINTAINING A MINIMUM STOCK OF MANY
THOUSANDS OF LOW-VALUE ITEMS WHICH YOU AGREED WOULD AND DID INCREASE STOCK UPON
FIRST PROCUREMENT BUT WE ARE ALREADY GETTING SLIGHT REDUCTION. CORRECTIVE ACTIONS
NUMEROUS INCLUDING RUNNING 55 PEOPLE UNDER BUDGET AND ABOUT 63 BY YEAR END PLUS
REVIEWING ALL PURCHASE ORDERS MYSELF PLUS SLIDING A FEW SERIES OF MODELS WHICH WOULD
HAVE GIVEN SMALL BILLING IN 1976 INTO 1977 PLUS THOSE POSTPONED BY CUSTOMERS. THIS WILL
NOT HAVE DRAMATIC EFFECT AS NEARLY ALL THESE SERIES ARE PROCURED AND HAVE TO BE MADE FOR
RELATIVELY SURE MARKETS BUT SOME CAN BE HELD IN PIECEPARTS UNTIL JANUARY. WE ARE WATCHING
CAREFULLY STOCKS OF SLOW MOVING MODELS AND HAVE MUCH CLEANER FINISHED STOCK THAN
END 1975.

FINAL AND GRAVE CONCERN IS ACCURACY OF PARTS, WORK-IN-PROCESS, AND FINISHED GOODS-
VALUATION SINCE WE BEGAN STANDARD COST SYSTEM. INTERIM INVENTORY COUNT PLUS VARIANCES
VALUED ON PUNCH CARDS STILL DOESN’T CHECK WITH MONTHLY BALANCE USING CONSERVATIVE GROSS
MARGINS, BUT NEARLY ALL GAPS OCCURRED FIRST FOUR MONTHS OF SYSTEM WHEN ERRORS NUMEROUS
AND LAST 4 MONTHS NEARLY CHECK AS WE CONTINUE REFINING. EXTENSIVE RECHECKS UNDERWAY IN
PARTS, WORK-IN-PROCESS, AND FINISHED GOODS AND CORRECTIONS BEING FOUND DAILY.

YOUR INVENTORY STAFF SPECIALISTS ARE AWARE OF PROBLEM AND PROMISED TO HELP WHEN
OTHER PRIORITIES PERMIT. WILL KEEP THEM INFORMED OF EXPOSURE WHICH STARTED WITH
RECORDING ALL PARTS AND BEGINNING NEW BALANCES WITH NEW STANDARDS AND APPEARS
CLOSELY RELATED TO ERRORS IN THESE OPERATIONS. WE CAN ONLY PURGE PROGRESSIVELY WITHOUT
HIRING SUBSTANTIAL INDIRECT WORKERS.

HENNESSY
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EXHIBIT 4 Telex from Poulet to Hennessy Concerning Level of Inventory

TO: HENNESSY—GALVOR
FROM: POULET—UE
DATE: NOV. 10, 1976

SEPTEMBER INVENTORY INCREASED AGAIN BY 64,000 COMPARED TO AUGUST WHILE SEPTEMBER 
SALES WERE 145,000 UNDER BUDGET REFERRING TO YOUR LATEST TELEX OF SEPTEMBER 27 IN WHICH
YOU HAVE A BREAKDOWN OF THE SEPTEMBER FORECAST. REQUEST DETAILED EXPLANATION FOR NOT
MEETING THIS FORECAST IN SPITE OF YOUR CURRENT CORRECTIVE ACTIONS.

SEPTEMBER YOUR FORECAST ACTUAL VARIANCE

RAW MATERIALS 53 96 (43)
PURCHASED PARTS 180 155 25
MANUFACTURED PARTS 95 108 (13)
WORK-IN-PROCESS 838 917 (79)
FINISHED GOODS 632 723 (91)
OTHER INVENTORIES 84 87 (3)
ENGINEERING IN PROCESS 55 52 3
RESERVE (14) (14) —
INDICA 50 51 (1)
TOTAL NET 1,973 2,175 (202)

IN ORDER TO MEET YOUR DECEMBER FORECAST OF 1,799 YOUR WORK-IN-PROCESS HAS TO BE
REDUCED BY 318. THIS MEANS A REDUCTION OF ABOUT 100 PER MONTH FROM SEPTEMBER 30 TO
DECEMBER 31. THEREFORE, I ALSO WOULD LIKE ACTUAL ACHIEVEMENTS AND FURTHER REDUCTION
PLANS DURING OCTOBER, NOVEMBER, AND DECEMBER CONCERNING THE POINTS MENTIONED IN
YOUR SAME TELEX OF SEPTEMBER 27. CONSIDER AGGRESSIVE ACTIONS IN THE FOLLOWING SPECIFIC
AREAS:

1. REALISTIC MASTER PRODUCTION SCHEDULES.

2. SHORT-TERM PHYSICAL SHORTAGE CONTROL TO ENSURE SHIPMENTS.

3. WORK-IN-PROCESS ANALYSIS OF ALL ORDERS TO ACHIEVE MAXIMUM SALABLE OUTPUT.

4. MANPOWER REDUCTION.

5. ELIMINATION OF ALL UNSCHEDULED VENDOR RECEIPTS. HAVE YOU ADVISED OTHER UNIVERSAL
HOUSES NOT TO SHIP IN ADVANCE OF YOUR SCHEDULE UNLESS AUTHORIZED?

6. ADVISE FULL DETAILS ON ALL CURRENT SHORTAGES FROM OTHER UNIVERSAL HOUSES WHICH ARE
RESPONSIBLE FOR INVENTORY BUILD-UP.

POULET

have a history of development and tooling experience, which we have been accumulating since
1975. This has proved extremely useful in setting cost standards. Simultaneously, we have inte-
grated market and sales forecasts more effectively into our pricing decisions.

Before Universal acquired Galvor, a single companywide rate was used to allocate factory
overhead to the costs of products. For many years this rate was 310 percent of direct labor. In
a discussion of his pricing policies in 1972, Mr. Latour said: “I have been using this 310 percent
for many years and it seems to work out pretty well, so I see no reason to change it.”



M. Chambertin had long argued that the less-complex products were being unfairly bur-
dened by the use of a single overhead rate, while electronic products should bear more.

Mr. Latour’s response to this argument was:

I have suspected that our electric products are too high priced, and our electronic products are too
low priced. So what does this mean? Why should we lower our prices for multimeters and gal-
vanos? At our current prices, we can easily sell our entire production of electric products.

M. Chambertin remained convinced that eventually Galvor would be forced by competitive
pressures to allocate its costs more realistically.

In 1976, as part of the new standard cost system, Galvor did indeed refine the procedure for al-
locating overhead costs to products. Fifteen different cost centers were established, each with a
separate burden rate. These rates, which combined direct labor cost and overhead, ranged from
13.19 francs to 38.62 francs per direct labor hour.

Concluding his comments about recent developments, Mr. Hennessy said:

A formal inventory control system went into effect in January 1977. This, together with the stan-
dard cost system, allows us for the first time to really determine the relative profitability of vari-
ous products, and to place a proper valuation on our inventory.

We are installing a new computer in February, which we will use initially for customer billing
and for marketing analysis. We hope this will reduce the number of people required in our cus-
tomer billing and accounts receivable operations from 12 to 6 or 7.

458 Part Two The Management Control Process

EXHIBIT 5 Telex from Hennessy to Poulet Concerning Level of Inventory

TO: POULET—UE
FROM: HENNESSY—GALVOR
DATE: NOV. 15, 1976

YOUR 10.11.76

WE NOW HAVE OCTOBER 31 FIGURES. OUR ACTUAL ACHIEVEMENTS FOLLOW: RAW MATERIALS 54
VARIANCE PLUS 3, PURCHASED PARTS 173 VARIANCE MINUS 12, MANUFACTURED PARTS 110
VARIANCE PLUS 17, WORK-IN-PROCESS 949 VARIANCE PLUS 224, FINISHED GOODS 712 VARIANCE
PLUS 18, OTHER 82 VARIANCE MINUS 2, ENGINEERING 54 VARIANCE MINUS 4, RESERVE MINUS 14
VARIANCE NIL, INDICA 55 VARIANCE PLUS 3, TOTAL 2,175 VARIANCE PLUS 247. EACH ITEM BEING
CONTROLLED AND THE ONLY SIGNIFICANT VARIANCES 224 WORK-IN-PROCESS AND 18 FINISHED
GOODS ARE MY DECISION UPON SALES DECLINE OF SEPTEMBER AND OCTOBER OF 311 TO DELAY
COMPLETION OF SEVERAL SERIES IN MANUFACTURE IN FAVOR OF ANOTHER GROUP OF SERIES,
MOSTLY GOVERNMENT, WHICH ARE LARGELY BILLABLE IN 1976 IN ORDER TO PARTLY REGAIN SALES.
LAST EIGHT DAYS’ ORDERS AND THEREFORE SALES ARE SHARPLY UP AND NONE OF THIS WORK-IN-
PROCESS WILL BE ON HAND MORE THAN 3 TO 6 WEEKS LONGER THAN WE PLANNED.

NEVERTHELESS YOU SHOULD BE AWARE WE MANUFACTURE 4 TO 8 MONTHS WORTH OF MANY
LOW-VOLUME MODELS. AN EXAMPLE OF HOW WE DETERMINE ECONOMIC SERIES WAS FURNISHED
YOUR STAFF SPECIALIST THIS WEEK. WE CANNOT MAKE SIGNIFICANT COST REDUCTIONS IN A
BUSINESS WHERE AT LEAST 70 OF 200 MODELS HAVE TO BE ON SHELF TO SELL AND TYPICAL MODEL
SELLS 15 UNITS MONTHLY. REGARDING YOUR 5 SUGGESTIONS AND TWO QUESTIONS ARE CARRYING
OUT ALL 5 POINTS AGGRESSIVELY AND HAVE NO INTERHOUSE SHORTAGES OR OVERSHIPMENTS.

HENNESSY
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Questions

1. What is your overall assessment of the effectiveness of Universal Electric’s (UE’s) planning
system as it is applied to Galvor?

2. Identify, in as much detail as possible, all of the new management systems and techniques
that UE has required Galvor to establish. In particular, trace the various steps Galvor goes
through in preparing its long-range as well as annual plans.

3. What is your evaluation of the effectiveness of the working relationships between Hennessy
and the UE executives in Geneva? What do you infer from the telexes about Hennessy’s au-
tonomy as a managing director? (Note: You might want to give the telexes a careful and crit-
ical reading.)

4. Look at the system from Galvor’s viewpoint. Suppose Galvor were an independent company
(i.e., not part of Universal Electric). If you were a consultant to Galvor, how would the man-

agement planning and control practices you would recommend for the company differ from
those that have been imposed by UE? (Please answer this as completely and specifically as
you can, going beyond the response “they would be less detailed and less formal,” for exam-
ple.)

5. Look at the system from UE’s viewpoint. How (if at all) can UE’s imposing planning and con-
trol practices different from those required by an independent Galvor be justified? (Again,
please try to be specific.)

6. To what extent should a large international organization, such as UE, rely on a comprehen-
sive system of financial reporting and control to achieve its strategic objectives?

7. What specific changes, if any, would you make in UE’s planning systems? In its other manage-
ment systems? If the management processes need improving, how would you change them?
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11
Chapter 

Performance
Measurement

In Chapter 10 we described a report that measures actual financial perfor-mance compared
with budgeted financial performance. This is one type of performance measurement. But fi-
nancial performance, although important, is only one aspect of an organization’s performance.
In this chapter we describe other aspects.

In the first part of the chapter, we discuss performance measurement systems, which blend
financial information with nonfinancial information. The objective of performance measure-
ment systems is to help implement strategy. In the next part of the chapter we discuss inter-

active control—the use of a subset of management control information in developing new
strategies.

Performance Measurement Systems

The goal of performance measurement systems is to implement strategy. In setting up such
systems, senior management selects measures that best represent the company’s strategy.
These measures can be seen as current and future critical success factors; if they are improved,
the company has implemented its strategy. The strategy’s success depends on its soundness. A
performance mea-surement system is simply a mechanism that improves the likelihood the or-
ganization will implement its strategy successfully.

Exhibit 11.1 gives the framework for designing a performance measurement system. Strat-
egy defines the critical success factors; if those factors are mea-sured and rewarded, people are
motivated to achieve them.

Limitations of Financial Control Systems

An important goal of a business enterprise is to optimize shareholder returns. However, opti-
mizing short-term profitability does not necessarily ensure optimum shareholder returns since
shareholder value represents the net present value of expected future earnings. At the same
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time, the need for ongoing feedback and management control requires companies to measure
and evaluate business unit performance at least once a year. In Chapters 4 to 7, we discussed
management considerations involved in assigning financial responsibility (costs, revenues,
profits, EVA) to organizational subunits. However, relying solely on financial measures is inad-
equate and can, in fact, be dysfunctional for several reasons.

First, it may encourage short-term actions that are not in the company’s long-term inter-
ests. The more pressure that is applied to meet current profit levels, the more likely the busi-
ness unit manager will be to take short-term actions that may be wrong in the long run. To
illustrate, the manager may deliver inferior-quality products to customers to meet sales tar-
gets, and this will adversely affect customer goodwill and future sales. These are errors of
commission.

Examples. Some divisional presidents in Bausch & Lomb, under pressure to produce bottom-line
results, began using tactics that were costly for the company in the long term but which maxi-
mized their short-term bonuses. One favorite tactic was extending unusually long credit terms to
customers in exchange for big orders.1

Executives at Enron corporation, whose compensation was tied to short-term performance and
heavily dependent on the company’s stock price, encouraged the inclusion of all projected profits
from long-term contracts in the financial statements in order to keep the stock price high.2

Second, business unit managers may not undertake useful long-term actions to obtain
short-term profits. For instance, managers may not make investments that promise long-term
benefits because they hurt short-term financial results. A common example is managers’ in-
vesting inadequate dollars in research and development; R&D investments must be expensed
in the year in which they are incurred but their benefits show up only in the future. Again,
managers may not propose risky investments—investments about whose future cash flows
there is a great deal of uncertainty—because cash flow uncertainty reduces the probability of
meeting short-term financial targets. In other words, managers may propose “safe” invest-
ments (which are quite likely to produce adequate future cash flows) instead of high-risk pro-
jects that may produce high returns. These are errors of omission.

EXHIBIT 11.1
Framework for

Designing

Performance

Measurement

Systems

Source: This chart was
suggested by Craig Schneir.

What gets
rewarded,

really counts

What gets
measured,
gets done

What counts,
gets measured

STRATEGY

What gets
done, gets
rewarded

1Joyce Barnathan, “Blind Ambition,” BusinessWeek, October 23, 1995, pp. 78–92.
2Paul Krugman, “Flavors of Fraud,” New York Times, June 28, 2002.



Third, using short-term profit as the sole objective can distort communication between a
business unit manager and senior management. If business unit managers are evaluated
based on their profit budget, they may try to set profit targets they can easily meet, leading to
erroneous planning data for the whole company because the budgeted profit may be lower than
the amount that could really be achieved. Also, business unit managers may be reluctant to
admit during the year that they are likely to miss their profit budget until it is evident that
they cannot possibly attain it. This delays corrective action.

Fourth, tight financial control may motivate managers to manipulate data. This can take
several forms. At one level, managers may choose accounting methods that borrow from future
earnings to meet current period targets (e.g., by making inadequate provision for bad debts, in-
ventory shrinkage, and warranty claims). At another level, managers may falsify data—that is,
deliberately provide inaccurate information.

Example. Tight financial controls led to data manipulation at Bausch & Lomb, according to Busi-

nessWeek: “Under pressure to beat sales targets in 1993, contact lens managers shipped products
that doctors never ordered and forced distributors to take up to two years of unwanted invento-
ries . . . , while assuring many [distributors] they wouldn’t have to pay until they sold the lenses.”3

In sum, relying on financial measures alone is insufficient to ensure strategy will be exe-
cuted successfully. The solution is to measure and evaluate business unit managers using mul-
tiple measures, nonfinancial as well as financial. We refer to nonfinancial measures that sup-
port strategy implementation as key success factors or key performance indicators.

Companies used financial and nonfinancial measures in the past. However, they tended to
use nonfinancial measures at lower levels in the organization for task control and financial
measures at higher organizational levels for management control. A blend of financial and
nonfinancial measurements is, in fact, needed at all levels in the organization. It is important
for senior executives to track not only financial measures, which indicate the results of past de-
cisions, but also nonfinancial measures, which are leading indicators of future performance.
Similarly, employees at lower levels need to understand the financial impact of their operating
decisions.

General Considerations

Comparing performance measurement systems to an instrument panel on a dashboard pro-
vides important insights about the mix of financial and nonfinancial measures needed in a
management control system: A single measure cannot control a complex system; and too many
critical measures make the system uncontrollably complex. Expanding the analogy will clarify
this.

A performance measurement system—like a dashboard—has a series of measures that pro-
vide information about the operation of many different processes. Some of these measures tell
the driver (or the manager) what has happened—the odometer that registers the passage of
40,000 miles (or a report that shareholder equity is currently $1 billion), for instance. Other
measures tell the driver (or the manager) what is happening, such as the tachometer at 6,000
RPM (or an on-time-delivery percentage of 70). All these measures have implicit interactions,
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and changes in one often reflect changes in another: reducing RPMs will increase miles per gal-
lon (or improving on-time delivery will increase customer satisfaction).

Usually, there are multiple ways to change one measure, let us say RPM, that may or may
not improve the other measure, in this case miles per gallon. Being aware of the series of mea-
sures on a dashboard allows a driver to make the necessary trade-offs, such as running the car
at 6,500 RPM in second gear instead of shifting to fifth gear (at the cost of gas consumption) be-
cause shifting would take extra time—with some other consequences, perhaps, that may or
may not be ignored. By making trade-offs, a manager too can choose between behavior that
benefits the short- or long-term success of the organization.

The Balanced Scorecard

The balanced scorecard is an example of a performance measurement system. According to
proponents of this approach, business units should be assigned goals and then measured from
the following four perspectives:4

• Financial (e.g., profit margins, return on assets, cash flow).

• Customer (e.g., market share, customer satisfaction index).

• Internal business (e.g., employee retention, cycle time reduction).

• Innovation and learning (e.g., percentage of sales from new products).

The balanced scorecard fosters a balance among different strategic mea-sures in an effort to
achieve goal congruence, thus encouraging employees to act in the organization’s best interest.
It is a tool that helps the company’s focus, improves communication, sets organizational objec-
tives, and provides feedback on strategy.

Every measure on a balanced scorecard addresses an aspect of a company’s strategy. In cre-
ating the balanced scorecard, executives must choose a mix of measurements that (1) accu-
rately reflect the critical factors that will determine the success of the company’s strategy;
(2) show the relationships among the individual measures in a cause-and-effect manner, indi-
cating how nonfinancial measures affect long-term financial results; and (3) provide a broad-
based view of the current status of the company.

Performance Measurement Systems: Additional Considerations

A performance measurement system attempts to address the needs of the different stakehold-
ers of the organization by creating a blend of strategic mea-sures: outcome and driver mea-
sures, financial and nonfinancial measures, and internal and external measures.

Outcome and Driver Measures

Outcome measurements indicate the result of a strategy (e.g., increased revenue). These mea-
sures typically are “lagging indicators”; they tell management what has happened. By contrast,
driver measures are “leading indicators”; they show the progress of key areas in implementing
a strategy. Cycle time is an example of a driver. Whereas outcome measures indicate only the

4Robert S. Kaplan and David P. Norton, Balanced Scorecard (Boston: Harvard Business School Press, 1996).



final result, driver measures can be used at a lower level and indicate incremental changes that
will ultimately affect the outcome.

By focusing management attention on key aspects of the business, driver measures affect
behavior in the organization. If a business unit’s desire is to improve time-to-market, focusing
on cycle time allows management to track how well this goal is being achieved, which in turn
encourages employees to improve this particular measure.

Outcome and driver measures are inextricably linked. If outcome measures indicate there is
a problem but the driver measures indicate the strategy is being implemented well, there is a
high chance that the strategy needs to be changed.

Financial and Nonfinancial Measures

Organizations have developed very sophisticated systems to measure financial performance.
Unfortunately, as many U.S. firms discovered, during the 1980s industries were being driven
by changes in nonfinancial areas, such as quality and customer satisfaction, that eventually
impacted companies’ financial performance.

Examples. By every financial measure during the 1970s, Pan Am Airlines, US Steel, Xerox, and
IBM dominated their markets. Yet, by the mid-1980s, their positions were under serious attack by
competitors who achieved higher quality, higher customer satisfaction, higher levels of innovation,
and better business models. These could not be measured by financial means until it was too late.

Even though they recognize the importance of nonfinancial measures, many organizations
have failed to incorporate them into their executive-level performance reviews because these
measures tend to be much less sophisticated than financial measures and senior manage-
ment is less adept at using them.

Internal and External Measures

Companies must strike a balance between external measures, such as customer satisfaction,
and measures of internal business processes, such as manufacturing yields. Too often compa-

nies sacrifice internal development for external results or ignore external results altogether,
mistakenly believing that good internal measures are sufficient.

Example. One of the early adopters of the corporate scorecard discovered that although all of the
internal measures indicated the company’s performance had dramatically improved (defects were
reduced by 10-fold and on-time delivery had jumped from the 50 percent range into the 90 percent
range), its financial performance and stock prices were stagnant. Rather than acting on both sig-
nals, the company chose to continue to act on the internal measures alone for almost four years.
During this entire time, the firm’s external measures were indicating the strategy was not work-
ing, yet they continued it. The company’s financial results finally turned around after it changed
strategies in response to the prolonged poor external measures.

Measurements Drive Change

The most important aspect of the performance measurement system is its ability to measure
outcomes and drivers in a way that causes the organization to act in accordance with its strate-
gies. The organization achieves goal congruence by linking overall financial and strategic ob-
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jectives with lower-level objectives that can be observed and affected at different organiza-
tional levels. With these measures, all employees can understand how their actions affect the
company’s strategies.

Because these measures are explicitly tied to an organization’s strategies, the measures in
the scorecard must be strategy specific and therefore organization specific. While a generic per-
formance measurement framework exists, there is no such thing as a generic scorecard.

The scorecard measures are linked from top to bottom and tied to specific targets through-
out the entire organization. Objectives can further clarify a strategy so that the organization
knows both what it needs to do and how much must be done.

Finally, the scorecard emphasizes the idea of cause-and-effect relationships among mea-
sures. By explicitly presenting the cause-and-effect relationship, an organization will under-
stand how nonfinancial measures (e.g., product quality) drive financial measures (e.g., rev-
enue). Exhibit 11.2 presents an example of how the measures link to each other in a
cause-and-effect relationship. Better selection, training, and development of manufacturing
employees (measured in terms of “manufacturing skills”) lead to better product quality (mea-
sured in terms of “first-pass yields”) and better on-time delivery (measured in terms of “manu-
facturing skills”) lead to better product quality (measured in terms of “first-pass yields”) and
better on-time delivery (measured in terms of “order cycle time”). These improvements in turn
lead to improved customer loyalty (measured through “customer satisfaction surveys”), which
leads to enhanced sales (measured in terms of “sales growth”).

The scorecard must not simply be a laundry list of measures. Rather, the individual mea-
sures in the scorecard must be linked together explicitly in a cause–effect way, as a tool to
translate strategy into action.

EXHIBIT 11.2
Cause–Effect

Relationships

among Measures

Manufacturing
skills

First-pass yields

Order cycle time

Customer 
satisfaction

survey

Sales 
revenue
growth

Innovation and
learning

perspective

Internal business
perspective

Customer 
perspective

Financial 
perspective

MeasuresPerspective



The better these relationships are understood, the more readily each individual in the orga-
nization will be able to contribute directly and clearly to the success of the organization’s
strategies.

Key Success Factors

In Chapters 4, 5, 6, and 7 we described several financial measures. Here we discuss several
nonfinancial measures, also referred to as key success factors. We emphasize that fewer key
variables are selected for a given business unit than the number of items discussed here.

Customer-Focused Key Variables

The following key variables focus on the customer:

• Bookings. In most business units, some aspect of sales volume is a key variable. Ideally, this
is sales orders booked, since unexpected changes in this variable can have future repercus-
sions throughout the business. Because bookings precede sales revenue, this is a better in-
dicator than sales revenue itself. A decrease in this variable signals that adjustments to
marketing activities may be warranted—in the hope of increasing sales or production activ-
ities or both—to change operating levels. There are many variations in this general idea. In
magazine publishing, for example, the percentage of expiring subscriptions that renew is a
key variable; a decrease indicates something is wrong with promotional efforts or the con-
tents of the magazine. In restaurants, it is the number of meals served adjusted for the day
of the week, season of the year, the weather, and possibly other factors.

• Backorders. An indication of an imbalance between sales and production, backorders can
suggest customer dissatisfaction.

• Market share. Unless the market share is watched closely, a deterioration in the unit’s com-
petitive position can be obscured by reported increases in sales volume that result from
overall industry growth.

• Key account orders. In business units that sell to retailers, the orders received from certain
important accounts—large department stores, discount chains, supermarkets, mail-order
houses—may indicate early the entire marketing strategy’s success.

• Customer satisfaction. This can be measured by customer surveys, “mystery shopper” ap-
proaches, and number of complaint letters.

• Customer retention. This can be measured by the lengths of customer relationships.

• Customer loyalty. This can be measured in terms of repeat purchases, customer referrals,
and sales to the customer as a percentage of the customer’s total requirements for the same
product or service.

Key Variables Related to Internal Business Processes

The following key variables relate to internal business processes:

• Capacity utilization. Capacity utilization rates are especially important in businesses in
which fixed costs are high (e.g., paper, steel, aluminum manufacture). Similarly, in a profes-
sional organization, the percentage of the total available professional hours that is billed to
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clients—sold time—is a measure of fixed-resource utilization. In a hotel, the percentage of
rooms occupied each day—occupancy rate—is the capacity utilization measure.

• On-time delivery.

• Inventory turnover.

• Quality. Indicators of quality include the number of defective units delivered by each sup-
plier, number and frequency of late deliveries, number of parts in a product, percentage of
common versus unique parts in a product, percentage yields, first-pass yields (i.e., percent-
age of units furnished without rework), scrap, rework, machine breakdowns, number and
frequency of times production and delivery schedules were not met, number of employee
suggestions, number of customer complaints, level of customer satisfaction, warranty
claims, field service expenses, number and frequency of product returns, and so on.

• Cycle time. This equation for cycle time is a tool used to analyze inventory requirements:

Cycle time ⫽ Processing time ⫹ Storage time

⫹Movement time ⫹ Inspection time

Only the first element, processing time, adds value to the product. The other three elements
do nothing to make the product more valuable. The analysis, therefore, attempts to identify
all activities that do not directly add value to the product and to eliminate, or reduce the cost
of, these activities. For example, transporting in-process work from one workstation to an-
other does not add value, so an effort is made to rearrange the location of workstations to
minimize transportation costs.

A just-in-time system focuses management attention on time in addition to the tradi-
tional focus on cost. Reducing cycle time can lead to a reduction in cost. One of the effective
ways to monitor progress on just-in-time is to compute the following ratio:

Ideally, the goal for this ratio should be equal to 1, but it cannot be achieved overnight. The
just-in-time system is not a turnkey installation; rather, it is an evolutionary system that
seeks to continually improve the manufacturing process. The firm can establish targets for
this ratio, monitoring progress against the targets. Best results can be obtained by empha-
sizing continuous improvements in this ratio toward the ideal number of 1.

Implementing a Performance Measurement System

Implementation of a performance measurement system involves four general steps:

1. Define strategy.

2. Define measures of strategy.

3. Integrate measures into the management system.

4. Review measures and results frequently.

Process time

Cycle time



Each of these steps is iterative, requiring the participation of senior executives and employ-
ees throughout the organization. Though the controller may be responsible for overseeing its
development, it is a task for the entire management team.

Define Strategy

The scorecard builds a link between strategy and operational action. Therefore, the process of
defining a scorecard begins by defining the organization’s strategy. In this phase, it is impor-
tant that the organization’s goals are explicit and that targets have been developed.

For a single industry firm (e.g., Analog Devices, Maytag, Wrigley), the scorecard should be
developed at the corporate level and then cascaded down to functional levels and below. How-
ever, for a multibusiness firm (e.g., General Electric, Du Pont, Corning Glass Works), the score-
card should be developed at the business unit level. It is important that functional departments
within a business unit have their own scorecards, and that the business-unit scorecard and the
scorecards below that level be aligned. As a final step, for a multi-business-unit organization, a
corporatewide scorecard should be developed to address, among other things, synergies across
business units.

Define Measures of Strategy

The next step is to develop measures to support the articulated strategy. The organization
must focus on a few critical measures at this point or management will be overloaded with
measures (too many gauges on the “dashboard,” to recall our analogy). Also, it is important that
the individual measures be linked with each other in a cause–effect manner, as we discussed
and as Exhibit 11.2 illustrated.

Integrate Measures into the Management System

The scorecard must be integrated with the organization’s formal and informal structures, cul-

ture, and human resource practices. For instance, the effectiveness of the scorecard will be
compromised if managers’ compensation is based only on financial performance.

Review Measures and Results Frequently

Once the scorecard is up and running, it must be consistently and continually reviewed by

senior management. The organization should look for the following:

• How is the organization doing according to the outcome measures?

• How is the organization doing according to the driver measures?

• How has the organization’s strategy changed since the last review?

• How have the scorecard measures changed?

The most important aspects of these reviews are as follows:

• They tell management whether the strategy is being implemented correctly and how suc-
cessfully it is working.

• They show that management is serious about the importance of these measures.
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• They keep measures aligned to ever-changing strategies.

• They improve measurement.

These review sessions complete the four steps and provide the impetus to start the cycle again.

Difficulties in Implementing Performance Measurement Systems

Unless the following problems are suitably dealt with, they could limit the usefulness of the
performance measurement system.

Poor Correlation between Nonfinancial Measures and Results

Simply put, there is no guarantee that future profitability will follow target achievements
in any nonfinancial area. This is a serious problem because there is an inherent assumption
that future profitability does follow from achieving individual measures. Identifying the
cause–effect relationships among the different measures (as illustrated in Exhibit 11.2) is
easier said than done.

This is a problem when we try to develop proxy measures for future performance. While
it does not mean that systems with several measures should be abandoned, it is important
for companies to understand that the links between nonfinancial measures and financial
performance are not well understood.

Example. In its 1991 annual report, Whirlpool announced that it had established objectives
and measures to track progress toward performance goals in four areas in which it felt it must
perform well in order to create an ROE of 18 percent a year. Between 1991 and 1995, Whirlpool
did not achieve an ROE above 13.9 percent, averaging only 11.9 percent. This was less than
their average ROE of 12.1 percent for the previous five years, from 1986 to 1990.

Fixation on Financial Results

As previously discussed, not only are most senior managers well trained and adept with fi-
nancial measures, they also keenly feel pressure regarding the financial performance of their
companies. Shareholders are vocal, and boards of directors frequently apply pressure on the
shareholders’ behalf. This pressure may overwhelm the long-term, uncertain payback of the
nonfinancial measures.

Poorly designed incentive programs create additional pressure. Senior managers most
often are compensated for financial performance. This can disrupt goal congruence, causing
managers to be more concerned about financial measures than any other measure. Even com-
panies that have tied rewards to multiple measures may have a disproportionate bias toward
financial performance.

Example. Cigna Insurance Company’s Property and Casualty Division tied its scorecard to
bonuses. Of the four categories in the scorecard, financials had the largest impact, counting for a
full one-half of the bonus.5

5Brian McWilliams, “The Measure of Success,” Across the Board, February 1996, pp. 16–20.



Measures Are Not Updated

Many companies do not have a formal mechanism for updating the measures to align with
changes in strategy. As a result, the companies continue to use measures based on yesterday’s
strategy. Additionally, measures often build up inertia, particularly as people get comfortable
using them.

Measurement Overload

How many critical measures can one manager track at one time without losing focus? There is
no right answer to this question, except to say that it is more than 1 and less than 50! If the
number is too few, the manager is ignoring measures that are critical to monitoring strategy
execution. If there are too many measures, the manager may risk losing focus in trying to do
too many things at once.

Difficulty in Establishing Trade-Offs

Some companies combine financial and nonfinancial measures into a single report and give
weights to the individual measures. But most scorecards do not assign explicit weights across
measures. Without such weights, it becomes difficult to establish trade-offs between financial
and nonfinancial measures.

Measurement Practices

The results of the Lingle and Schiemann study (see Exhibit 11.3) provide insights into what
companies are actually measuring, the perceived quality of these measures, and which mea-
sures are being linked to compensation.

Types of Measures

The Lingle and Schiemann study found that 76 percent of the responding companies included
financial, operating, and customer satisfaction measures in regular management reviews, but
only 33 percent indicated they included innovation and change measures in regular manage-
ment reviews.

Quality of Measures

Exhibit 11.3 shows that the financial performance measures were the only measures that
were considered to be high quality, current, and tied to compensation. Most responding com-
panies had operating and customer satisfaction measures, and over 79 percent of the com-
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EXHIBIT 11.3 Companies’ Use of/Opinion about Measurement Practices

Percentage of Respondents’ Practices Using/Favorable

Measures
Highly Valued Quality of Clear Regularly Linked to 

Measure of Information Information Measures Updated Compensation

Financial performance 82% 61% 92% 88% 94%
Operating efficiency 79 41 68 69 54
Customer satisfaction 85 29 48 48 37
Employee performance 67 16 17 27 20
Innovation/change 52 16 13 23 12

Source: Adapted from John H. Lingle and William A. Scheimann, “From Balanced Scorecard to Strategic Gauges: Is Measurement Worth It?”
Management Review, American Management Association, March 1996, pp. 56–61.
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panies considered this information to be highly valuable. Unfortunately, there was often a
large difference between the perceived value of these measures and the quality of informa-
tion they produced.

The study results shown in Exhibit 11.3 leave no doubt that measures of employee perfor-
mance and innovation and change have generally been considered poorly defined and of poor
quality. Ironically, most companies in this study considered information about the company’s
performance in these areas to be highly valuable.

Relationship of Measures to Compensation

Most management systems link financial measures to compensation. As Exhibit 11.3 points
out, of the companies surveyed, about one-third used customer satisfaction and less than one-
quarter used innovation and change measures to drive compensation decisions.

Interactive Control6

The primary role of management controls is to help execute strategies.
Under this view, as indicated in Exhibit 11.4, the chosen strategy defines
the critical success factors which become the focal point for the design and
operation of control systems. The end result is the strategy’s successful im-
plementation. In industries that are subject to very rapid environmental
changes, management control information can also provide the basis for
thinking about new strategies. This is illustrated in Exhibit 11.5. It is called
interactive control.7

In a rapidly changing and dynamic environment, creating a learning
organization is essential to corporate survival. Learning organization refers
to the ability of an organization’s employees to learn to cope with environ-
mental changes on an ongoing basis. An effective learning organization is
one in which employees at all levels continuously scan the environment,
identify potential problems and opportunities, exchange environmental in-
formation candidly and openly, and experiment with alternate business
models in order to successfully adapt to the emerging environment. The
main objective of interactive control is to facilitate the creation of a learning

organization.
While critical success factors are important in control system design to imple-

ment the chosen strategy,strategic uncertainties guide the use of a subset of man-
agement control information interactively in developing new strategies.Strategic
uncertainties are fundamental environmental shifts (changes in customer prefer-
ences, technologies, competitors, lifestyles, substitute products, etc.) that could
potentially disrupt the rules by which an organization is playing today.

There is a fundamental difference between critical success factors and strate-
gic uncertainties. Critical success factors are derived from chosen strategies; as
such, they support the implementation of strategies for current products and
markets (Exhibit 11.4). Strategic uncertainties, on the other hand, are the basis
for the firm to search for new strategies; as such, they help in developing new

businesses. Strategic uncertainties result in questions, not answers:What has changed? Why has
it changed? What new business models can we develop to exploit this discontinuity?

6This section is based on the research of Robert Simons, Levers of Control (Boston: Harvard Business School Press, 1995).
7Ibid., pp. 91–124.
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Interactive controls alert management to strategic uncertainties, either
troubles (e.g., loss of market share, customer complaints) or opportunities
(e.g., opening a new market because certain governmental regulations have
been removed). These become the basis for managers to adapt to a rapidly
changing environment by thinking about new strategies (Exhibit 11.6).

Interactive control has the following characteristics:

1. A subset of the management control information that has a bearing on the
strategic uncertainties facing the business becomes the focal point.

2. Senior executives take such information seriously.

3. Managers at all levels of the organization focus attention on the informa-
tion produced by the system.

4. Superiors, subordinates, and peers meet face-to-face to interpret and dis-
cuss the implications of the information for future strategic initiatives.

5. The face-to-face meetings take the form of debate and challenge of the un-
derlying data, assumptions, and appropriate actions.

Strategic uncertainties relate to fundamental, nonlinear shifts in the en-
vironment that potentially can create new business models. Firms should

monitor the following technological discontinuities:

1. Internet and e-commerce growth have potential implications for many firms. Some of the
particular items to monitor include the following:

• Growth in the number of Internet users.

• Roll-out of broadband communications.

• Emergence of ubiquitous point-and-click interfaces that are based on open standards,
cheap to set up and run, and global.

• Increasing power of computing and communication technologies.

• Growth in mobile communications for both voice telephony and Internet access.

• Development and deployment of speech recognition and machine-based language transla-
tion technologies that may make it possible for people speaking or writing different

languages to communicate with each other in real time.

2. Converging technologies will have the following effects:

• Convergence of voice, data, and image has implications for firms operating in consumer
electronics (Phillips), telecommunications (British Telecom), and computer (IBM)
industries.

• Integration of chemical and digital technologies has impact on firms such as Eastman
Kodak.

• Blending of hardware and software has impact on firms such as Sony.

• Merging of plant engineering and biotechnology opens up opportunities for firms in life
sciences (Novartis, Merck, Pfizer).

3. Miniaturization can provide opportunities for firms in consumer electronics (Sony) as well
as appliances (Whirlpool, Electrolux).

4. Shift from physical goods to services is rapidly transforming the automobile industry (Ford)
and consumer durable goods business (General Electric).
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The following discontinuities created by globalization have the potential to create new oppor-
tunity:

1. Liberalization, deregulation, and privatization have the potential to create huge new cus-
tomer segments in emerging markets such as China, India, and Brazil.

2. New competitors from emerging markets may become global players in the future. For in-
stance, the list of emerging global competitors from India includes Infosys (software), Ran-
baxy (pharmaceuticals), Reliance Industries (petrochemicals), and the diversified Tata
Group (varied manufacturing and service industries).

Interactive controls are not a separate system; they are an integral part of the management
control system. Some management control information helps managers think about new strate-
gies. Interactive control information usually, but not exclusively, tends to be nonfinancial. Be-
cause strategic uncertainties differ from business to business, senior executives in different com-
panies might choose different parts of their management control system to use interactively.

Examples. A business in the hospital supply industry competed as the low-cost producer of intra-
venous drug delivery products. This business manufactured and sold large quantities of standard-
ized, disposable products such as syringes, wipes, tubing, and plasma containers. Critical perfor-
mance variables for this low-cost, high-volume strategy related to product quality and
manufacturing and distribution efficiencies. These factors were not the strategic uncertainties per-
ceived by senior managers. Strategic uncertainties related to fundamental changes in drug deliv-
ery technology which could undermine business’s ability to deliver products valued by the market.
What if advances in technology led to ways of delivering drugs orally, or through skin patches, or
through some other, as yet uncontemplated, technology? What if the nature of drug technology
changed? Could the business adapt?8 Senior management used a project management system (one
element of the management control system) interactively to focus organizational attention on a
dozen or so emerging technological issues. Senior managers met several days each month to debate
the impact of technologies—introduced by competitors, or in related industries, or developed in-
house—on their business. New strategies emerged from these discussions.9

Pepsi used the market share data released by Nielsen every week as an interactive control sys-
tem.10 Some of the key strategic uncertainties confronting Pepsi included replacement of soft
drinks by other drinks; customer response to pricing, promotion, and advertising moves of Coke;
and customer preference for diet drinks. These strategic uncertainties affected market share.
Hence, Pepsi used market share information to debate future strategic actions. According to John
Sculley, Pepsi’s former CEO, “Pepsi’s top managers would carry in their wallets little charts with
the latest Nielsen figures. . . . We would pore over the data, using it to search for Coke’s vulnerable
points where an assault could successfully be launched, or to explore why Pepsi slipped a fraction
of a percentage point in the game. . . . The Nielsens defined the ground rules of competition for
everyone at Pepsi.”11

8 Ibid., pp. 94–95.
9 Robert Simons, “Control in an Age of Empowerment,” Harvard Business Review, March–April 1995, p. 87.

10 Ibid., p. 86.
11 J. Sculley, Odyssey: Pepsi to Apple . . . A Journey of Adventure, Ideas, and the Future (New York: Harper & Row, 1987).
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A subsystem should satisfy the following conditions before it can be used as an interactive
control system:

1. The data contained in the subsystem should be unambiguous and simple to understand and

interpret. Pepsi’s use of market share data released by Nielsen is an example.

2. The subsystem must contain data on strategic uncertainties. For the hospital supply company,
the key strategic uncertainty revolved around drug delivery technology. The company’s pro-
ject management system contained data on emerging technologies in drug delivery and thus
was useful as an interactive control.

3. The data in the subsystem should help the firm develop new strategies. If Amazon.com in-
tends to expand its physical distribution logistics in India, the company needs to carefully
monitor the following variables as they pertain to the Indian market: the number of per-
sonal computers sold, telephone penetration, and the number of Internet connections. Dra-
matic shifts in these variables enable Amazon.com to formulate new action plans.

Summary

A performance measurement system provides a mechanism for linking strategy to action. It
operates on the assumption that financial measures alone are not sufficient to operate an or-
ganization and that special attention must be placed on developing sophisticated, nonfinancial
measures. The scorecard uses a variety of different types of measures, including outcome and
driver, financial and nonfinancial, and internal and external. The key belief behind the score-
card is that measurement will drive change as the organization conforms to what is being mea-
sured. There are many pitfalls that a company may encounter when trying to implement a
scorecard: poor correlation between driver and outcome measures, fixation on financial results,
no mechanism for making improvements, failure to update the measures, too many measures,
and difficulty making trade-offs.

The primary role of management controls is to help execute chosen strategies. In industries
that are subject to very rapid environmental changes, management control information can
also provide managers with a tool for thinking about new strategies; this is called interactive
control. Interactive controls are not a separate system but an integral part of the management
control system; interactive control information tends to be nonfinancial.
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Case 11-1

Analog Devices, Inc. (A)
Analog Devices, Inc. (ADI), was a leading manufacturer of integrated circuits that convert be-
tween analog and digital data. From 1981 through 1996, ADI experienced periods of growth
and stagnation, both achieving record profits and sales and experiencing its first loss ever. To
meet the needs of the changing market, management at ADI introduced a number of different
management tools to implement change. One such tool was its corporate scorecard.

ADI’s corporate scorecard was recognized as a management best practice in a survey the
Nolan-Norton Group conducted in 1991. Despite this accolade, ADI’s management was won-
dering in 1996 how to change the scorecard to best fit the needs of management, specifically,
how fast to change it and how best to use it to focus management attention in the future.

Background

Analog Devices was founded in 1965 in Cambridge, Massachusetts, by Ray Stata and Matthew
Lorber. Stata had a B.S.E.E. and an M.S.E.E., both from MIT. In 1996 the company operated
predominantly in one industry segment: the design, manufacture, and marketing of a broad
line of high-performance linear, mixed-signal, and digital integrated circuits (“ICs”) that ad-
dressed a wide range of real-world signal processing applications. The company’s principal
products were divided among four classifications: general-purpose, standard-function linear, and
mixed-signal ICs (“SLICs”); special-purpose linear and mixed-signal ICs (“SPLICs”); digital
signal processing ICs (“DSP ICs”); and assembled products. SLICS were the largest product
segment for the company, accounting for 65 percent of total sales.

Nearly all the company products were components that typically were incorporated by orig-
inal equipment manufacturers (OEMs) in a wide range of equipment and systems for use in
communications, computer, industrial instrumentation, military/aerospace, and high-perfor-
mance consumer electronics applications. The company sold products worldwide; in 1996 one-
half the sales came from outside the US.

Industry Background

Real-world phenomena—temperature, pressure, sound, images, speed, acceleration, position,
and rotation angle—are inherently analog in nature, consisting of continuously varying infor-
mation. Analog sensors can detect and measure this information. The signals are usually con-
verted to digital form for input to a microprocessor, which is used to manipulate, store, or dis-
play the information. In many cases, the signals are further processed using a technology called
digital signal processing. In addition, digital signals frequently are converted to analog form to

This case was prepared by Kirk Hendrickson (T ‘97) under the supervision of Professor Vijay Govindarajan. Copyright © Dart-

mouth College.
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provide signals for analog display, sound, or control functions. Collectively, these manipulations
and transformations are known as real-world signal processing.

Significant advances in semiconductor technology have led to substantial increases in the
performance and functionality of ICs used for signal processing applications. These advances
include the ability to create very large scale integration (VLSI) mixed-signal ICs that contain
both high-performance analog circuitry and large amounts of high-density digital circuitry.
The analog circuitry portion of the IC is used to manipulate real-world signals while still in
analog form and to convert analog signals into digital form (or vice versa). The digital portion
is used to further process analog signals after they have been converted to digital form.

Company Strategy

In 1996 Analog Devices’ strategy was technological leadership. The company wanted to be
first-to-market with new products that had superior performance features. Analog Devices
was one of the world’s largest suppliers of SLIC products.

During the period 1990–96, Analog sought to balance its traditionally stable SLIC business
with growth opportunities for SPLICs and DSP ICs. The company built upon its expertise in lin-
ear IC technology, developing special-purpose linear and mixed-signal ICs tailored to specific
high-volume applications in target markets. Analog also extended its expertise in analog signal
processing and data conversion to develop DSP ICs.These DSP ICs and its SPLICs addressed the
emerging demand for high-performance levels in many communications, computer, and other
high-volume applications. These products had a high level of functionality (i.e., many functions
on one chip) to satisfy OEMs’ requirements for an integrated solution with low cost per function.

To build upon its position as a leader in real-world signal processing, Analog was pursuing
the following strategies in 1996: (1) expand traditional SLIC business; (2) become a major sup-
plier of general purpose DSP ICs; (3) pursue growth opportunities for system-level signal pro-
cessing ICs; and (4) leverage core technologies to develop innovative products.

Total Quality at ADI, 1983–86

From the inception of the company in 1965 until the early 1980s, sales at Analog Devices grew at
a rate of 27 percent a year.Yet in 1983, Ray Stata recognized that ADI was having problems with
the quality of its production. Its on-time delivery record was under 60 percent. Its process yields,
in some cases, were as low as 10 percent.1 ADI’s customers were complaining about quality, and
its competitors had on-time delivery records and yields well above ADI’s level.At this time, Stata
attended Philip Crosby’s Quality School. This was ADI’s first introduction to the concept of total
quality management (TQM).

Interested in implementing TQM but not wanting to add additional staff to create a quality
improvement function, Stata charged the human resources division with establishing a TQM
program at ADI. The first TQM effort never got beyond managers’ trying to become TQM gurus

1Howell, Shank, Soucy, Fisher, Cost Management for Tomorrow, Financial Executives Research Foundation, 1992, p. 128.



478 Part Two The Management Control Process

on their own by reading books and going to seminars. As one general manager said, “I was fo-
cused on growing the business, not on TQM.”

By the end of 1984, ADI’s sales had reached $313 million. During fiscal year 1984, revenue
had grown by 46 percent, profits by 105 percent, and orders booked promised another record
year in 1985.ADI management felt it was in the middle of some of the fastest-growing segments
in the economy. Many in the company were starting to talk about ADI becoming a $1 billion firm
by 1988.

Unfortunately, between the end of 1984 and the end of 1986, sales had grown only 6.7 per-
cent, and profits had fallen by 38 percent. As Stata stated: “[F]or the first time, between 1982
and 1987, we missed our five-year goals—and by a country mile. True enough, like other semi-
conductor companies we were affected by the malaise in the US electronics industry and by the
strong dollar. But the external environment was only part of the problem: something was also
wrong internally, and it had to be fixed.”

The factory was missing over 40 percent of its committed delivery dates. When 20 executives
with regular customer contacts were asked, “When the phone rings and it is an angry cus-
tomer, what did he say?” the executives responded, “The customer said, ‘Where’s my order?!’”

The defect level of product that reached the customer was more than 20,000 parts per mil-
lion (PPM). Competitors such as Motorola were achieving results under 1,000 PPM. Further-
more, the poor quality caused a substantial amount of waste at ADI, such as front-to-back IC
yields of less than 15 percent, meaning that only 15 out of every 100 ICs that ADI started made
it through the process. These were well below industry yields.

Although in 1985 ADI’s analog IC sales declined by about 5 percent, 1986 industrywide ana-
log IC sales grew by 25 percent. The analog circuits industry had returned to growth, yet ADI’s
revenues were stagnant and its profitability was declining.

The Quality Specialist

In 1986 ADI hired Art Schneiderman as vice president of quality and productivity improve-
ment. Schneiderman had been a consultant with Bain & Co., where he had been directly in-
volved in establishing many quality improvement programs. He was seen as someone who
could link ADI to the “mainstream of experience and knowledge that is rapidly accumulating
in [TQM]” and be a teacher who could “help [ADI’s] managers become more expert practition-
ers.” Stata wanted the quality improvement process (QIP), as ADI called its total quality pro-
gram, to become a way of life at ADI.

Many of the general managers at ADI were skeptical of this new quality program, having
undergone the earlier, unsuccessful quality program. Additionally, they believed the quality
goals and the company’s financial goals were in conflict. The financial basis of ADI’s incentive
and performance measurement systems reinforced this belief.

Half-Life

Schneiderman believed that “any defect level, subjected to legitimate QIP, decreases at a con-
stant rate, so that when plotted on semi-log paper against time, it falls on a straight line.” The
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result is that every process can experience a 50 percent reduction in defects at a consistent
time interval. Schneiderman called this the half-life of the improvement process. As Sterman
et al. note, “The basis for the half-life dynamic is the interactive learning loop at the heart of
TQM. Improvement teams identify the root causes of defects, rank them in order of impor-
tance, then propose, design, test, and implement solutions using the Plan-Do-Check-Act or
‘PDCA’ cycle. The team continues to cycle around the learning loop until the root causes of most
of the defects are corrected, then moves to the next most important source of defects.”2

Schneiderman had collected data on improvement activities. Exhibit 1 shows three exam-
ples of the data he collected. The examples are shown on log-linear graphs to capture the full

2John D. Sterman, Nelson P. Repenning, and Fred Kofman, “Unanticipated Side Effects of Successful Quality Programs: Ex-

ploring a Paradox of Organizational Improvement,” Management Science 43, no. 4 (April 1997), pp. 504–5.

EXHIBIT 1 Three Examples of Half-Life

Source: Ray Stata, “Organizational Learning—The Key to Management Innovation,” Sloan Management Review, Spring 1989, p. 69.
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effect of the half-life concept. By plotting improvements this way, it was easy for someone to see
the line indicating the improvement rate. As Exhibit 1 illustrates, each process had its own
unique rate, determined by finding the slope of the line fit to the data. This unique rate was the
process’s half-life. (See Appendix 1, The Half-Life/ Complexity Matrix, and Appendix 2, Rela-
tionship of Half-Life to the Experience Curve, for additional background on the half-life con-
cept.)

Using the 1987 five-year plan as a tool, Schneiderman introduced goals for a series of qual-
ity measures (Exhibit 2) that corresponded to what he considered to be ADI’s critical success
factors: having innovative, high-quality products and being a reliable, responsive supplier. The
goals were determined by combining customer demands with realistic expectations of each
measure’s half-life.

He proposed reductions such as dropping process defect levels from 5,000 PPM in 1987 to
fewer than 10 PPM by 1992. Many managers just laughed at him. Stata recalled: “The first re-
action of our organization was to recoil from what looked like unrealistic objectives. But we re-
minded our managers that if a company really gets its quality improvement act together, there
is no fundamental reason why these goals cannot be achieved.”

ADI’s Scorecard

Schneiderman put together a single-page scorecard that showed three categories of measures:
financial, new products, and QIP (Exhibit 3). Measures within these categories indicated how
well ADI was moving toward its goals. The scorecard was prepared once a quarter.

ADI considered the scorecard to be a breakthrough because it condensed pages of reports
into a simple, single report. It measured each critical success factor as well as financial perfor-
mance.

Schneiderman added to it the half-life and target for each of the measurements for the next
few periods. He did this to provide a link between short-term results and ADI’s long-term
plans, such as improving on-time deliveries to 99.8 percent by 1992.

EXHIBIT 2 Analog Devices Quality Improvement Goals

Measurement 1987 Half-Life (in months) 1992

External
On-time delivery 85% 9 ⬎99.8%
Outgoing defect level 500 PPM 9 ⬍10 PPM
Lead time 10 weeks 9 ⬍3 weeks

Internal
Manufacturing cycle time 15 weeks 9 4–5 weeks
Process defect level 5,000 PPM 6 ⬍10 PPM
Yield 20% 9 ⬎50%
Time to market 36 months 24 6 months

Source: Stata, “Organizational Learning,” p. 70.
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Making the Scorecard Work

Schneiderman developed the following rules about how to construct the scorecard:

• The entire scorecard had to fit on one 81/2″ by 11″ sheet of paper.

• The font size had to be 12 points or bigger.

• There were to be six times as many nonfinancial measures as financial measures.

In addition to the scorecard and TQM, Schneiderman helped change ADI from doing five-year
planning every five years to doing five-year planning every year.

He also helped create divisional scorecards. The measures for most divisions overlapped; all
could be tied directly to ADI’s overall scorecard. The company allowed each division to use the
same scorecard or a unique one. By tailoring scorecards to each division, Schneiderman gave
all divisions the means to negotiate their goals and determine the appropriate half-lives of
their measures.

In 1988 Schneiderman began to roll out the balanced scorecard to the entire company. Each
division gradually developed its own scorecard and had successive levels develop theirs. They

also were not required to have unique scorecards. Lower-level management scorecards typi-
cally placed less emphasis on financial measures than on nonfinancial measures on which
managers could have an impact. Each division was required to share the quarterly scorecard
results with all its employees.

EXHIBIT 3 Example Corporate Scorecard for FY 1988

FY88

Target Actual

Financial
Revenue $M
Revenue growth %
Profit $M
ROA %

New Products
NP introductions #
NP bookings $M
NP breakeven #
NP peak revenue $M
Time to market Months

QIP
On-time delivery %
Cycle time Weeks
Yield %
Outgoing defects PPM
Cost $M
Employee productivity %
Turnover %
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Division results for each scorecard measure were compared. Exhibit 4 shows how different di-
visions compare in on-time customer service performance results. Each division was shown to-
gether, and the slope, or half-life, of the improvement was shown. In addition to distributing re-
ports like Exhibit 4, Schneiderman compared the scorecard performance results with the target
results during executive council meetings. He pointed out large favorable variations (which he
circled in green) and large unfavorable variations (circled in red), and asked divisional general
managers to explain the causes.

According to Goodloe Suttler, a graduate of the Tuck School at Dartmouth College and a vice
president and general manager of ADI’s semiconductor division, the company used the corpo-
rate scorecard as a communication tool. To the employees, it said,

• Measurement is the key to determining success.

• You cannot know how well you are doing unless you have measures.

• Here is what is happening in your division/plant.

To management, it said,

• These scorecard items are the metrics of success.

• Focus on the items critical to success.

• You must meet objectives measured in the scorecard.

By 1991 the corporate scorecard was being used aggressively on a daily basis throughout the
organization.

Performance3

Analog Devices showed dramatic improvements in its quality measures by 1990. Between July
1987 and July 1990, on-time delivery increased from 70 percent to 96 percent, cycle time de-

EXHIBIT 4
On-Time

Customer Service

Performance

Monthly Data

(August 1987–

July 1988)

Source: Stata,
“Organizational 
Learning,” p. 72.

10

1

A

Half-Life in Months
(time required to reduce late shipments by one-half)

P
e

r
c
e

n
ta

g
e

 o
f 

L
in

e
s 

L
a

te
100

9

B

15

C

4

D

N/A

E

60+

F

12

G

60+

Total

13

Divisions

3Ibid., pp. 503–21.



Chapter 11 Performance Measurement 483

creased from 15 weeks to 8 weeks, average yields improved from 26 percent to 51 percent, and
defects in products shipped declined from 500 PPM to 50 PPM. Other variables did not improve
during the 1987–91 period. Product development time did not decline. The stock price dropped
from $25 in 1987 to $9 by 1991, a much larger decline than performance by the market as a whole
or the semiconductor industry in particular. In 1990 Analog Devices experienced its first loss
(Exhibits 5 and 6). It missed its profitability goal for 1991 by 50 percent and suffered its first-
ever layoff of 600 employees (12 percent of its workforce). In response to the financial crisis,Ana-
log decided to shift its strategy of focusing predominantly on the SLIC business to emphasizing
the growth areas of SPLICs and DSP ICs.

Changing Roles

During this time, ADI’s management directly under Stata changed considerably. The company
promoted Jerry Fishman to president and named eight new vice presidents, including five from
outside ADI. A number of longtime vice presidents retired. The changes reflected ADI’s efforts
to infuse a different culture. As one of the new vice presidents from the outside said, “Analog
had a product orientation, not a customer orientation. The financial dip helped bring dramatic
changes.”

Following Stata’s lead, the entire senior management team stepped up to the role of quality
leaders to demonstrate that improvement is everyone’s responsibility. Schneiderman had been
ADI’s torchbearer during the era of the quality specialist; now it was time to begin the era of
senior management. In mid-1992, Art Schneiderman resigned from ADI and passed the torch
to the new management team.

EXHIBIT 5 Consolidated Statement of Income, 1986–95 (Dollars in Millions Except per Share Data)

1995 1994 1993 1992 1991 1990 1989 1988 1987 1986

Net sales $ 941 $ 773 $ 663 $ 567 $ 538 $ 485 $ 453 $ 439 $ 370 $ 334
Cost of sales 464 394 351 302 272 244 215 201 172 151
Gross margin 476 379 315 266 265 241 238 238 199 183
Research and 

development 
expense 134 107 94 88 89 80 69 60 56 45

Selling, marketing, 
general, and 
administrative 
expense 184 170 159 151 152 136 126 122 108 97

Total operating 
expenses 319 277 253 239 248 235 194 183 164 143

Operating income 157 102 63 26 17 6 44 55 34 40
Total nonoperating 

expenses (income) (2) 5 7 7 8 20 7 4 9 8
Income before income 

taxes 159 97 56 19 9 (14) 36 52 26 32
Net income 119 74 44 15 8 (13) 28 38 19 23

Net income per share $1.00 $ .64 $ .39 $ .14 $ .08 ($.28) $ .58 $ .80 $ .40 $ .51
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EXHIBIT 6 Consolidated Balance Sheet, 1986–95 (Dollars in Millions)

1995 1994 1993 1992 1991 1990 1989 1988 1987 1986

Assets
Current assets:

Cash, cash 
equivalents, 
short-term 
investments $151 $182 $  81 $  18 $  17 $    8 $  30 $  23 $    6 $    6

Accounts receivable, 
net 181 162 146 112 95 98 82 88 76 66

Inventories 144 131 150 142 117 108 98 97 84 79
Total current 

assets 526 505 403 297 249 232 223 221 176 162
Property, plant and 

equipment, net 432 282 248 237 224 224 209 201 186 173
Intangible assets, 

deferred charges, 
and other assets 44 29 27 27 30 31 21 27 35 34

1,002 816 678 562 503 487 453 449 397 369

Liabilities and 
Stockholders’ Equity
Current liabilities:

Short-term 
borrowings, 
current portion 
of long-term 
debt, and capital 
lease obligations 2 23 2 3 6 11 9 7 7 10

Accounts payable 
and accrued 
liabilities 174 135 99 82 77 93 51 55 46 37

Deferred income 
on shipments to 
domestic 
distributors 28 19 16 13 9 0 0 0 0 0

Income taxes 
payable 50 29 15 2 5 2 4 11 5 14
Total current 

liabilities 254 206 133 100 97 106 63 73 58 60
Long-term debt & 

capital lease 
obligations 80 80 100 71 37 24 12 23 30 29

Other noncurrent 
liabilities 11 8 13 17 15 14 14 13 12 10

Stockholders’ equity 656 522 432 375 354 343 363 341 298 270

1,002 816 678 562 503 487 453 449 397 369
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TQM Off-Track

TQM’s primary focus on cost reduction left many managers feeling most cost reduction was
done by the early 1990s. Many also believed the investment necessary to stay with, and con-
stantly improve, the TQM program outweighed the many advantages of continuing it.

By the mid-1990s, ADI was bouncing back financially. Management believed that QIP had
improved the firm’s profitability by reducing waste but, because it was primarily a cost reduc-
tion tool, did not credit it with ADI’s growth. In fact, although ADI was experiencing high
growth and profitability, many of the measures of quality were declining. The program ap-
peared to be at a standstill. Management still recognized TQM’s value but felt that it was in-
sufficient to address the new problems facing the company.

Changing Systems

After Schneiderman left, many of the systems he had put in place changed or withered away.
In Goodloe Suttler’s opinion, there was a “performance paradox.” Borrowing ideas from Profes-
sor Marshall Meyer at University of Pennsylvania’s Wharton School of Management, Suttler
believed that all performance measures would eventually degrade. Performance would im-
prove. Variability would be reduced to the point where further improvements were of little
value. People would game the system. As a result, new performance mea-sures would need to
be constantly introduced. According to Meyer, with new performance measures driving faster
change, “Accelerated learning rates suggest we will cycle through measures with greater ra-
pidity.” Simply put, the better your measure helps you to improve, the sooner it will lose its
value. As Stata observed, “We are now recognizing as we get more sophisticated, it is harder to
get numbers that are meaningful.”

ADI began to look for new tools that could make the numbers more meaningful, particularly
numbers that were leading indicators of value growth. As Suttler said, “The big problem with
TQM is that it has little to say about business strategy. TQM works well at stopping wealth-re-
ducing activities, but wealth creation doesn’t naturally come from TQM.”

Suttler pointed to evidence that TQM had been successful at ADI, such as the reduction of
outgoing electrical defectives from more than 20,000 PPM in 1987 to fewer than 50 PPM in
1994, and the improvement of front-to-back IC yields from fewer than 15 percent to more than
60 percent in the same period. On the other hand, he noted that ADI started TQM at a point
where the cost of waste was 25–35 percent of sales and reduced that to under 15 percent in
seven years. ADI believed that reducing the cost caused by waste to 3 percent would take an-
other seven years. Although management considered cost reduction important, it was consid-
ered less critical than finding ways to grow revenues. Using a model of dynamic complexity
(see Exhibit 7), ADI’s management concluded that growing revenue was a more difficult
process than reducing cost and would take longer to implement.

Hoshin

ADI began searching for new methodologies to create wealth. Ray Stata learned about a tech-
nique called Hoshin kanri as part of his participation in the Center for Quality Management.
For Stata, Hoshin was an extension of the QIP effort at ADI and a realistic approach to center
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the company’s energies on wealth creation. Its main idea was to focus improvement on one or
two breakthrough objectives for the company.

Hoshin, as described by Suttler: “literally means policy deployment and control. Hoshin tells
us to focus on the most important objectives. Analog Devices has two: on-time delivery and new
products. Everything you do in Hoshin is based on data collection and PDCA [Plan-Do-Check-
Act cycle].”

Hoshin also leveraged many of the techniques that ADI learned from its QIP program. Nev-
ertheless, the company found that implementing Hoshin required more effort than expected.

Hoshin was believed to provide a mechanism for growth, so it assumed a prominent place on
the ADI scorecard. The computer products division placed its Hoshin measures at the top of its
1996 division scorecard; the measures took a key position on scorecards throughout the firm.
Hoshin goals for ADI in 1996 were (1) 98 percent on-time delivery to platinum accounts and
(2) 25 percent sales from new products (products introduced within the last six quarters).

Key Success Factors

Complementing ADI’s scorecard were measurements called key success factors that measured
milestones related to the firm’s business plan. These factors were monitor points for the tactical
plans of ADI’s strategy. They derived from the company’s five-year plan, which was updated
yearly or, in some cases, quarterly because of the speed at which ADI’s market was changing.The
company believed its key success factors were more closely related to wealth creation than was
the scorecard.

One difference between the two measures was that the key success factors were discrete
events. As Suttler stated, “The key success factors do not lend themselves to quarterly moni-
toring. On the other hand, the measures on the scorecard are intrinsically limited, failing to
capture key milestones in each business strategy that also need periodic review.” The key suc-
cess factors either were met or they were not. They did not continue from quarter to quarter.
The scorecard measures, such as on-time delivery, continued to be tracked every quarter.

EXHIBIT 7
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In 1994 Stata charged Suttler with integrating TQM and planning. Suttler introduced sev-
eral new tools, such as the 10-step planning methodology adapted from Hewlett-Packard, to try
to understand wealth creation in a way TQM had not addressed. These techniques were used
during the five-year planning exercise and in developing tactical plans for ADI. The key suc-
cess factors were developed with these tools.

One aspect of the new planning system was that teams, rather than a centralized planning
group, did the planning. These teams included individual contributors, line managers, and
mid-level managers—the very people responsible for implementing the plans they developed.

Sixty teams were set up in 1997 to work on topics such as business plans and competitor
analysis. ADI management believed the teams would be highly committed to the business
plans because they had developed them.

Compensation System

Analog Devices did not link incentive compensation to performance on the scorecard measures.
Compensation for corporate officers (senior management) was based on appreciation in stock
prices. Compensation for all other employees was based on an equally weighted combination of
two factors: growth in company revenues and operating profits for the company before taxes.
Noted Suttler, “We do not tightly link managers’ compensation to scorecard performance. We
are in an industry that is moving like the wind. We’ve got to change our scorecard every year
to respond to that environment. Our compensation philosophy is based on cross-functional co-
ordination and the highest degree of teamwork.”

Vision 2000

Now is the time to set a new vision for the future that builds on the accomplishments of the past;
fully exploits our leadership in signal processing; captures new opportunities in rapidly emerging
markets; and catapults ADI to a multibillion dollar enterprise.4

As part of its 1995 planning process, ADI developed what it called Vision 2000, which set
forth three major objectives:

• Build leadership positions in seven critical areas of signal processing.

• Increase the growth rate for sales and profits to greater than 20 percent.

• Grow the organization and develop the skills and competencies of all employees.5

Through the Hoshin process, these goals had been translated into specific and measurable ob-
jectives for every function of ADI. Vision 2000 also included a plan for 1996 that divided the
critical measures into four business drivers (see Exhibit 8).

Each business driver was supported by underlying objectives. For example, the objective of
95 percent on-time delivery by year-end supported the customer satisfaction business driver.

4Vision 2000: Leadership for the 21st Century, Analog Devices, Inc., 1996.
5Ibid.
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EXHIBIT 8 The Four Business Drivers for 1996

Customer Satisfaction
95% on-time delivery by year-end
107,000 6-inch CMOS wafers from external
foundries
13,000 6-inch CMOS wafers from Limerick
3,500 6-inch wafers from Wilmington Mod D
2,000 6-inch wafers from Sunnyvale

New Product Development
$300 million in new product sales at 45% gross
margin
90% success rate from first silicon with customer
6 months to first silicon
15 months’ time to market
1.5 tapeouts per new product

Organizational Capabilities
1,000 new employees
150 new college graduates
Employee turnover less than 7%
90% of new employees on board within less than 
90 days of requisitions
Voice-of-the-Employee baseline score established

Financial Expectations
$1.2 billion in revenue for 25% growth
50% gross margin, including new fabs
$175 million in net research and development
spending
$200 million in sales, marketing, general, and
administrative (SMG&A) spending or 16% of sales
$225 million in operating profit

Source: Vision 2000: Leadership for the 21st Century, Analog Devices, Inc., 1996.

The objectives for the four business drivers for 1996 were clear and measurable. Some of these
objectives, such as on-time delivery, were also part of the scorecard. Other objectives, such as
achieving $175 million in net research and development spending, appeared as key success fac-
tors.

ADI was using Hoshin, QIP, the corporate scorecard, and critical success factors to create, de-
ploy, and implement strategy. While the systems were in place, the questions still remained:
How should Stata and ADI implement needed change? How important was ADI’s corporate
scorecard in creating change? How must these systems evolve for ADI to achieve its objectives
for Vision 2000?

Appendix 1

The Half-Life/Complexity Matrix
Arthur M. Schneiderman
(www.schneiderman.com)

If you are using a state-of-the-art improvement process, you should be able to close the gap be-
tween your current performance and the ultimate process capability at a constant rate given
by the process half-life. The half-life is not the same for all processes. Instead, it depends on the
complexity of the process. There are two dimensions to complexity: technical and organiza-
tional.

As an example of technical complexity, a numerically controlled machine tool is more com-
plex than a lathe. Technical complexity is high for new technologies, where part of the learning
process is related to understanding and refining that technology. Over time, as the technology
matures and its use becomes more routine and familiar, technical complexity declines.
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Organizational complexity arises when a process has linkages (intermediate inputs and/or
outputs) to processes outside of its boundaries. These processes may be internal or external
(outside suppliers or customers) to the organization. The linkages may be one-way or two-way,
one-time or interactive, routine or requiring real-time negotiation. So processes can run the
full organizational gambit, from completely self-contained (uni-functional) to cross-functional
or cross-organizational. We would expect the rate of improvement to slow as the cultures, goals,
and objectives of the various players come into potential conflict.

By sorting the improvement efforts that I studied into the nine bins formed by classifying
each in terms of the process’s apparent organizational and technical complexity (low, medium,
or high), I arrived at the matrix of average half-life shown in Figure A.

For processes of low organizational and technical complexity, I observed a rate of improve-
ment of 50% per month, while for processes at the other extreme, the rate of improvement
slowed by more than a factor of 20 to 50% improvement every 22 months. Note also that orga-
nizational complexity had 2 to 3 times the effect of technical complexity in slowing improve-
ment.

Note that flattening organizational structure or organizing around processes rather than
functions does much to reduce organizational complexity and thereby increase the potential
rate of improvement (that is, reduce the process half-life).

This half-life/complexity matrix can be used in several ways.As a goal-setting tool it allows ra-
tional determination of future performance based on the use of state-of-the-art incremental im-
provement tools and methods. As a diagnostic tool, it allows a team to benchmark its improve-
ment efforts against best practice for processes of similar complexity. As a measure of

organizational learning, it is easily consolidated from the level of the team, through the busi-
ness unit, to an overall organizationwide metric. As a specification for an improvement process,
it allows potential users the ability to make comparisons with alternative methodologies.

FIGURE A
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Appendix 2

Relationship of Half-Life to the Experience Curve
Arthur M. Schneiderman
(www.schneiderman.com)

In the 1970s, Bruce Henderson, founder of The Boston Consulting Group, promoted, under a
new name, the Learning Curve that was discovered by T. P. Wright and published by him in
1936. The learning curve, developed in the aircraft industry, was based on the observation
that unit direct labor usage, expressed in total man-months, declined with increasing expe-
rience. Henderson noted that the same was true for unit cost. Based on this observation, he
went on to develop a strategy model with the experience curve at its foundation.

The experience curve, like the half-life, is also an empirical observation. It states that for
each doubling of cumulative experience (total units produced from the very beginning, not just
this year), real unit cost drops by a constant percent, for example, 20%. If your first million
units cost $10 each, then your next million units should cost $8 each. The next two million
units, $6.40, the next four million units, $5.12, etc. Because cost is driven by cumulative units
produced (1 ⫹ 1 ⫹ 2 ⫹ 4 million in our example), the rate of decline of cost drops over time.

The half-life method, on the other hand, predicts that the rate of decline of defect level is
constant over time. Why the difference? We can’t say for sure, since the experience curve is a
purely empirical observation and is not based on any underlying theory. We can list the things
that probably affect the slope of the experience curve, but we can’t write an equation in which
they are the independent variables. On the other hand, there is a theoretical basis for the half-
life model.

The Pareto chart is a graphical tool (bar chart) for displaying the rank-ordered causes for a
particular defect. With very rare exceptions, these charts follow the 80/20 rule: 20% of the
causes account for 80% of the defects. This leads to exponentially declining Pareto diagrams. In
fact, the biggest cause, that is the “root cause,” usually accounts for 20% to 40% of the total de-
fects. Let’s take 30% as a typical number. For a process of average complexity, an experienced
improvement team takes about four months for each cycle of improvement; 30% improvement
in four months corresponds to a half-life of 8 months, consistent with the half-life/complexity

matrix. For less complex processes, the root cause is often larger and the improvement cycle
time shorter, accounting for the shorter half-lives. For more complex processes, there tend to be
many more causes so that the root cause is smaller while the improvement cycle time is longer.

Note that I said an “experienced” improvement team. Proficiency in using the improvement
process takes several improvement cycles, so that initially, half-lives can be significantly
longer. For this reason, I encourage organizations to attack less complex processes at the be-
ginning as the organization masters their new improvement paradigm.
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Also keep in mind that the half-life deals with defects, not cost. Of course defects, defined as
any gap between current and potential performance, are the principal driver of unit costs, so
the two are clearly related. Twenty years ago, experience curve practitioners were baffled by
the unexplainable leapfrogging done by Japanese industry. How could they possibly achieve
experience curve slopes two or more times steeper than their Western counterparts? Initial re-
action was that they were using predatory pricing, selling below cost. The furor even made its
way to the US Congress. But careful study showed that their hyper-fast cost reduction was
real and the result of a new approach to process improvement.

Questions

Time Frame: 1986–90

1. What was Analog Devices’ strategy in the second half of the 1980s?

2. Critically evaluate the “half-life” concept, in light of Analog Devices’ strategy. What are the
potential benefits and the limitations of the half-life concept? How would a company de-
velop the half-life for different processes? How is the half-life concept different from the ex-
perience curve concept?

3. Identify the conflicts that exist between the QIP measures and the measures reported by
the financial system. Which numbers should we believe? Can they be reconciled?

4. Critically assess the usefulness of the information contained in the corporate scorecard in
Exhibit 3 as a way to implement Analog Devices’ strategy. What role does each set of mea-
sures play in strategy execution? What should be the relative importance of financial ver-
sus nonfinancial mea-sures? What additional information would you like to see included in
the scorecard?

Time Frame: 1990–96

5. Evaluate the evolution of the corporate scorecard and related management planning and
control systems at Analog Devices during the period 1990–95 in light of Analog Devices’
strategy in the first half of the 1990s.

6. Do you agree with the compensation philosophy of Analog Devices?

7. Describe Analog Devices’ strategy as of 1996. How should the corporate scorecard and
other management systems change in 1996 to best fit the strategic needs of the company?
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Case 11-2

Analog Devices, Inc. (B)
You can’t create long-term, sustainable growth just by sheer luck. You must capture the imagina-

tion and ideas of all employees by focusing them on specific goals. The purpose of a balanced

scorecard is to translate strategy into action.

—Bob Stasey, Director of Quality Improvement

You have to measure, and you have to hold people accountable.

—Fred Lee, Digital Signal Processing (DSP) Systems Division Controller

In 2001, Analog Devices, Inc. (ADI), was continuing to advance state-of-the-art practices in
using corporate scorecards to evaluate performance. In the early years of scorecard develop-
ment, their focus was on using scorecards to communicate strategy, to drive quality improve-
ment, and to emphasize cost reduction initiatives. By the 1990s, ADI was focusing on adapting
the scorecard so that it increased emphasis on revenue growth in addition to quality and effi-
ciency initiatives. By the late nineties,ADI was facing a new challenge—effectively utilizing the
corporate scorecard in a faster paced, more dynamic, and more complex market environment.

ADI’s Industry in 2001

Buckle your seatbelts; hold on to your hats. In 2000, ADI posted an explosive top-line growth
rate of 78 percent, growing from $1.5B to $2.6B. (See Exhibit 1 for comparative financial re-
sults.) There had been many strong years in ADI’s history, but this was unprecedented. Be-
cause their products were at the heart of many Internet devices, such as PC modems and asyn-
chronous digital subscriber line (ADSL) switches, the Internet boom drove much of ADI’s
growth. The company also manufactured components of mobile phones and wireless infra-
structure equipment, and components for PC accessories such as flat panel displays, CD and
DVD players, and digital cameras.

Rapid growth can be very challenging to manage. Other changes in ADI’s environment fur-
ther complicated matters:

• ADI’s new markets had very different demand characteristics.

• The supply chains that ADI participated in were de-integrating. (Production of any given
finished good involved an increasing number of companies.)

• The traditional distinct separation between digital and analog markets had dissolved.

• The product design process required greater collaboration.

New Product Mix Meant New Demand Dynamics

In the 1980s, applications for ADI components were primarily in the industrial and military
sectors. Generally, end products would have long life cycles so that once designed with an ADI

This case was written by Professor Chris Trimble, Professor Vijay Govindarajan, and Jesse Johnson (T’02) of the Tuck School of Business at Dartmouth
College. © Tuck School of Business, Dartmouth College.
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component, that component would be in demand for many years. As a result, demand was rea-
sonably predictable for many ADI products.

The technology markets that drove ADI’s more recent growth¨, in the consumer electronics
and communications sectors, had substantially shorter life cycles, often as short as one to two
years. Operationally, this was far more difficult to manage. Inventory management, for exam-
ple, became dynamic and complex. It was important to have inventory early in the life cycle

EXHIBIT 1 Semiconductor Industry Statistics: ADI vs. Selected Competitors*

Sales ($M)

1994 1995 1996 1997 1998 1999 2000

Analog Devices 773 942 1,194 1,243 1,231 1,450 2,578
Intel Corporation 11,521 16,202 20,847 25,070 26,273 29,389 33,726
Texas Instruments 10,315 13,128 9,940 9,750 8,460 9,468 11,860
Maxim Integrated Products 154 251 422 434 560 607 865
Linear Technology 

Corporation 201 265 378 379 485 507 706
Industry, Worldwide 102,000 144,000 132,000 137,000 125,000 149,000 204,000

Sales Growth

1994 1995 1996 1997 1998 1999 2000

Analog Devices 22% 27% 4% ⫺1% 18% 78%
Intel Corporation 41% 29% 20% 5% 12% 15%
Texas Instruments 27% ⫺24% ⫺2% ⫺13% 12% 25%
Maxim Integrated Products 63% 68% 3% 29% 8% 42%
Linear Technology 

Corporation 32% 43% 0% 28% 5% 39%
Industry, Worldwide 41% ⫺8% 4% ⫺9% 19% 37%

Profit Margins

1994 1995 1996 1997 1998 1999 2000

Analog Devices 10% 13% 15% 15% 7% 14% 24%
Intel Corporation 20% 22% 25% 28% 23% 25% 31%
Texas Instruments 7% 9% 1% 19% 5% 15% 26%
Maxim Integrated Products 16% 16% 29% 32% 32% 32% 32%
Linear Technology 

Corporation 28% 32% 35% 35% 37% 38% 41%

Return on Assets

1994 1995 1996 1997 1998 1999 2000

Analog Devices 13% 14% 11% 5% 10% 18%
Intel Corporation 23% 25% 26% 20% 19% 23%
Texas Instruments 14% 1% 19% 4% 11% 19%
Maxim Integrated Products 18% 37% 28% 27% 22% 24%
Linear Technology 

Corporation 27% 30% 22% 23% 20% 23%

*Note: Intel and Texas Instruments traditionally have focused on digital devices, while Maxim and Linear Technology have traditionally sold
analog devices. Not all companies use the same beginning and end to their fiscal years.
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when demand was difficult to predict. But towards the end of the life cycle, excess inventory
could kill profits if the inventory became obsolete. Life cycles were so short for many communi-
cations sector products that a steady-state operating condition was never reached.

Further, ADI’s evolving product mix included components for Internet-related capital
equipment, such as fiber-optic routers, ADSL switches, and voice-over-network servers. ADI
was supplying companies like Cisco, Nortel, and Lucent. Capital purchases are generally more
volatile than the overall economy—all the more so in newer, more speculative markets, such as
those related to the Internet. As many network suppliers’ fortunes went in 2001, so, in part, did
ADI’s. By the third quarter of 2001 ADI’s revenues had fallen back to $1.9B, annualized, from
a peak in the fourth quarter of 2000 of $3.2B, annualized, a 40 percent drop. (Similar drops
were suffered across the semiconductor industry. Over the same time periods, Intel dropped 28
percent, Texas Instruments 36 percent, Maxim Integrated Products 25 percent, and Linear
Technology Corporation 14 percent.)

Supply Chain Disaggregation Further Increased 

Operational Complexity

For most of its history, ADI manufactured and distributed their own components, then shipped
them directly to equipment manufacturers. By 2001, significant outsourcing was occurring to:

• Operators of chip fabrication facilities (“fabs”).

• Global component distributors.

• Contract equipment manufacturers.

The manufacture of semiconductor chips has been one of the most complex manufacturing
processes in the world. The capital investment required for new fabs was significant—already
over $1B and projected to grow to $10B by 2015, roughly on par with nuclear power stations.
In an industry as volatile as semiconductors, these investments were extremely risky. As a re-
sult, companies which primarily relied on design expertise, such as ADI, increasingly looked to
partner with chip fabrication specialists—companies that were willing to take on these risks
and could capture economies of scale across multiple designers. Though ADI still owned some
fabrication facilities, “fabless” semiconductor companies were becoming the rule, not the ex-
ception.

Global component distributors were also growing in importance. It had long been ADI’s prac-
tice to serve large accounts through a direct sales force and to use distributors only for smaller
customers. However, some equipment manufacturers, such as Cisco, had essentially taken on
global component distributors (such as Arrow and Avnet, which controlled nearly half of the
global distribution market) as logistics partners. The logistics partner coordinated all of Cisco’s
component purchases, both from ADI and from other component manufacturers.

Cisco’s component purchases would be delivered not to Cisco but directly to the third new
supply chain player, contract equipment manufacturers (such as Solectron, Flextronics). These
companies handled assembly and testing for Cisco and many other sellers of computer and net-
working equipment, and were taking on an increasingly important role as outsourcing of man-
ufacturing became more popular in these industries.
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The strategic implications for ADI were significant. With more links in the value chain, the
total industry profit pool was spread more thinly among a greater number of players. And if
any link in the chain became too powerful, that link would have the potential to control profits
disproportionately. As a result, dramatic growth of a few distributors and contract manufac-
turers was increasingly of concern for ADI’s senior executives. Among the disturbing
possibilities: (1) contract manufacturers might start to merge with distributors, (2) distribu-
tors might be able to consolidate component purchases by decoding the product numbering
schemes for ADI’s nonproprietary products, and (3) distributors or contract manufacturers
might succeed in building sophisticated e-business platforms that would make it all too easy
for them to switch from one supplier to another—forcing ADI into a commodity competition. All
three would diminish ADI’s negotiating leverage.

Finally, the new structure of the supply chain had implications for demand management.
With more intervening players and (despite the promise of the Internet) imperfect informa-
tion flows, ADI was further removed from its end customers. This meant less accurate and less
timely information upon which to base its demand forecasts.

The Dominance of Digital Circuitry Created New Competition

As digital integrated circuits continued to decrease in cost through the 90s, component design-
ers relied less and less on analog circuitry. However, interfaces to the real world, such as speak-
ers, microphones, temperature sensors, pressure sensors, and many other types of instrumen-
tation, would always be analog because they were characterized by continuously varying
information. As a result, in many applications, the process of converting analog signals to dig-
ital and digital signals back to analog was the most vital role for component manufacturers
with analog expertise. Furthermore, to minimize the “real estate” associated with a product de-
sign, it was increasingly common to embed conversion and digital signal processing on a single
chip.

As a result, manufacturers of digital integrated circuits, such as Texas Instruments, had an
incentive to improve their analog competence so that they could offer complete solutions. Like-
wise, ADI had built strength in digital signal processing so that they could offer similar com-
plete-solution products. While the markets for analog and digital components were once fairly
distinct, that distinction was beginning to shrink.

Products Were Developed Collaboratively

Due to increased pressure of shorter product life cycles, another trend in ADI’s business is the
increasing need for collaborative and integrated product development. For example, in compe-
tition with TI, ADI won a contract from 3Com to deliver components for a new 56K modem.
ADI’s proposal was viewed as superior because it integrated the function of multiple chips onto
a single chip—one that handled analog to digital conversion, digital processing, and digital to
analog conversion. In addition, ADI’s design promised decreased size, better performance, and
a faster time to market.

Time to market was critical because 3Com intended to release the product in time for the
back-to-school sales surge. Under this time pressure, ADI had to design the new chip in col-
laboration with many supply chain players in addition to 3Com, including computer designers,
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software developers, and chip fabrication experts. Once a prototype was developed and ac-
cepted, a related set of collaborations was required to prepare manufacturing and logistics
assets for the new component.

To handle the number and complexity of industry relationships, a traditionally skilled sales
force, adept at selling components that met customer specifications, was inadequate. As a re-
sult, customer relationships were handled by “Field Application Engineers.” FAEs strength-
ened key market relationships by assisting customers in the design of entire signal processing
systems. For example, FAE proposals might increase functionality, enhance integration, or re-
duce board space.

ADI’s Strategy in 2001

In 2001, ADI still perceived that their greatest strength was in innovation and product design.
They sought to focus their efforts on “sweet spots” in the market for integrated circuits that
promised the greatest growth. The Internet boom had created phenomenal growth in 2000.
2001 would not be a repeat, but the company believed that new product designs, which in-
volved the integration of digital signal processors and analog-digital-analog converters on sin-
gle chips, such as the 3Com application described above, were the most promising growth area.

ADI also planned to focus on improving demand for existing products. They planned to in-
vest in better e-commerce applications and increase resources available to the sales force.

In addition, costs and quality continued to be a concern for ADI.To that end, the company had
completed a reorganization which allowed for centralized manufacturing planning and in-
tended to continue to progress on a variety of manufacturing initiatives. These initiatives in-
cluded: standardizing production across sites, combining assembly and testing under one roof,
finding off-shore sites for less expensive testing, and more efficiently releasing new product
designs to factories.

ADI’s Scorecard in 2001

By the late 1990s, ADI’s pioneering efforts with corporate scorecards had spawned similar per-
formance measurement efforts at many corporations. As a result, enterprise software compa-
nies had begun to develop customizable performance management solutions to support score-
card implementations. Like many other companies, ADI had installed an Executive
Information System (EIS). The EIS supported the use of divisional, departmental, even indi-
vidual scorecards. Managers at all levels could break down performance results by region,
product, customer, or channel.

The EIS also supported ADI’s use of three distinct planning horizons—quarterly, every six
quarters, and every 3–5 years. Certain metrics were reported more frequently—inventory was
reported weekly, for example. Because ADI now operated in a complex web of partners and
suppliers, the company also was increasingly trying to include external metrics in the EIS.
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Because their business was undergoing constant change, ADI kept their system as flexible
as possible. They frequently introduced new metrics as business conditions changed—Exhibit
2 provides a comparison between the 1987, 1999, and 2001 scorecards. Typically ADI would not
go to the significant expense of embedding their new metrics in the EIS until they were certain
that the new metric was going to last for a while. Some metrics, in fact, were tracked manually
on spreadsheets.

ADI was also leery of having too much information. At any given level, the total number
of metrics one manager would be expected to monitor closely was kept in the range of 10–20.
Any more than that, according to Bob Stasey, director of quality improvement, and man-
agers spent all of their time “looking for what’s important, rather than working on improv-
ing what was important.” Scorecard results were meant to inspire action, not provoke end-
less analysis.

EXHIBIT 2 Comparison of 1987, 1999, and 2001 Scorecard Metrics

1987 1999 2001

Financial
Revenue Bookings Bookings
Revenue Growth Revenue Revenue
Profit Gross Margin Gross Margins
ROA SMGA %1 SMGA %

Profit Profit
ROA2

New Products¨
NP Introductions 6Q Window Sales3 6Q Window Sales
NP Bookings 6Q Window Gross Margin % 6Q Window Gross Margin %
NP Breakeven4 # of Products to First Silicon # of Products to First Silicon
NP Peak Revenue Time to First Silicon Time to First Silicon
Time to Market Customer Sample Hit Rate5 Customer Sample Hit Rate

# of Products Released # of Products Released
Tape-Outs per Product6 Tape Outs per Product
New Product WIP New Product WIP

Time to Market
OIP
On Time Delivery On Time Delivery On Time Delivery7

Cycle Time Cycle Time Cycle Time
Yield Yield Yield
PPM8 PPM PPM
Cost Quality of Work Environment Quality of Work Environment
Employee Productivity Customer Responsiveness Customer Responsiveness9

Turnover Baldrige Score Excess Lead Time10

1Sales, Marketing, General, and Administrative expenses as a percentage of revenues.
2Through the EIS, managers could also “drill down” beneath ROA to look at Inventory, Accounts Receivable, and Fixed Assets.
3Sales from products launched within the past six quarters.
4Cumulative sales of new products as a percentage of the break-even sales volume for the new product (indexed to number of months since

launch).
5Percentage of product sample requests that are converted to orders.
6This metric relates to the product development process, and the number of design iterations required to complete a design. It is closely tied to

product development cost and time to market.
7In 2001, this was based on customer request date, rather than a date that the factory commits to.
8This is a manufacturing defect rate, in parts per million. The yield is equal to one minus the cumulative defect rates for all manufacturing

processes.
9The time required to fill a request for a customer quote.
10The excess lead time is the delay time to fill orders in excess of the lead time required by the competition.
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In fact, CEO Jerald Fishman believed that 50 percent of the effort in any given quarter
should be focused on no more than three most important issues and their associated metrics.
In a quarterly videotape message and in a company newsletter, Fishman reviewed the past
quarter’s performance, using the balanced scorecard as a framework, and then identified the
three critical success criteria for the subsequent quarter.

In the third quarter of 2001, the three areas of focus were:

1. Revenue growth—Mr. Fishman committed to putting more “feet on the street” rather than
cutting sales force travel budgets, as some competitors were doing.

2. New product introductions—This metric was to be benchmarked to currently existing
commitments to customers.

3. Channel management—Mr. Fishman’s objective was to improve quality of service
through the e-business channel, rationalize the number of distribution partners, and im-
prove sales processes and sales support so that the sales force could spend more face time
with customers.

As of 2001, bonus formulas were still based strictly on financial metrics. ADI periodically
adjusted bonus formulas—as often as the company felt changes in their strategy mandated
it. Any changes were meant to increase focus on critical metrics. For example, in 1999, ADI
added ROA to the bonus formula. Previously they had only included revenue growth and
profit margins in the formula.

Goal-Setting Process

In their initial scorecard efforts in the 80s, ADI had set goals for many metrics through a half-
life improvement calculation (i.e., time required to reduce defects or delays by 50 percent).
While the half-life approach worked well for “weakness based” measures (e.g., production de-
fects), it could not be applied to wealth creation metrics, such as revenue from new products.
Furthermore, establishing appropriate half-lives takes some experience, and ADI’s business
was changing quickly as product life cycles were decreasing. Many processes were new and in-
novative. Not only that, many of ADI’s processes were now integrated with those of their sup-
ply chain partners, so it was even more difficult to predict realistic improvement time frames.
(It was also hard to impose goals for various scorecard metrics on other supply chain players—
everyone wanted to be the “supply chain master.”)

ADI used two approaches to setting goals in instances where the half-life calculation was in-
appropriate. The first was very similar to a traditional business planning process. This was
common, for example, with sales and margin metrics. Senior management would ask for busi-
ness plans from each division, which were subsequently broken down by segment, channel, and
region. The plans were then aggregated and reviewed by senior management—and these re-
views would typically be followed by a negotiating process between senior and junior man-
agers. Ultimately, each product line director was accountable for meeting budgets and fore-
casts.

In the second approach, scorecard goals were established top-down by senior managers
using a combination of analysis and experienced judgment. For example, competitors would be



Chapter 11 Performance Measurement 499

studied to determine best practices for various metrics. Then, managers judged how relevant
that standard was in ADI’s unique business context and set goals over time for improvement.

Regardless of the approach, senior managers at ADI felt that they needed the buy-in of the
employees who would be held accountable for meeting the goals. Otherwise, management’s ef-
forts would be wasted arguing about the appropriate goal instead of trying to improve the busi-
ness. Ideally, employees would feel pressure to meet stretch goals but unconstrained in terms
of how they sought improvements.

The goal-setting process required cross-functional collaboration. For example, the distribu-
tion manager and the sales manager worked to set goals that didn’t inspire excessively com-
petitive behavior between divisions. Also, manufacturing managers would have to avoid “sub-
optimizing.” For example, too aggressive a throughput goal at a certain stage in production
might simply create excessive work-in-process inventories. Each process in the company was
related to other processes, and these interactions needed to be understood to set goals effec-
tively.

Questions

1. How did ADI’s industry change between 1996 and 2001?

2. How are targets set for the metrics on the scorecard? Who sets them? How rigorous does the
method for setting goals need to be in order for the metric to be useful? Evaluate the goal-
setting process in light of the changing industry conditions as of 2001.

3. Is ADI’s scorecard as useful today as it was in the 80s? What are the limitations to the score-
card? What can go wrong?

4. Would you make any changes to the way ADI manages its scorecard? What changes? Why?

5. Does the metrics/scorecard system have flaws? Can employees “game” the system? What are
the dangers of the EIS?
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Case 11-3

CUP Corporation
The CUP Vorstand (Board of Directors) decided to create a Customer Care Center (CCC) to stem
the increasing defection of customers resulting in part from dissatisfaction with the firm’s ser-
vices. The central idea was to provide private customers with one telephone number to be used
for all their questions and problems and for all types of insurance offered by CUP.The CCC would
be staffed 24 hours a day, 7 days a week to make sure someone was always available for the cus-
tomer. The CUP personnel would be able to address all inquires and handle customer problems
90 percent of the time on the first call. The remaining 10 percent of the problems would be re-
solved in one day with a follow-up call.

Derrick Westmuller was assigned as the project manager responsible for the creation and
development of the CCC. In developing this center he was tasked to display the kind of entre-
preneurial behavior the chairman of CUP was seeking to develop. Mr. Kirk, the energetic and
dynamic chairman, was seeking to change the CUP insurance company from a stiff bureau-
cracy to a nimble entrepreneurial-driven firm. The design was to have the center function as
a central services profit center supporting the separate insurance business units of CUP.

Derrick, a seasoned manager, saw this assignment as a real career opportunity. He began to
think about meaningful indicators and measures for success of the center. He was politically
savvy and wanted the performance of this center to stand on its true accomplishments.

Background: Product Lines Responding to Declining Growth
Rates

CUP was one of the largest insurance firms based in Europe. It had a worldwide operation and
was recently acquired by another major insurance company. CUP had enjoyed remarkable
growth of more than 25 percent each year over the past 10 years. The firm had used a series of
acquisitions to broaden the type of insurance offerings and had also grown internally to meet
the expanding needs of its served market. It sold various forms of insurance in the health, life,
casualty, property, and automotive areas.

Over the last couple of years the growth of premium income in the German insurance in-
dustry had leveled off. In 1993 and 1994, the industry still enjoyed high growth rates and grew
at 10.3 percent and 9.5 percent, respectively. By 1995, however, the growth rate had decreased
to only 4.8 percent. By 1996 and 1997, growth was flat instead of the planned 3 percent and the
expectation was that “growth will only be moderate, if any growth is recorded at all.”

The declining growth rates resulted from a set of reinforcing trends:

1. Worsening economic climate with increasing economic downsizing, increasing unemploy-
ment, and stagnating real income.

This case was prepared by Professor Lawrence Carr, Babson College. Copyright by Lawrence Carr.
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2. Higher taxes and social welfare levies, in part due to the reunification of Germany.

3. Increasing competition resulting from the deregulation of the European market, which was
“fully noticeable for the first time” in 1995.

4. Extensive satisfaction of the basic demand for insurance in Germany, an area of sustained
growth up to 1994.

Despite these worsening market conditions, the operating divisions of CUP were often able
to gain market share. However, the squeeze of increasing competition and increasing client
price sensitivity led in the private insurance market to shorter contracts and more cancellation
of existing contracts. This effect varied in intensity by product line.

In response, product lines and the branch offices began to pay more attention to providing a
better service as a way to keep agents, brokers, and existing clients satisfied. There was a
range of ideas and responses to the problem, varying from remaking newsletters for customers
to creating “a Calling Center.” The latter was in response to the complaints of many customers,
agents, and brokers about the difficulties of reaching clerks and about the level of service they
received if and when they could reach them.

Within the decentralized structure of CUP, in which product lines operated rather indepen-
dently, a number of “calling centers” were created. Those more concentrated product lines, such
as Life and Health, created their own central telephone centers. Some branch offices also cre-
ated “telephone centers” for those product lines that had decentralized much of their clerical
work to the branches.

Reforming the “Lapse Rate” Problem 
as a Customer Loyalty Problem

Traditionally the firm, through its two brand names, CUP and Southern, had focused on the
lower middle segment of the market that was not very price sensitive. Exclusive agents han-
dled 70 percent of this business. The increasing defection rate began to draw the attention of
some senior executives. They ordered a study by an international management consultant.

In March 1996, this firm reported that the “lapse rate”—the number of customers canceling
contracts compared to the total amount of contracts—had reached DM 800M in 1995 (DM
900M in 1996), which is around 10 percent of total premium revenue. The lapse rate percent-
age was comparable to other German insurance firms. In some products, such as car insurance,
the figures were much higher (20 percent) and had passed a pain threshold.

The firm also reported that the commissions of the agents were almost exclusively tied to
generating new contracts. The agents were spending 70 percent of their time just generating
enough new business to keep up with cancellations. If this trend were to continue, they would
have to spend 100 percent of their time by the year 2000 on just finding new business to keep
up with cancellations.

In-depth interviews with defected customers, or “root cause interviews,” indicated that 58.7
percent of the defections could be influenced by CUP (without changes in the contracts), indi-
cating that 5.8 percent of the customer base of the firm was lost through the firm’s own fault.
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Dissatisfied customers mentioned (apart from price, 33.3 percent): problems with agents (34.7
percent), bad claims processing (13.3 percent), slow and bureaucratic responses (9.3 percent),
and too little information (4.0 percent). When customers mentioned high price, it would often
not be an issue as such but in combination with other problems such as dissatisfaction about
the agent.

Finally, the firm found the following:

• Customers who had more than one insurance contract were less likely to defect.

• Trigger events (e.g., exasperation about being passed from one clerk to another without get-
ting any help) seemed to precipitate cancellation.

• If a customer with several policies canceled one, it was likely that the customer would not
continue when other contracts came up for renewal.

The traditional market research techniques used by CUP, the consultant maintained,were not
able to detect these kinds of problems because they were geared more toward customer satisfac-
tion with a (new) product and not event/ action related.

The “lapse rate” problem for CUP was summarized by the image of a leaking bucket; new cus-
tomers would flow into the bucket while at the same time many leaked out through big holes.
The focus of product lines was on increasing the inflow rather than intelligently addressing the
outflow. This was not only the case within CUP but also the case throughout the German insur-
ance industry.

Instead of focusing on the “lapse rate” or “customer defection rate” of individual product
lines, the problem was restated as a customer loyalty problem that cut across product lines and
was considered a corporate problem.

A Corporate Problem: From Vicious 
to Virtual Cycles

Customers looked at the firm as a whole, not as a product line with whom they had one con-
tract. It turned out that the more contracts customers had, the longer they remained loyal to
CUP. The longer they remained with the firm, the lower the commissions for new products and
the lower the damage rate. If this virtual cycle were to lead to small improvements in customer
retention, profitability would be significantly improved.

Conversely, if customers had only one contract, they canceled much more frequently. Re-
placement then led to a commission for the agent. And when this process gained enough mo-
mentum—as it did—all insurance firms suffered from high lapse rates and paid high commis-
sions. Hence a vicious cycle.

To induce a virtual cycle, customer retention would have to become a strategic target. There
were many positive ideas and responses in CUP’s product lines and branch offices at the time.
There were also managers who thought quite differently. They felt the responses were often
geared to symptoms, and would have little positive effect on the business. With regard to
the telephone centers, a senior manager from one of the product lines mentioned that they
lacked critical mass. There would be insufficient sophisticated technology and training of per-
sonnel, and not enough would be learned from the customer.
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The customer needed to be viewed as a person, a family, or even an extended family, going
through a life-cycle with critical events (like getting a driver’s license, getting married, having
kids, buying a house, setting up a retirement fund, etc.) each creating new insurance needs.
The firm was a collection of product lines. In anticipation of future business, CUP should try to
satisfy the customer needs in all of these stages.

Moreover, rather than the risk of each customer being treated as part of a large pool with cer-
tain statistical averages, customers could and should be segmented into highly profitable groups,
not-profitable groups, and loss-generating groups. The firm as a whole should proactively pick
and target the most profitable group, and learn more about the customers. At the same time, it
should defend its existing customer base through (i) becoming sensitive to early signals of de-
fection, (ii) monitoring carefully trigger events, and (iii) trying to recover “lost” contracts/cus-
tomers.

While the efforts of individual product lines would be important, clearly, some executives at
the corporate level felt that there was a need for a comprehensive and integrated approach.
However, such an approach should be taken in incremental steps.

The First Step: “Quick Hits” and New Discoveries

The data suggested that CUP could benefit from using a number of ideas for customer reten-
tion derived from the practices of leading US insurance firms and banks as well as new inter-
nal intentions. The CUP Vorstand (Board of Directors) ordered a specific study of customer loy-
alty for CUP between May 1996 and October 1996. It was anticipated that this would create
ideas for “quick hits” and begin to close “the holes in the bucket.”

But the project also led to new discoveries about the prevailing thinking in the firm con-
cerning the customers. According to one of the consultants:

1. A customer typically called because his or her agent was either unreachable (either a part-
timer, or trying to generate new business) or could not effectively address a question. When
a customer called one product line, say, Health, and then had a question about life insur-
ance, the Health clerk would say, “I don’t know.” On average, it would take a client four con-
tacts to get to the right person, and even then, in 30 percent of the cases, the questions were
not resolved. Customers tended to cancel when a specific question or problem was dealt with
in the wrong way.

2. A clerk working in one product line had only one screen (related to the contract that line had
with the client) and had little access to information about other contracts the customer may
have had. However, if a customer with multiple policies canceled one policy because the cus-
tomer was dissatisfied with the service in one product line, this person was likely to cancel
the other policies as well. The clerks often did not sense the business was at risk because,
quite literally, it was “not on their screen,” and therefore the pattern of defections remained
hidden.

3. Car insurance played a critical role in binding clients because it was often the first contract.
It appeared that most people bought a car on the weekend when insurance firms were
closed. In addition, it was difficult to create a team to help clients because, in general, cus-
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tomers could not reach a clerk after 5:00 and trade unions did not allow work after 6:00.
Therefore, the response to the idea was often “yes, but it can’t be done.”

4. Most CUP people talked about the customer but didn’t do anything about improving the
customer service. The firm had a strong analytical culture. When confronted with the figures,
they would say, “this is true for health but not for life” or “it is worse with other insurance
firms.”

5. When customer focus groups were organized in June 1997, the Vorstand (Board of Direc-
tors) members were invited to attend. Only one showed up apart from the manager of the
study. The others maintained that “we know the customer.”

The Customer Care Center

By October 1996 when the results of the customer loyalty studies were in, the CUP Vorstand
ordered a feasibility study for a CCC reaching far beyond specific product lines. The key idea
was to provide customers with one telephone number and professionally trained people who
could effectively answer a variety of questions, and thereby increase the service dramatically.
In addition, a center would be able to eliminate process steps in the future and eliminate
sources of errors. Finally, it was believed that the center would be a cheaper and more efficient
way of processing information.

By January 1997, an outline for the center design was ready and specified the following
goals:

1. CUP’s private customers would have one and only one telephone number for all their
questions and problems. This service would be available to them in addition to the agents.

2. The center would be open 24 hours per day and 7 days per week. It would be able to final-
ize 90 percent of all customer inquiries in one telephone call. It would lead to a significant in-
crease in service quality and efficiency.

3. CUP would benefit from a reduction in the lapse rate, specifically, in cases where, in the
past, the client’s inquiry was not addressed or the service was unsatisfactory.

4. Additional goals of CUP were (a) becoming a service leader in the insurance industry,
(b) increasing the number of customers with multiple policies.

Concerns and Inventing Solutions

The proposal generated a number of concerns. For instance, the agents saw the center as a
threat to their relationship with the client. In response, it was decided that agents would be in-
formed of any communication between the center and his or her clients. Moreover the center
could act as a backup for the agent in case the agent was inaccessible to the client (e.g., at night
and on the weekend). Finally, the center could help agents by contacting prospective clients.
Typically, an agent might get one out of ten potential insurance contracts. The center could
provide a first screen by telephone and improve this ratio.
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The product lines had a different concern. They thought that it was impossible that a “gen-
eralist” could address questions related to their specialized business and that it would take “at
least ten years” of experience to learn to do this. However, it was discovered that product line
clerks got caught in a vicious cycle. Typically, the clerks intended to provide the highest possi-
ble quality when talking to customers but in doing so tended to become too technical. Their re-
sponse was “over-engineered” and they tended to waste their time while the client became ex-
asperated.

In addition, many customers had the same kinds of questions. An expert might become an-
noyed when having to repeat the answers or might forget to mention part of the answers. Less
specialized persons with additional skills, however, might quite easily answer questions based
on scripts that provide “good answers.”

Finally, it turned out that at least 70 to 80 percent of the questions (depending on the prod-
uct lines) were rather mundane and did not need a specialist to answer them because the ques-
tion was merely about the status of a claim or the customer gave a change of address, etc.
Again, an expert might become exasperated with such questions. A special team with extended
product knowledge could still address the remaining 20 to 30 percent.

A final set of concerns had to do with the fact that calling centers were already established
in some product lines and branch offices. For instance, if somebody changed an address, a prod-
uct line would argue that this couldn’t be dealt with by a center because a change of address
might have implications for insurance related to the house. Or some product lines would say,
“We are learning from the market through our own calling center, and now we lose our ear,” or
“Why break up a winning team?”

At the time that a central center was discussed, some of the branch offices had just in-
stalled their own telephone centers as a way to screen calls to the back office. Branch office
managers had received employee acceptance by claiming that “this was their future.” Dis-
mantling their unit would undermine trustworthiness. The first two concerns could be dealt
with through agreements about making information in the center readily accessible to
the product lines. The latter concern might be dealt with, in part, by a promise that the cen-
ter would be in or around the two branch offices with telephone centers. This would make it

easy for employees to apply for jobs in the central center.
By April 1997, the Vorstand had agreed on the following critical aspects for the center’s de-

sign.

1. The CCC would be a “greenfield” solution and it would be the only center within the CUP.
Other newly established calling centers in branches and some product lines would be closed
down.

2. It would centralize all customer inquiries and be available 100 percent of the time, and
able to address effectively 90 percent of all questions and problems.

3. The center would be established outside the existing organizational structure of CUP, i.e.,
it would not be part of any of the product lines or operating divisions. This would also make it
possible to sign more flexible employment contracts (flexible working hours and compensa-
tion).
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4. The center would be a profit center and be paid on a telephone call basis by the product
lines rather than a cost center supported by corporate or the operating divisions’ overhead.

5. The center would be a stand-alone central service business unit with a mission to support
the product lines.

6. The product lines would supply insurance technical know-how and competent personnel,
and interface with the product lines would be clearly organized.

During the first year, the center would focus on “inquiry” initiated by the client. In addition,
it would also initiate inquiries on behalf of product lines in case a customer canceled a contract.
This initial set-up would require an EDP system with the least integration into the rest of the
IT infrastructure of the CUP, allowing for an autonomous EDP center for the CCC with only a
relatively small link to the Central EDP.

However, as soon as the center operated effectively (expected within half a year of its open-
ing), new tasks could be added. For instance, the center could become involved in the claims
processing, in correcting errors, or changing information such as addresses, etc. It could also
carry out marketing research at the request of the product lines. And finally, it might become
the care center for agents and brokers as well.

The customers (depending on the product line) would expect the center to address 70 to 80
percent of the inquiries through its generalists. The remaining 20 to 30 percent of questions
would be passed on to specialized teams with extended product knowledge in the center. Not
only would the processing within the center be “transparent and traceable,” thereby reducing
errors, the links to the product lines would be transparent and traceable as well.

Indicators and Measurement of Success

The center would have to be up and running within one year, in May 1998. The effort would be
widely watched within the firm and within the German insurance industry. If successful, CUP
would have a first-mover advantage and be instrumental in reshaping the industry.

But what were meaningful indicators of success of the CCC and how to mea-sure that suc-
cess? Should Derrick, the project manager for the new center, focus on one indicator, or on a set
of indicators reflecting a wider sense of performance? How many should he focus on, and which
are really critical? Which indicators can he really influence and how?

When asked how he would measure success with the clients, Derrick initially mentioned: “a
decreasing lapse rate—that part of the lapse rate, connected to the service quality of the CUP,
should decrease.” However, other executives differed about what constitute a “Balanced Score
Card.” For instance, a senior executive suggested: “speed of processing, efficiency in terms of
cutting out process steps, quality in terms of fewer errors, accessible all the time, and friendli-
ness of the telephone operators.”

Another senior executive, responsible for sales through the agent channel, said the critical
question was “whether we lose fewer clients.” At the moment, the firm lost and added 12 per-
cent per year of its customer base. If the center could stem losses to 11 percent, that would be
success. However, “50 percent of the agents grow more than the market.” If the agents’ sales
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force was trimmed, then larger, more professional and entrepreneurial agents could be created.
If the commission structure was adjusted, agents would remain a formidable sales force.

One consultant drew a more complex picture for measuring success with clients: “How to
measure defection if you have two channels to the customer: the center and the agents?” Some
customers would call; others not. The first group would call because the agent channel did not
work for them. But as for the second group of customers: Are they satisfied with the agent, are
they indifferent? One measure could be: if an existing customer had recommended CUP to a
new customer who complained about having to work through an agent (of a competitor), did
the existing customer mention the center? Also, the picture of what led people to defect should
change. The percentages for “bad claim processing,” “slow and bureaucratic responses,” and
“too little information” should significantly decrease.

For shareholder value, this consultant suggested a look at a decreasing defection rate and
selling more contracts. Finally, for innovation and learning, he thought that the center would
generate information that was at present with the agents and inaccessible to the firm, for in-
stance, if the total number of calls was 20,000 per week and 1,500 were about a new topic, and
increasing, this factor could be a trend to be monitored. Finally, he was surprised that the prod-
uct lines did not realize the opportunity created for them. Rather than thinking about the
drawbacks, what could the center do for them?

During a final meeting with Derrick, he repeated that “the hard figure” for success was the
following rate: the number of cancellations (attributable to poor service) after the center had
made an effort to “recover” them versus the total amount of cancellation. If customers blamed
the product lines or the agents, the question remained, “Can we get them back?”

Derrick, politically astute and considered a competent manager, wanted to ensure the suc-
cess of the CCC. The key in his mind was getting the measures right. These measures had to
work for all the stakeholders: the CCC workers, the product lines, corporate managers, the cus-
tomers, and finally himself.

Questions

1. As an advisor to the project manager, Derrick Westmuller, what set of mea-sures would you
advise they adopt?

2. Develop a balanced measurement system showing how the measures and measure-
ments link to what you believe are the key success factors of the CCC.
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Case 11-4

Enager Industries, Inc.
I don’t get it. I’ve got a nifty new product proposal that can’t help but make money, and top man-
agement turns thumbs down. No matter how we price this new item, we expect to make $390,000
on it pretax. That would contribute over 15 cents per share to our earnings after taxes, which is
more than the 10 cent earnings-per-share increase in 1993 that the president made such a big
thing about in the shareholders’ annual report. It just doesn’t make sense for the president to be
touting e.p.s. while his subordinates are rejecting profitable projects like this one.

The frustrated speaker was Sarah McNeil, product development manager of the Consumer
Products Division of Enager Industries, Inc. Enager was a relatively young company, which
had grown rapidly to its 1993 sales level of over $222 million. (See Exhibits 1 and 2 for finan-
cial data for 1992 and 1993.)

Enager had three divisions—Consumer Products, Industrial Products, and Professional Ser-
vices—each of which accounted for about one-third of Enager’s total sales. Consumer Products,
the oldest of the three divisions, designed, manufactured, and marketed a line of houseware
items, primarily for use in the kitchen.The Industrial Products Division built one-of-a-kind ma-
chine tools to customer specifications (i.e., it was a large “job shop”), with a typical job taking
several months to complete. The Professional Services Division, the newest of the three, had

EXHIBIT 1 INCOME STATEMENTS 
For 1992 and 1993

($000s, except earnings-per-share figures)

Year Ended 
December 31

1992 1993

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $212,193 $222,675
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . 162,327 168,771
Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . 49,866 53,904
Other expenses:
Development  . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,096 12,024
Selling and general  . . . . . . . . . . . . . . . . . . . . . . 19,521 20,538
Interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,728 2,928
Total  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,345 35,490
Income before taxes  . . . . . . . . . . . . . . . . . . . . . 16,521 18,414
Income tax expense  . . . . . . . . . . . . . . . . . . . . . . 5,617 6,261
Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  10,904 $  12,153
Earnings-per-share (1,500,000 and 1,650,000 

shares outstanding in 1992 and 1993, 
respectively)  . . . . . . . . . . . . . . . . . . . . . . . . . . $      7.27 $      7.37

This case was updated by Professor Vijay Govindarajan and Anil Chitkara (T’94) based on an earlier case prepared and

copyrighted by James S. Reece, University of Michigan.



EXHIBIT 2 BALANCE SHEETS
For 1992 and 1993

($000s)

As of December 31

1992 1993

Assets
Cash and temporary investments $    4,212 $    4,407
Accounts receivable 41,064 46,821
Inventories 66,486 76,401

Total current assets 111,762 127,629
Plant and equipment:

Original cost 111,978 137,208
Accumulated depreciation 38,073 47,937
Net 73,905 89,271

Investments and other assets 6,429 9,357
Total assets $192,096 $226,257

Liabilities and Owners’ Equity
Accounts payable $  29,160 $  36,858
Taxes payable 3,630 3,135
Current portion of long-term debt 0 4,902

Total current liabilities 32,790 44,895
Deferred income taxes 1,677 2,955
Long-term debt 37,866 46,344

Total liabilities 72,333 94,194
Common stock 52,104 58,536
Retained earnings 67,659 73,527

Total owners’ equity 119,763 132,063
Total liabilities and owners’ equity $192,096 $226,257

been added to Enager by acquiring a large firm that provided land planning, landscape archi-
tecture, structural architecture, and consulting engineering services. This division has grown
rapidly, in part because of its capability to perform “environmental impact” studies, as required
by law on many new land development projects.

Because of the differing nature of their activities, each division was treated as an essentially
independent company. There were only a few corporate-level managers and staff people, whose
job was to coordinate the activities of the three divisions. One aspect of this coordination was
that all new project proposals requiring investment in excess of $1,500,000 had to be reviewed
by the chief financial officer, Henry Hubbard. It was Hubbard who had recently rejected Mc-
Neil’s new product proposal, the essentials of which are shown in Exhibit 3.

Performance Evaluation

Prior to 1992, each division had been treated as a profit center, with annual division profit budgets
negotiated between the president and the respective division general managers. At the urging of
Henry Hubbard, Enager’s president, Carl Randall, had decided to begin treating each division
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as an investment center, so as to be able to relate each division’s profit to the assets the divi-
sion used to generate its profits.

Starting in 1992, each division was measured as based on its return on assets, which was de-
fined to be the division’s net income divided by its total assets. Net income for a division was
calculated by taking the division’s “direct income before taxes,” then subtracting the division’s
share of corporate administrative expenses (allocated on the basis of divisional revenues) and
its share of income tax expense (the tax rate applied to the division’s “direct income before
taxes” after subtraction of the allocated corporate administrative expenses). Although Hub-
bard realized there were other ways to define a division’s income, he and the president pre-
ferred this method since “it made the sum of the [divisional] parts equal to the [corporate]
whole.”

Similarly, Enager’s total assets were subdivided among three divisions. Since each divi-
sion operated in physically separate facilities, it was easy to attribute most assets, including
receivables, to specific divisions. The corporate-office assets, including the centrally con-
trolled cash account, were allocated to the divisions on the basis of divisional revenues. All
fixed assets were recorded at their balance sheet values—that is, original cost less accumu-
lated straight-line depreciation. Thus, the sum of the divisional assets was equal to the
amount shown on the corporate balance sheet ($226,257 as of December 31, 1993).

In 1991, Enager had as its return on year-end assets (net income divided by total assets) a
rate of 5.2 percent. According to Hubbard, this corresponded to a “gross return” of 9.3 percent;
he defined gross return as equal to earnings before interest and taxes (“EBIT”) divided by as-
sets. Hubbard felt that a company like Enager should have a gross (EBIT) return on assets of
at least 12 percent, especially given the interest rates the corporation had had to pay on its re-
cent borrowing. He, therefore, instructed each division manager that the division was to try to
earn a gross return of 12 percent in 1992 and 1993. In order to help pull the return up to this
level, Hubbard decided that new investment proposals would have to show a return of at least
15 percent in order to be approved.

EXHIBIT 3
Financial

Data from

New Product

Proposal

1. Projected asset investment*
Cash $   150,000
Accounts receivable 450,000
Inventories 900,000
Plant and equipment† 1,500,000

Total $3,000,000
2. Cost data:

Variable cost per unit $              9
Differential fixed costs (per year)‡ $   510,000

3. Price/market estimates (per year):

Unit Price Unit Sales Break-Even Volume

$18 100,000 units 56,667 units
21 75,000 42,500
24 60,000 34,000

*Assumes 100,000 units sales.
†Annual capacity of 120,000 units.
‡Includes straight-line depreciation on new plant and equipment.
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1992–93 Results

Hubbard and Randall were moderately pleased with 1992 results. The year was a particularly
difficult one for some of Enager’s competitors, yet Enager had managed to increase its return
on assets from 5.2 percent to 5.7 percent, and its gross return from 9.3 percent to 9.5 percent.

At the end of 1992, the president put pressure on the general manager of the Industrial
Products Division to improve its return on investment, suggesting that this division was not
“carrying its share of the load.” The division manager had bristled at this comment, saying the
division could get a higher return “if we had a lot of old machines the way Consumer Products
does.” The president had responded that he did not understand the relevance of the division
manager’s remark, adding, “I don’t see why the return on an old asset should be higher than
that on a new asset, just because the old one cost less.”

The 1993 results both disappointed and puzzled Carl Randall. Return on assets fell from 5.7
percent to 5.4 percent, and gross return dropped from 9.5 percent to 9.4 percent.At the same time,
return on sales (net income divided by sales) rose from 5.1 percent to 5.5 percent, and return on
owners’ equity also increased, from 9.1 percent to 9.2 percent. The Professional Services Division
easily exceeded the 12 percent gross return target;Consumer Products’ gross return on assets was
10.8 percent; but Industrial Products’ return was only 6.9 percent (see Exhibit 4). These results
prompted Randall to say to Hubbard:

You know, Henry, I’ve been a marketer most of my career, but, until recently, I thought I under-
stood the notion of return on investment. Now I see in 1993 our profit margin was up and our
earnings-per-share were up; yet two of your return on investment figures were down; return on
invested capital went down, and return on owners’ equity went up. I just don’t understand these
discrepancies.

Moreover, there seems to be a lot more tension among our managers the last two years. The
general manager of Professional Services seems to be doing a good job, and she’s happy as a lark
about the praise I’ve given her. But the general manager of Industrial Products looks daggers at
me every time we meet. And last week, when I was eating lunch with the division manager at
Consumer Products, the product development manager came over to our table and really burned
my ears over a new product proposal of hers you rejected the other day.

I’m wondering if I should follow up on the idea that Karen Kraus in Personnel brought back
from the two-day organization development workshop she attended over at the university. She
thinks we ought to have a one-day off-site retreat of all the corporate and divisional managers to
talk over this entire return on investment matter.

Questions
EXHIBIT 4 Calculation of Gross Return on Assets, 1993

Specific Assets

Gross 
Division Sales EBIT W/C Fxd. Alloc. Total ROA

Consumer 74.3 10.8 60.8 34.6 4.6 100.0 10.8
Industrial 74.2 7.2 44.4 54.6 4.6 103.6 6.9
Professional services 74.2 3.3 18.0 0.0 4.6 22.6 14.6

Total 21.3 123.2 89.2 13.8 226.2 9.4
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1. Why was McNeil’s new product proposal rejected? Should it have been? Explain.

2. What inferences do you draw from a cash flow statement for 1993? Is a breakdown by divi-
sions useful?

3. What inferences do you draw from the comparative balance sheets and income statements
for 1992 and 1993?

4. Evaluate the manner in which Randall and Hubbard have implemented their investment
center concept. What pitfalls did they apparently not anticipate?

5. What, if anything, should Randall do now about his investment center approach?

6. Design a balanced scorecard for Consumer, Industrial, and Professional Products Divisions
of Enager Industries. Be specific for each division.

7. What other advice do you have for Randall and Hubbard?
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Chapter

Management
Compensation

Every organization has goals. An important role of management control systems is to motivate
organizational members to attain those goals. This chapter focuses on incentive mechanisms
and compensation systems and their function in influencing the behavior of employees, as they
seek goal congruence. Managers typically put forth a great deal of effort on activities that are
rewarded and less on activities that are not rewarded. There are many examples of compensa-
tion systems that do not reward behavior leading to organizational goals or that reward be-
havior countering these goals. In this chapter, we discuss the design of incentive compensation
plans for general managers in order to avoid the “folly of rewarding A while hoping for B.”

We first discuss research findings on organizational incentives. We then describe the nature
of incentive compensation plans and distinguish between short-term and long-term plans.
Next, we describe how the compensation of individual managers is decided at both the corpo-
rate and business-unit levels. Finally, we describe agency theory—an approach for deciding on
the best type of incentive compensation plan.

Research Findings on Organizational Incentives

The key to motivating people to behave in a manner that furthers an organization’s goals lies
in the way the organization’s incentives relate to the individuals’ goals. People are influenced
by both positive and negative incentives. A positive incentive, or “reward,” is an outcome that
increases satisfaction of individual needs. Conversely, a negative incentive, or “punishment,” is
an outcome that decreases satisfaction of those needs. Reward incentives are inducements to
satisfy their needs that individuals cannot obtain without joining the organization. Organiza-
tions reward participants who perform in agreed-upon ways. Research on incentives tends to
support the following:

• Individuals tend to be more strongly motivated by the potential of earning rewards
than by the fear of punishment, which suggests that management control systems
should be reward oriented.

12
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• A personal reward is relative or situational. Monetary compensation is an important
means of satisfying needs. Beyond a certain satisfaction level, however, the amount of
compensation is not necessarily as important as nonmonetary rewards.

• If senior management signals by its actions that it regards the management control
system as important, operating managers will also regard it as important. If senior
management pays little attention to the system, operating managers will follow suit.

• Individuals are highly motivated when they receive reports, or feedback, about their
performance. Without such feedback, people are unlikely to feel a sense of achievement
or self-realization or to figure out how they can change their behavior to meet their
objectives.

• Incentives become less effective as the period between an action and feedback on it in-
creases. At lower levels in the organization, the optimal frequency may be only hours;
for senior management, it may be months.

• Motivation is weakest when the person believes an incentive is either unattainable or
too easily attainable. Motivation is strong when it takes some effort to attain the ob-
jective and when the individual regards this attainment as important in relation to his
or her needs.

• The incentive that a budget or other statement of objective provides is strongest when
managers work with their superiors to arrive at the budgeted amounts. Objectives,
goals, or standards are likely to provide strong incentives only if the manager perceives
them as fair and is committed to attaining them. The commitment is strongest when it
is a matter of public record—that is, when the manager has explicitly agreed that the
budgeted amounts are attainable.

Characteristics of Incentive Compensation Plans

A manager’s total compensation package consists of three components: (1) salary, (2) benefits
(principally retirement and health care, but also perquisites of various types), and (3) incentive
compensation. Managers typically receive higher compensation in large companies than in
small firms, and companies in the same industry tend to compete with each other on compen-
sation. Otherwise, few other generalizations can be made about the level of management com-
pensation.

The three components are interdependent, but the third is related specifically to the man-
agement control function; this chapter, therefore, discusses primarily the incentive compensa-
tion component.

A study of the pay and bonuses received by 14,000 managers over the period 1981–85 (70,284
observations from 219 organizations) found that, on average, bonuses were 20 percent of base
pay, but that there were substantial differences among organizations, even those in the same in-
dustry. There were greater differences in the proportion of bonus payments than in base pay.
Organizations with higher ratios of bonuses tended to have better subsequent financial perfor-
mance than other organizations.1

1Barry Gerhart and George T. Milkovich, “Organizational Differences in Managerial Compensation and Financial
Performance,” Academy of Management Journal, December 1990, pp. 663–91.
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Most corporate bylaws and securities regulations require incentive compensation plans
and revisions of existing plans to be approved by the shareholders. (By contrast, shareholders
do not approve salaries, nor does the annual proxy statement give information about com-
pensation, except for each of the five highest paid officers and the total for all officers and di-
rectors.) It follows that the plan must be approved by the board of directors before it is voted
on at the annual meeting. Before submitting a plan to the board, senior management works
to ensure it is the best one for the organization, often hiring outside consultants to assist in
this effort. The compensation committee of the board of directors usually participates exten-
sively in discussions of the proposed plan.

Incentive compensation plans can be divided into short-term and long-term plans. Short-
term incentive plans are based on performance in the current year. Long-term plans tie com-
pensation to longer-term accomplishments and are related to the price of the company’s com-
mon stock. A manager may earn a bonus under both plans. The bonus in a short-term plan
usually is paid in cash, and the bonus in a long-term plan usually is an option to buy the com-
pany’s common stock.

Short-Term Incentive Plans

The Total Bonus Pool

The total amount of bonus that can be paid to a qualified group of employees in a given year is
called the “bonus pool.” In a short-term incentive plan, shareholders vote on the formula that
will be used to arrive at it. This formula usually is related to the overall company profitability
in the current year. In deciding on the size of this pool, the overriding issue is to make sure the
total compensation paid to executives is competitive.

There are several ways to establish the bonus pool.
The simplest method is to make the bonus equal to a set percentage of the profits. For ex-

ample, if profits of $50 million represent an average profitable year, and if a $1 million bonus
fund is required to make the executive compensation package competitive, the bonus formula
then could be set up to pay 2 percent of net income in bonuses.

Many companies don’t like using this method because it means paying a bonus even when
profitability is low. Moreover, it fails to reflect additional investments; thus, profits and, conse-
quently, bonuses can increase simply as a result of new investments, even though the com-
pany’s performance may be static or even deteriorating. Many firms therefore use formulas
that pay bonuses only after a specified return has been earned on capital. There are several
ways to do this.

One method is to base the bonus on a percentage of earnings per share after a predeter-
mined level of earnings per share has been attained. Using our earlier example, assume the
following situation:

1. Estimated level of satisfactory profitability: $50 million.

2. Desired amount of bonus at the above level of profitability: $1 million.

3. Number of shares outstanding: 10 million.

4. Minimum earnings per share before bonus payments: $2.50.

5. Bonus formula: 4 percent of profits after subtracting $2.50 per share.
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This method, however, does not take into account increases in investment from reinvested
earnings. The solution is to increase the minimum earnings per share each year by a percent-
age of the annual increase in retained earnings. In the example above, assume that the esti-
mated profits for the year are $50 million before bonuses and that dividends are $30 million.
The plan might stipulate that a 6 percent return must be earned on additional investments be-
fore any additional bonuses are paid. The $2.50 minimum earnings per share thus would be
adjusted for the coming year in the following manner:

Increase in retained earnings:

$50,000,000 (profit) ⫺ $500,000 (bonus after taxes)

⫺ $30,000,000 (dividends) ⫽ $19,500,000

Increase in required earnings before bonus:

Total ⫽ $19,500,000 * 0.06 ⫽ $1,170,000

Per share ⫽ $1,170,000 ⫼ 10,000,000 ⫽ $0.117

Adjusted minimum earnings per share:

$2.50 ⫹ $0.12 ⫽ $2.62

No reductions in the required earnings per share are normally made when the company expe-
riences a loss; however, the required earnings would not be increased until retained earnings
exceeded the preloss level.

Another method of relating profits to capital employed is to define capital as shareholder eq-
uity plus long-term liabilities. The bonus is equal to a percent of the profits before taxes and in-
terest on long-term debt, minus a capital charge on the total of shareholder equity plus long-
term debt. (This is similar to the economic value added concept discussed in Chapter 7.)
Companies using this method reason that managerial performance should be based on em-
ploying corporate net assets profitably, and because financial policy—not operating man-
agers—determines the proportion of long-term debt to total capital, this proportion should not
influence the judgment about operating performance.

Yet another option is to define capital as equal to shareholder equity. A difficulty with both
this and the preceding method is that a loss year reduces shareholder equity and thereby in-
creases the amount of bonus to be paid in profitable years. This might tempt management to
take a “big bath” in a year with otherwise low profits to make earning future bonuses easier.

A few companies base the bonus on increases in profitability over the preceding year.This not
only rewards a mediocre year that follows a poor one but also fails to reward a good year that
follows an excellent one. This problem can be partially corrected by basing the bonus on an im-
provement in the current year that is above a moving average of the profits in a number of past
years.

Some companies base bonuses on their profitability relative to that of their industry. Ob-
taining comparable industry data may be difficult, however, because few companies have the
same product mix or employ identical accounting systems. This method also could result in a
high bonus in a mediocre year, because one or more competitors had a poor year.

In calculating both the profit and the capital components of these formulas, adjustments may
be made in the reported amount of net income and in the reported amount of shareholder equity.



Chapter 12 Management Compensation 517

Certain types of extraordinary gains and losses, and gains and losses from discontinued opera-
tions, may be excluded. Additionally, goodwill that results from acquiring other companies may
be excluded even though it is included in the published financial statements.

Carryovers

Instead of paying the total amount in the bonus pool, the plan may provide for an annual car-
ryover of a part of the amount determined by the bonus formula. Each year a committee of the
board of directors decides how much to add to the carryover, or how much of the accumulated
carryover to use if the bonuses would otherwise be too low. This method offers two advantages:
(1) It is more flexible; payment is not determined automatically by a formula and the board of
directors can exercise their judgment. (2) It can reduce the magnitude of the swings that occur
when the bonus payment is based strictly on the formula amount calculated each year. Thus,
in an exceptionally good year, the committee may decide to pay out only a portion of the bonus.
Conversely, in a relatively poor year, the committee may decide to pay out more than the
amount justified by the current year’s performance by drawing from the carryover amount.
The disadvantage of this method is that bonuses relate less directly to current performance.

Deferred Compensation

Although the amount of the bonus is calculated annually, payments to recipients may be
spread out over a period of years, usually five. Under this system, executives receive only one-
fifth of their bonus in the year in which it was earned. The remaining four-fifths are paid out
equally over the next four years. Thus, after the manager has been working under the plan for
five years, the bonus consists of one-fifth of the bonus for the current year plus one-fifth of each
of the bonuses for the preceding four years. In some companies, the deferred period is three
years. This deferred payment method offers the following advantages:

• Managers can estimate, with reasonable accuracy, their cash income for the coming
year.

• Deferred payments smooth the manager’s receipt of cash, because the effects of cycli-
cal swings in profits are averaged in the cash payments.

• A manager who retires will continue to receive payments for a number of years; this
not only augments retirement income but also usually provides a tax advantage, be-
cause income tax rates after retirement may be lower than rates during working life.

• The deferred time frame encourages decision makers to think long term.

A disadvantage of deferred bonus plans is that they do not make the deferred amount avail-
able to the executive in the year earned. Because bonus payments in a year are not related to
performance in that year, they may act as less of an incentive.

When bonus payments are deferred, the deferred amount may or may not vest. In some in-
stances, a manager will not receive the deferred bonus if he or she leaves the company before
it is paid. This arrangement is called a golden handcuff because it acts as a disincentive for
managers to leave an organization.
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Long-Term Incentive Plans

A basic premise of many long-term incentive plans is that growth in the value of the company’s
common stock reflects the company’s long-run performance. There are several types of such
plans. Their popularity is affected by changes in the income tax law, changes in accounting
treatment, the state of the stock market, and various other factors. Consequently, different
plans are popular at different times.

Stock Options

A stock option is a right to buy a number of shares of stock at, or after, a given date in the fu-
ture (the exercise date), at a price agreed upon at the time the option is granted (usually the
current market price or 95 percent of the current market price). The major motivational bene-
fit of stock option plans is that they direct managers’ energies toward the long-term, as well as
the short-term, performance of the company.

Examples. Wendy’s was having trouble with high turnover—300 percent per year among
crew members. After introducing a stock option plan for crew managers, Wendy’s reduced
turnover in this group, which in turn reduced turnover among assistant managers from 60
percent to 38 percent. This contributed to a reduction in turnover among crew members to
about 150 percent per year.2

Howard Schultz, CEO of Starbucks, believed that the behavior of the company toward its
employees was reflected in the way employees interacted with the customers, which in turn
would determine the success of Starbucks. The company provided stock options to every em-
ployee, and as a result Starbucks had the lowest turnover of any food and beverage com-
pany.3

To align the interests of managers with those of shareholders, IBM announced a new
stock option plan for its top 5,000 executives in 2004. Under this scheme, if IBM’s stock in-
creased by 20 percent, shareholders would no doubt get the entire 20 percent premium but
executives would get a 10 percent premium.4

The manager gains if he or she later sells the stock at a price that exceeds the price paid for
it. Unlike some of the alternatives mentioned below, the outright purchase of stock under a
stock option plan gives managers equity that they can retain, even if they leave the company,
and a gain that they can obtain whenever they decide to sell the stock. However, many stock
options are for restricted stock. Managers are not permitted to sell this stock for a specified
period after it was acquired.

Example. Historically, stock options have been a popular form of rewarding employees at
both startups and established companies, particularly in the technology sector. Microsoft,
Cisco, Amazon.com, and eBay are just some of the companies that use stock options for com-
pensation. There are several reasons for this. First, stock options and their upside potential
tend to attract highly talented employees to these companies, and technology companies de-
pend on the high caliber of their human capital to succeed. Second, employees will volunteer
innovative ideas only if they can profit from them. Third, companies can pay employees
lower salaries and bonuses because of the stock option program. Fourth, so far, the value of

2Kerry Cappell, “Options for Everyone,” BusinessWeek, July 22, 1996, pp. 80–84.
3Howard Schultz (CEO, Starbucks), Entrepreneur, November 2003.
4BusinessWeek, March 8, 2004.
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stock options does not reduce the bottom line. Finally, stock options are intended to encour-
age employees to focus on the long term.

In 2002, in the wake of several accounting scandals, there was a growing call for stock
options to be accounted for as an expense. This would give investors a more complete and
accurate picture of a company’s financial 
performance. Supporters of expensing options included Warren Buffett, Alan Greenspan,
and the Financial Accounting Standards Board (FASB). The collapse of companies such as
Tyco, Global Crossing, World Com, and Enron Corporation, where employee compensation
was heavily tied to options and resulted in manipulation of the financials to improve the
short-term stock price, has led to calls for reform.5

Phantom Shares

A phantom stock plan awards managers a number of shares for bookkeeping purposes only. At
the end of a specified period (say, five years) the executive is entitled to receive an award equal
to the appreciation in the market value of the stock since the date of award. This award may
be in cash, in shares of stock, or in both. Unlike a stock option, a phantom stock plan has no
transaction costs. Some stock option plans require the manager to hold the stock for a certain
period after it was purchased. This involves a risk of a decrease in the market price as well as
interest costs associated with holding the stock. This risk and these costs are not involved in a
phantom stock plan.

Stock Appreciation Rights

A stock appreciation right is a right to receive cash payments based on the increase in the
stock’s value from the time of the award until a specified future date. Stock appreciation rights
and phantom shares are types of deferred cash bonuses in which the bonus amount is a func-
tion of the market price of the company’s stock. Both plans have the advantages of a stock op-
tion plan. Compared to a cash bonus paid currently, they involve uncertainty—in both
directions—about the ultimate amount paid.

Example. Avis Inc., the rental car company that “tries harder,” agreed to be purchased by
hotel franchiser HFS Inc. for $763 million, including $85 million in phantom stock and stock
appreciation rights for Avis Inc.’s management.6

Performance Shares

A performance share plan awards a specified number of shares of stock to a manager when spe-
cific long-term goals have been met. Usually, the goals are to achieve a certain percentage
growth in earnings per share over a three- to five-year period; therefore, they are not influ-
enced by the price of the stock. The advantage of this plan over the stock option and phantom
stock plans is that the award is based on performance that the executive can control, at least
partially. Also, the award does not depend on an increase in stock prices, although the increase
in earnings is likely to result in an increase in stock prices. This plan suffers from the limita-
tion of basing the bonus on accounting measures of performance. Under some conditions, ac-

5Alan Levinsohn, “Stock-Option Accounting Battle Heats Up after Seven-Year Détente,” Strategic Finance, June 2002,
p. 63.

6Aaron Bernstein, “Should Avis Try Harder—For Its Employees?” BusinessWeek, August 12, 1996, pp. 68–69.
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tions that corporate executives take to improve earnings per share might not contribute to the
economic worth of the firm.

Performance Units

In a performance unit plan, a cash bonus is paid when specific long-term targets are attained.
This plan thus combines aspects of stock appreciation rights and performance shares. It is es-
pecially useful in companies with little or no publicly traded stock. Long-term targets must be
carefully established for this plan to succeed.

Example. In 2004, in addition to his salary and bonus, Jeff Immelt, the CEO of General
Electric, was awarded $250,000 performance unit shares (PSUs) that were tied to cash flow
performance metrics. For the PSUs to vest (five-year vesting period), Jeff Immelt would
have to increase operating cash flows by 10 percent a year.7

Incentives for Corporate Officers

In the preceding section, we described how the total bonus pool is calculated. In this section
and the next, we describe how the total is divided among the corporate officers and among the
business unit managers, respectively.

Each corporate officer, except the chief executive officer, is responsible in part for the com-
pany’s overall performance. These corporate officers are motivated by, and entitled to, a bonus
for good performance. However, the part of performance that each of them generated cannot be
measured. For example, how can one measure the contribution to profits made by the chief fi-
nancial officer or the human resources vice president or the chief counsel?

To stimulate motivation, the chief executive officer (who recommends awards to the compen-
sation committee of the board of directors) usually bases awards on an assessment of each per-
son’s performance. These assessments are necessarily subjective. Some companies use a man-
agement by objectives system (MBO) in which specific objectives are agreed upon at the
beginning of the year and their attainment is assessed by the chief executive officer.

CEO Compensation

The chief executive officer’s compensation usually is discussed by the board of directors com-
pensation committee after the CEO has presented recommendations for subordinates’ com-
pensation. The CEO’s general attitude toward the appropriate percentage of incentive com-
pensation in a given year is fairly obvious from this presentation. In ordinary circumstances,
the committee may simply apply the same percentage to the CEO’s compensation. However,
the committee may signal a different appraisal of the CEO’s performance by deciding on a
higher or lower percentage. This, perhaps more than any other expression of the board’s opin-
ion, is a critical sign of how the board regards the CEO’s performance. It should be accompa-
nied by a frank explanation of the reasons for the decision.

7www.CFO.com.
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Are chief executive officers paid too much? This issue has become very hotly debated as the
business world has been rocked by a series of scandals over the last two years, starting with
the bursting of the Internet bubble, and moving on to problems in the telecom industry—all of
which have greatly affected several other leading companies. One offshoot of these scandals
has been a major push to substantially reform corporate governance in order to restore in-
vestor confidence. Several proposals have been made to ensure that the board of directors acts
in the interest of shareholders and does not work at the mercy of CEOs:8 (1) Prevent directors
from selling their stock for the duration of their term to encourage them to ask the “tough”
questions of CEOs without fear of adversely impacting short-term stock prices. (2) Set manda-
tory limits on the tenure of directors to avoid their becoming too entrenched with management.
(3) Hold an annual performance review of directors. (4) Avoid having the CEO of the corpora-
tion act as the chairman of the board.

Examples. Since 2000, there have been several cases of poorly designed compensation
packages. See, for example, the well-publicized excessive amounts given to Richard Grasso
(New York Stock Exchange), Dennis Kozlowski (Tyco), and Carly Fiorina (Hewlett-Packard)
after their employment contracts were terminated. To prevent these incidents, shareholders
now demand more transparency with regard to executive compensation contracts.9

Another area that has received considerable momentum is to force companies to account for
stock options as an expense.10 Under current rules, companies do not have to count the cost of
stock options as an expense It is argued that the collapse of companies such as WorldCom and
Enron had something to do with stock option overload; executives resorted to questionable ac-
counting and indulged in uneconomical acquisitions to boost short-term earnings and stock
price, so as to cash their stock options.

Companies such as Coca-Cola and the Washington Post have started to expense options on a
voluntary basis. The following arguments are given in support of expensing stock options in the
year they are awarded to top management. First, about 75 percent of CEO and top manage-
ment compensation represent stock options. They should be expensed, the same way the other
25 percent (salary, cash bonus) is expensed. Second, treating stock options as an expense would
result in a more accurate earnings picture, thereby restoring investor confidence. For example,
Intel would have earned just 4 cents a share for 2001, 80 percent less than the reported figure,
if options were expensed. Third, under current accounting rules, companies feel that stock op-
tions are free, and hence they overreward CEOs with options. But options dilute shares and
have real costs. Fourth, treating options as an expense would prevent top management from
playing accounting games to pump up short-run stock prices in order to cash their options. Fi-
nally, there are double standards at present because companies are allowed to expense the
difference between issue price and exercise price of options for income tax purposes but a sim-
ilar requirement does not exist for financial reporting. For instance, Microsoft’s taxable income
was reduced by $2 billion as a result of expensing options in 2000, but its net income reported
to stockholders did not contain this expense.

8 “How to Fix Corporate Governance,” BusinessWeek, May 6, 2002, pp. 69–78.
9 New York Times, April 3, 2005.

10 “To Expense or Not to Expense,” BusinessWeek, July 29, 2002, pp. 44–48.
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The following arguments are advanced against expensing stock options. First, unlike salary,
stock options do not involve outlay of cash. Hence, expensing them would unduly penalize earn-
ings. Second, valuing stock options is far from easy. It involves assumptions and estimates.
Thus, the resulting number could be subject to manipulations. Third, treating options as an ex-
pense will dampen earnings and reduce stock price. To prevent this, companies will issue fewer
options. This goes against the concept of employee ownership and results in a loss of the atten-
dant motivational benefits. Fourth, cash-strapped startups, especially in Silicon Valley, use op-
tions to attract human talent. To the extent expensing options would discourage companies
from issuing stock options, it could seriously damage the innovative spirit in the technology sec-
tor. Finally, stock options are disclosed in footnotes to the balance sheet. In any case, stock op-
tion accounting is not what brought down Enron and WorldCom.

Example. Given the backlash against stock options, companies are experimenting with
other schemes. The CEO of Cardinal Health was required to hold shares of the company
equaling five times his annual salary. In the case of Coca-Cola, its CEO would lose all his
shares if he was not with the company for five years.11

Incentives for Business Unit Managers

A wide array of options exists in developing an incentive compensation package for business
unit managers (see Exhibit 12.1).

Types of Incentives

Some incentives are financial, others are psychological and social. Financial incentives include
salary increases, bonuses, benefits, and perquisites (automobiles, vacation trips, club member-
ships, and so on). Psychological and social incentives include promotion possibilities, increased
responsibilities, more autonomy, a better geographical location, and recognition (trophy,
participation in executive development programs, and the like). In this part of the chapter, we
discuss the financial incentives for business unit managers, while recognizing that managers’
motivation is influenced by both financial and nonfinancial incentives.

Examples. In addition to commissions based on the sales revenue generated 
by the sales force they supervised, directors (i.e., supervisors) of Mary Kay 
Cosmetics received a dozen pink roses, a plaque, and a custom-designed suit at an award
ceremony. If they maintained a certain level of performance, they were given the use of a
pink Buick or Cadillac for two years.

In the business process outsourcing (BPO) industry in India, the employee turnover typi-
cally is about 75 percent, due to heavy demand for IT professionals. IBM’s BPO arm in
India, Daksh, had managed to lower the employee turnover in backoffice operations to
20 percent through an innovative scheme. When an employee got a salary increase, bonus,
or promotion, the employee’s parents were brought to the company to celebrate the occasion,
thereby cultivating deeper loyalty to Daksh.12

11New York Times, April 3, 2005.
12BusinessWeek, August 8, 2005.
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Size of Bonus Relative to Salary

There are two schools of thought about how to mix fixed (salary and fringe benefits) and vari-
able (incentive bonus) rewards in managers’ total compensation. One school states that we re-
cruit good people, pay them well, and then expect good performance (see Exhibit 12.2). Compa-
nies subscribing to this school emphasize salary, not incentive bonus. This is called a fixed pay

system. Compensation is not linked to performance and therefore is not at risk. This raises
the question, What happens if the person does not perform well? A fixed pay system, however,
has merit under certain circumstances, as the following example illustrates:

Example. The Charles Schwab Corporation pioneered the discount brokerage concept. Un-
like traditional brokerage houses, Schwab brokers earned fixed salaries, not sales commis-
sions. Brokers who work under the commission system are motivated to maximize transac-
tions in order to earn more commissions. Thus, commissioned sales personnel do not
necessarily act in their customers’ best interests. Schwab’s brokers, working for salary
rather than commission, tended to be less pushy and acted in customers’ long-term best in-
terests. Customer service was one of the reasons behind Schwab’s superior performance vis-
à-vis its industry.

EXHIBIT 12.1 Incentive Compensation Design Options for Business Unit Managers

A. Types of Incentives
1. Financial Rewards

a. Salary increase
b. Bonuses
c. Benefits
d. Perquisites

2. Psychological and Social Rewards
a. Promotion possibilities
b. Increased responsibilities
c. Increased autonomy
d. Better geographical location
e. Recognition

B. Size of Bonus Relative to Salary
1. Upper Cutoffs
2. Lower Cutoffs

C. Bonus Based on
1. Business Unit Profits
2. Company Profits
3. Combination of the Two

D. Performance Criteria
1. Financial Criteria

a. Contribution margin
b. Direct business unit profit
c. Controllable business unit profit
d. Income before taxes
e. Net income
f. Return on investment

g. Economic value added

2. Time Period
a. Annual financial performance
b. Multiyear financial performance

3. Nonfinancial Criteria
a. Sales growth
b. Market share
c. Customer satisfaction
d. Quality
e. New product development
f. Personnel development

g. Public responsibility
4. Relative Weights Assigned to Financial and

Nonfinancial Criteria
5. Benchmarks for Comparison

a. Profit budget
b. Past performance
c. Competitor’s performance

E. Bonus Determination Approach
1. Formula-Based
2. Subjective
3. Combination of the Two

F. Form of Bonus Payment
1. Cash
2. Stock
3. Stock Options
4. Phantom Shares
5. Performance Shares
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Another school states that we recruit good people, expect them to perform well, and pay
them well if performance is actually good (Exhibit 12.2). Companies subscribing to this philos-
ophy practice performance-based pay; they emphasize incentive bonus, not salary.

In general, performance-based pay systems have been gaining favor among companies. An
American Compensation Association Survey of 2,800 major companies revealed the percentage
of companies offering variable pay was 63 percent in 1999, up from less than 15 percent in
1990.13

The fundamental difference between the two philosophies arises from the fact that com-
pensation comes first and performance comes later under fixed pay. Conversely, performance
comes first and compensation comes later under performance-based pay. The two philosophies
have different motivational implications for managers. Because salary is an assured income,
emphasizing salary may encourage conservatism and complacency. Emphasizing incentive
bonus, on the other hand, tends to motivate managers to put forth maximum effort. For this
reason, many companies employ incentive bonuses for business unit managers.

Example. From 1993 to 1999, Yoichi Morishita, president of Matsushita, embarked on a
strategic overhaul of the company. He shifted the firm’s focus from low-margin consumer
electronics business to high-tech products, such as digital cellular phones, digital TVs, and
digital video discs, and into new industries, such as software engineering and network-com-
munications technology. Japanese companies (including Matsushita) traditionally awarded
bonus almost entirely on seniority. Breaking with tradition, Matsushita switched to a com-
pensation system based on performance rather than seniority, plus stock options for key ex-

13“Workers Thinking, Investing Like Entrepreneurs,” The Valley News, January 9, 2000, p. E1.

EXHIBIT 12.2
Two

Philosophies

on Incentive

Compensation

Fixed Pay 

Performance-Based Pay

Recruit good people

Recruit good people

Expect good performance

Pay them well if performance is actually good

Pay them well

Expect good performance
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ecutives. Performance-based pay was seen as critical to implementing Matsushita’s strate-
gic shift since 1993. Many of the best ideas in the emerging digital technologies come from
young engineers who would not be adequately rewarded for their ideas in the traditional se-
niority-based system.14

Cutoff Levels

A bonus plan may have upper and lower cutoff levels. An upper cutoff is the level of perfor-
mance at which a maximum bonus is reached. A lower cutoff is the level below which no bonus
awards will be made. Both cutoffs may produce undesirable side effects. When business unit
managers recognize that either the maximum bonus has been attained or that there will be no
bonus at all, the bonus system may work against corporate goals. Instead of attempting to op-
timize profits in the current period, managers may be motivated to decrease profitability in one
year (by overspending on discretionary expenses, such as advertising or research and develop-
ment) to create an opportunity for a high bonus the following year. Although this would affect
only the timing of expenses, such action usually is undesirable.

One way to mitigate such dysfunctional actions is to carry over the excess or deficiency into
the following year—that is, the bonus available for distribution in a given year would be the
amount of bonus earned during the year plus an excess, or minus any deficiency, from the pre-
vious year.

Bonus Basis

A business unit manager’s incentive bonus could be based solely on total corporate profits or on
business unit profits or some mix of the two. One argument for linking bonus to unit perfor-
mance is that the manager’s decisions and actions more directly impact the performance of his
or her own unit than that of other business units. However, such an approach could severely
impair interunit cooperation.

Example. Quantum Corporation created a team called “Lethal” to design, make, and de-
liver a 2.5-inch disk drive (the company made 3.5-inch disk drives at that time) in 14
months. (In the past, the company had taken 24 months for such new products.) Lethal was
a cross-functional team consisting of members from engineering, manufacturing, marketing,
finance, and human resources. Instead of setting up performance measures for each func-
tion, Lethal set up team-based performance measures which helped the team introduce its
new product on time.15

In a single industry firm whose business units are highly interdependent, the manager’s
bonus is tied primarily to corporate performance because cooperation between units is critical.
In a conglomerate, on the other hand, the business units usually are autonomous. In such a con-
text, it would be counterproductive to base business unit managers’ bonuses primarily on com-
pany profits; this would weaken the link between performance and rewards. Such a system cre-
ates free-rider problems. Some managers might relax and still get a bonus based on the efforts
of other, more diligent managers. Alternatively, in a poor profit year for the company, a unit that
turns in an outstanding performance will not be rewarded adequately. In a conglomerate, there-

14“Putting the Bounce Back into Matsushita,” The Economist, May 22, 1999, pp. 67–68.
15Christopher Meyer, “How the Right Measures Help the Team Excel,” Harvard Business Review, May–June 1994,

pp. 98–99.
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fore, it is desirable to reward business unit managers primarily based on business unit perfor-
mance and so foster the entrepreneurial spirit.

For related diversified firms, it might be desirable to base part of business unit managers’
bonuses on unit profits and part on company profits to provide the right mixture of incen-
tives—namely, to optimize unit results while, at the same time, cooperating with other units to
optimize company performance.

Example. Motorola is a related diversified firm with business units such as pagers, cellular
telephones, and two-way radios. These businesses share a common wireless radio-frequency
design technology. To encourage business units to cooperate, the compensation of business
unit general managers was based on companywide performance.16

In 2000, as Motorola was working to recover from several years of poor performance, co-
operation within the firm was reemphasized, and managers were compensated based on
how well they promote collaboration.

Performance Criteria

A difficult problem in the incentive bonus plan for business unit managers is to decide which
criteria shall be used to determine the bonus.

Financial Criteria

If the business unit is a profit center, choosing financial criteria could include contribution
margin, direct business unit profit, controllable business unit profit, income before taxes, and
net income. If the unit is an investment center, decisions need to be made in three areas: (1) de-
finition of profit, (2) definition of investment, and (3) choice between return on investment and
EVA. We discussed the considerations involved in choosing performance criteria for profit cen-
ters and investment centers in Chapters 5 and 7, respectively. If the responsibility center is a
revenue center, the financial criteria would be sales volume or sales dollars.

Example. Avon, a global cosmetics company, had about 445,000 sales representatives in the
United States who called on customers to make sales and who were rewarded on the basis
of sales volume. This reward system for its sales force will be even more critical as Avon en-
ters developing countries such as India. In developing countries, retailing outlets are not so-
phisticated, so direct sales to the end-use customer becomes very important. Also, women in
most developing countries want to work a flexible, part-time schedule as a way to
supplement family income.17

Adjustments for Uncontrollable Factors

In addition to selecting the financial criteria, companies must determine what adjustments
they will make for uncontrollable factors. Typically, they adjust to two kinds of influences. One
adjustment removes expenses that result from decisions made by executives above the busi-
ness unit level.

Example. A major consumer products company reported, “A few years ago we decided to
close a factory in Germany that was working at 30 percent of capacity. The expenses were

16“Motorola,” BusinessWeek, May 4, 1998, p. 142.
17“Scents and Sensibility,” The Economist, July 13, 1996, pp. 57–58.
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deducted at the corporate level. It was not the decision of the manager in Germany, so we
couldn’t penalize him.”18

Another adjustment eliminates the effects of losses caused by “acts of nature” (fires, earth-
quakes, floods) and accidents not caused by the manager’s negligence.

Example. The following comment by an executive in a distribution company, who was
asked if he would make an adjustment if a fire occurred in a warehouse, is typical: “I would
start with the assumption that this couldn’t be foreseen. Then I would look at the causes.
Was the fire caused by a breach of security or a lackadaisical attitude toward safety? If the
fire was outside the manager’s control, I would make the adjustment.”19

Benefits and Shortcomings of Short-Term Financial Targets

It is a good idea to link business unit managers’ bonus to achieving annual financial targets
(after making allowances for uncontrollable events). It induces managers to search for differ-
ent ways to perform existing operations and initiate new activities to meet the financial tar-
gets.

However, relying only on financial criteria could cause several dysfunctional effects.20 First,
it could encourage short-term actions that are not in the company’s long-term interests (e.g.,
undermaintenance of equipment). Second, managers might not undertake promising long-
term investments that hurt short-term financial results. Third, managers may be motivated to
manipulate data to meet current period targets.

Example. Sunrise Medical Inc., a medical products company, decentralized its operations and
linked division managers’ bonuses to their own divisions’ bottom lines. If a division did not
make suitable profits, its general manager did not receive a bonus, even if the company as a
whole was profitable. On January 4, 1996, Sunrise’s directors disclosed that one of its divi-
sions, Sunrise Bio Clinic, had falsified its accounting records to show higher-than-actual prof-
its. Some argued that the bonus system was partly to blame for Bio Clinic’s falsified
accounts.21

Mechanisms to Overcome Short-Term Bias

Supplementing financial criteria with additional incentive mechanisms may overcome the
short-term orientation of annual financial goals. For example, a firm might base part of its
managers’ bonus on multiyear performance (i.e., performance over a three- to five-year period).
Although this has the obvious advantage of extending the time horizon of managers, there are
certain weaknesses. First, managers have difficulty seeing the connection between their efforts
and rewards in a multiyear award scheme, which lessens the motivational effect of such
awards. Second, if a manager retires or is transferred during the multiyear period, imple-
menting such a plan becomes more complex. Third, it is more likely that factors beyond the
manager’s control will influence the achievement of long-range targets.

18Kenneth A. Merchant, Rewarding Results: Motivating Profit Center Managers (Boston: Harvard Business School Press,
1989), p. 121.

19Ibid., pp. 125–26.
20J. J. Curran, “Companies That Rob the Future,” Fortune, July 4, 1988, pp. 84–89; “More than Ever, It’s Management for

the Short Term,” BusinessWeek, November 24, 1986, pp. 92–93.
21Tom Petruno, “Bonuses Can Have a Darker Side,” The Valley News, February 4, 1996, p. E3.
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Example. In investment banking and brokerage houses, it is not uncommon to give
bonuses to traders based on profits on each deal they make. This creates incentives for the
traders to take big risks in the hope of big paychecks. However, it could potentially lead to
serious financial problems for the organization. The collapse of Barings, an investment bank
in the United Kingdom, is a case in point. To mitigate this problem, Salomon Brothers al-
tered its bonus scheme. Employees at Salomon were entitled to a bonus on a deal only if the
company achieved predetermined return on equity. Further, a portion of the bonus was de-
cided based on multiyear performance to be sure that Salomon’s future profits were not sac-
rificed by short-term actions.22

Another method to correct for the inherent inadequacies of financial criteria is to develop a
scorecard that includes one or more nonfinancial criteria, such as sales growth, market share,
customer satisfaction, product quality, new product development, personnel development, and
public responsibility. Each of these factors will affect long-run profits. Senior management can
create the desired long-term versus short-term profit orientation on the part of business unit
managers and allow for factors that are not reflected in the financial measure by selectively
choosing financial and nonfinancial criteria and appropriate weights among these criteria.

Examples. When John Martin, CEO of PepsiCo’s fast-food restaurant chain Taco Bell, em-
barked on his transformation program in 1988, he shifted decision making from the com-
pany’s headquarters to restaurant managers and increased each manager’s responsibility
from 5 to 20 restaurants. This empowerment was supported by a fundamental change in the
reward system. A bonus scheme, linked to customer service levels, profit targets, and sales,
significantly increased both managerial and hourly compensation. If Taco Bell managers
performed, they earned more than three times the fast-food industry average. This, coupled
with bonuses based on length of service, reduced the appeal of hopping from one fast-food
chain to the next in search of higher pay, a practice thought to be endemic among fast-food
restaurant managers. As a result, Taco Bell reduced restaurant manager turnover by more
than 50 percent and hourly employee turnover to 30 percent. These changes in the roles and
rewards of restaurant managers contributed significantly to Taco Bell’s dramatic improve-
ment since 1988. Between 1988 and 1993, the company opened more than 2,000 new restau-
rants, increased worldwide sales from $1.5 billion to nearly $4 billion, and more than tripled
net income to over $250 million. Over the same period, there was a sharp improvement in
customer satisfaction—measured by value-for-money perceptions—while that of competitors
declined.23

PA Consulting, a management and technology consulting firm based in Britain, was orga-
nized by business units. The company tied the bonus of consul-tants to the profits from their
own units. This system had the potential to create an uncooperative environment. To pre-
vent that, employees’ bonuses were also based on the clients they brought in and those they
served, and on subjective reviews by peers, subordinates, superiors, and clients. If a consul-
tant referred a client to another unit, he or she received a bonus. Similarly, a consultant who
felt that a client could be served better by taking the help of staff from another unit was mo-
tivated to do so since it led to better reviews by clients and colleagues.24

22“Pay and Performance: Bonus Points,” The Economist, April 15, 1995, pp. 71–72.
23“Renewal at Taco Bell,” Transformation, Gemini Consulting 6, Spring 1995, p. 8.
24“Pay Purview,” The Economist, August 29, 1998, pp. 59–60.
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Another mechanism to correct for the short-term bias is to base part of the business unit man-
agers’ bonus on long-term incentive plans, such as stock options, phantom shares, and perfor-
mance shares. These plans focus business unit managers on (1) companywide performance and
(2) long-term performance. Advantages and limitations of these plans were discussed earlier.

Example. Interpublic, which runs four advertising agencies (McCann-Erickson, Lintas,
Dailey & Associates, and the Lowe Group), designed incentive systems for its business units
to make sure they focused on profitability and growth. The compensation for managers was
based on long-term performance: four years’ performance but awarded every two years. This
helped keep managers from jumping ship, an ever-present agency business threat. Employ-
ees were rewarded with stock and bonuses for exceeding their numbers and for qualitative
results, such as setting up succession plans and servicing clients.25

Benchmarks for Comparison

A business unit manager’s performance can be appraised by comparing actual results to the
profit budget, past performance, or competitors’ performance. The typical practice is to evalu-
ate a business unit manager against the profit budget. As discussed in Chapter 9, the follow-
ing considerations are important when using the profit budget as a motivational tool: (1) The
business unit manager participates in the development of the profit budget, and (2) the budget
is challenging but attainable.

Bonus Determination Approach

A bonus award for a business unit manager can be determined by using a strict formula, such
as a percentage of the business unit’s operating profit, or by a purely subjective assessment by
the manager’s superior, or by some combination of the two.

Example. In 1992 employees of FormPac did not receive bonuses, even though they worked
hard, because the company was not making profits. The employees did not know why they
had not received bonuses because the bonuses were strictly based on the discretion of an un-
communicative CEO. This demotivated employees and generated distrust. To regain credi-
bility in the bonus system, FormPac’s CEO, William Duff, published the monthly and year-
to-date sales and profit figures on a display board and linked employees’ bonuses to
published sales growth and profit figures. By 1996 FormPac’s employees seemed to have
more faith in the bonus system.26

Relying exclusively on objective formulas has some clear merits: Reward systems can be
specified with precision, there is little uncertainty or ambiguity about performance standards,
and superiors cannot exercise any bias or favoritism in assessing the performance of subordi-
nate managers. However, one major drawback is that objective formulas are likely to induce
managers to pay less attention to the performance of their business units along dimensions
that are important but difficult to quantify (e.g., research and development, human resource
management). Some subjectivity in determining bonuses, therefore, is desirable in most units,
especially when a manager’s personal control over a unit’s performance is low. In such situa-

25“Sibling Rivalry,” Forbes, February 15, 1993, pp. 119–20.
26Donna Fenn, “Bonuses That Make Sense,” Inc., March 1996, p. 95.
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tions, numerical indicators of the unit’s performance are less valid measures of the manager’s
performance. This type of situation is likely to happen under the following circumstances:

• When the business unit manager inherits problems created by a predecessor.

• When the business unit is highly interdependent with other units and, therefore, its
performance is influenced by the decisions and actions of outside individuals.

• When the strategy requires much greater attention to longer-term concerns (as is the
case in a business unit aggressively building market share or business units in rapidly
evolving industries).

Example. Lucent Technologies used subjective performance reviews and loose controls over
new ventures in fields ranging from digital radio and Internet telephony to electroplating and
public safety—new ventures where innovation was critical.27

Agency Theory

Agency theory explores how contracts and incentives can be written to motivate individuals to
achieve goal congruence. It attempts to describe the major factors that should be considered in
designing incentive contracts. An incentive contract, as used in agency theory, is the same as
the incentive compensation arrangements discussed in this chapter. Agency theory attempts to
state these relationships in mathematical models. This introduction describes the general
ideas of agency theory without giving actual models.

Concepts

An agency relationship exists whenever one party (the principal) hires another party (the
agent) to perform some service and, in so doing, delegates decision-making authority to the
agent. In a corporation, shareholders are principals and the chief executive officer is their
agent. The shareholders hire the CEO and expect that he or she will act in their interest. At a
lower level, the CEO is the principal and the business unit managers are the agents. The chal-
lenge becomes how to motivate agents so that they will be as productive as they would be if
they were the owners.

One of the key elements of agency theory is that principals and agents have divergent pref-
erences or objectives. Incentive contracts can reduce these divergent preferences.

Divergent Objectives of Principals and Agents

Agency theory assumes that all individuals act in their own self-interest. Agents are assumed
to receive satisfaction not only from financial compensation but also from the perquisites 
involved in an agency relationship, such as generous amounts of leisure time, attractive work-
ing conditions, country club memberships, and flexible working hours. For example, some
agents may prefer leisure to hard work or effort. Leisure is assumed to be the opposite of effort.

27“A Survey of Innovation in Industry,” The Economist, February 20, 1999, pp. 5–28.
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Managers’ efforts increase the value of the firm, while leisure does not. An agent’s preference
for leisure over effort is called work aversion. Deliberately withholding effort is called shirking.

Principals (i.e., shareholders), on the other hand, are assumed to be interested only in the fi-
nancial returns that accrue from their investment in the firm.

Agents and principals also diverge with respect to risk preferences. Agency theory assumes
that managers prefer more wealth to less, but that marginal utility, or satisfaction, decreases
as more wealth is accumulated. Agents typically have much of their wealth tied up in the for-
tunes of the firm. This wealth consists of both their financial wealth and their human capital.
Human capital—the manager’s value as perceived by the market—is influenced by the firm’s
performance. Because of the decreasing utility for wealth and the large amount of agent capi-
tal that depends on the company, agents are assumed to be risk averse: They value increases
from a risky investment at less than the expected (actuarial) value of the investment.

On the other hand, company stock is held by many owners, who reduce their risk by diver-
sifying their wealth and owning shares in many companies. Therefore, owners are interested
in the expected value of their investment and are risk neutral. Managers cannot as easily di-
versify away this risk, which is why they are risk averse.

Nonobservability of Agents’ Actions

Divergent preferences associated with compensation and perquisites arise whenever the prin-
cipal cannot easily monitor the agent’s actions. Shareholders are not in a position to monitor
the CEO’s activities daily to ensure that he or she is working in their best interest. Likewise,
the CEO is not in a position to monitor daily the activities of business unit managers.

Because the principal has inadequate information about the agent’s performance, the prin-
cipal can never be certain how the agent’s effort contributed to actual company results. This sit-
uation is referred to as information asymmetry. These asymmetries can take on several forms.
Without monitoring, only the agent knows whether he or she is working in the principal’s best
interest. Moreover, the agent may know more about the task than the principal. This additional
information that an agent may have is called private information.

The divergence of preferences between the principal and agent, and the agent’s private in-
formation, may lead the agent to misrepresent information to the principal. This misrepresen-
tation is of such a general nature that the name moral hazard has been given to the situation
in which an agent being controlled is motivated to misrepresent private information by the na-
ture of the control system.

Control Mechanisms

Agency theorists state that there are two major ways of dealing with the problems of diver-
gent objectives and information asymmetry: monitoring and incentives.

Monitoring

The principal can design control systems that monitor the agent’s actions, limiting actions that
increase the agent’s welfare at the expense of principal’s interest. An example of a monitoring
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system is the audited financial statement. Financial reports are generated about company per-
formance, audited by a third party, and then sent to the owners.

Agency theory has attempted to explain why different agency relationships involve different
levels of monitoring. For example, monitoring is more effective if the agent’s task is well de-
fined and the information, or “signal,” used in monitoring is accurate. If the task is not well de-
fined or easily monitored, then incentive contracting becomes more appealing as a control de-
vice. Monitoring and incentives are not mutually exclusive alternatives. In most firms, the
CEO has an incentive contract along with audited financial statements that act as a monitor-
ing device.

Incentive Contracting

A principal may attempt to limit divergent preferences by establishing appropriate incentive
contracts. The more an agent’s reward depends on a performance measure, the more incentive
there is for the agent to improve the measure. Therefore, the principal should define the perfor-
mance measure so that it furthers his or her interest. The ability to accomplish this is referred
to as goal congruence. When the contract given to the agent motivates the agent to work in the
principal’s best interest, the contract is considered goal congruent.

A compensation scheme that does not incorporate an incentive contract poses a serious
agency problem. For example, if CEOs were paid a straight salary, they might not be motivated
to work as diligently as when compensation consisted of a salary plus bonus. The latter case
motivates CEOs to work harder to increase profits, increasing their compensation and, at the
same time, benefiting the principal. Therefore, contracts are written that align the interests
between the two parties by incorporating an incentive feature—that is, the principal writes a
contract permitting management to share in the wealth when firm value is increased.

Example. To protect against its CEO’s possible risk aversion, CBS included a protection
clause in CEO Les Moonves’s contract that would pay him $5 million in the event CBS was
sold to another company. A few months after Moonves arrived at CBS, Westinghouse pur-
chased CBS and the clause was activated.28

Principals face the challenge of identifying signals that are correlated with both agent effort
and firm value. The agent’s effort, along with outside factors (e.g., the general economy, natural
disasters), combine to determine performance. The more closely an outcome measure reflects
the manager’s effort, the more valuable the measure is in an incentive contract. If the perfor-
mance measure is not closely correlated with the agent’s effort, there is little incentive for the
agent to increase his or her effort.

None of the incentive arrangements can ensure complete goal congruence. This is because of
the difference in risk preferences between the two parties, the asymmetry of information, and
the costs of monitoring. These differences cause additional costs. Even an efficient system of in-
centive alignments will still result in some divergence of preferences; this is called the residual

loss. The addition of the incentive compensation costs, the monitoring costs, and the residual
loss are formally titled agency costs.

28Marc Gunther, “Turnaround Time for CBS,” Fortune, August 19, 1996, pp. 65–68.
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CEO Compensation and Stock Ownership Plans

A company that pays its CEO a bonus in the form of stock options offers an example of the
agency costs inherent in incentive compensation. One cost is the risk-preference differences be-
tween the owners and the CEO.The agent, already risk averse, incurs additional risks when his
or her pay is based on stock price performance. To compensate the CEO for taking on this risk,
the contract will have to increase the amount of expected pay. In addition, to minimize the pos-
sible downside potential, the agent may not take on high-risk/ high-return projects that the
principal may find desirable.

A second problem with a stock ownership bonus plan is the lack of direct causal relationship
between the agent’s effort and the change in stock price. Stock prices are affected by factors
outside the agent’s control (e.g., general economic conditions, government intervention). If
these factors cause the stock price to rise, then the agent receives increased pay at the owners’
expense without any increased effort. On the other hand, the stock price may decrease even if
the agent works hard.

In spite of these two problems, the stock ownership incentive contract is preferred to a con-
tract that does not have an incentive feature. As pointed out earlier, a flat salary has larger
agency costs associated with it.

Business Unit Managers and Accounting-Based Incentives

The relationship between a business unit manager’s effort and the stock price is more remote
than that between the CEO’s effort and the stock price. It is difficult to isolate the contributions
that individual business units make to increases in the firm’s stock price. For this reason, a com-
pany might base the business unit manager’s bonus on business unit net income. However, this
incentive contract still has agency costs similar to those discussed in the CEO stock ownership
plan. For example, market demand for a product may fall because of a new substitute product,
but the manager may still perform well within the new smaller market. If the bonus is based
strictly on net income, however, the agent’s compensation will decrease. In addition, the agent
may inflate net income through accounting manipulations that do not affect firm value. One in-
stance of this is the sale of fixed assets that have a market value in excess of book value. While
a contract based on business unit net income may have lower agency costs than straight salary,
these costs do not go to zero.

A Critique

Agency theory was invented in the 1960s and since then has been written about extensively in
academic journals. But the theory has had no discernible practical influence on the manage-
ment control process. There has been no real-world payoff. By “payoff” we mean that a man-
ager used the results of agency theory to make a better compensation decision. Many man-
agers are not even aware of agency theory.

Agency theory implies that managers in nonprofit and governmental organizations, who
cannot receive incentive compensation, inherently lack the motivation necessary for goal
congruence; many people do not accept this implication.

Some who have studied agency theory aver that the models are no more than statements of
obvious facts expressed in mathematical symbols. Others state that the elements in the models



534 Part Two The Management Control Process

can’t be quantified (what is the “cost of information asymmetry”?), and that the model vastly
oversimplifies the real-world relationship between superiors and subordinates. The models
incorporate only a few elements. They disregard other factors that affect this relationship, such
as the personalities of the participants, agents who are not risk averse, nonfinancial motives,
the principal’s trust in the agent, the agent’s ability on the present assignment and potential
for future assignments, and so on.

We describe the theory in the hope that students will find it useful in thinking about how in-
centive compensation influences the motivation of managers, but we caution about using it to
solve actual compensation problems.

Summary

The incentive compensation system is a key management control device. Incentive compen-
sation plans can be divided roughly into two types: those that relate compensation to profits
currently earned by the company, called “short-term incentive plans”; and those that relate
compensation to longer-term performance, called “long-term incentive plans.” Several factors
should be considered when allocating the total bonus pool to corporate executives and busi-
ness unit managers. An incentive system that explicitly incorporates the following has a
much better chance of success:

• The needs, values, and beliefs of the general managers who are rewarded.

• The culture of the organization.

• External factors, such as industry characteristics, competitors’ compensation prac-
tices, managerial labor markets, and tax and legal issues.

• The organization’s strategies.
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This case was prepared by Arthur D. Sharplin, McNeese State University. Copyright © by
Arthur D. Sharplin.

Case 12-1

Lincoln Electric Company (A)
People are our most valuable asset. They must feel secure, important, challenged, in control of
their destiny, confident in their leadership, be responsive to common goals, believe they are
being treated fairly, have easy access to authority and open lines of communication in all possi-
ble directions. Perhaps the most important task Lincoln employees face today is that of estab-
lishing an example for others in the Lincoln organization in other parts of the world. We need
to maximize the benefits of cooperation and teamwork, fusing high technology with human tal-
ent, so that we here in the USA and all of our subsidiary and joint venture operations will be in
a position to realize our full potential.

—George Willis, CEO, The Lincoln Electric Company

The Lincoln Electric Company was the world’s largest manufacturer of arc-welding products
and a leading producer of industrial electric motors. The firm employed 2400 workers in two
US factories near Cleveland and an equal number in eleven factories located in other coun-
tries. This did not include the field sales force of more than 200. The company’s US market
share (for arc-welding products) was estimated at more than 40 percent.

The Lincoln incentive management plan had been well known for many years. Many college
management texts referred to the Lincoln plan as a model for achieving higher worker pro-
ductivity. Certainly, the firm was successful according to the usual measures.

When James F. Lincoln died in 1965, there had been some concern, even among employees,
that the management system would fall into disarray, that profits would decline, and that year-
end bonuses might be discontinued. Quite the contrary, 24 years after Lincoln’s death, the com-
pany appeared to be as strong as ever. Each year, except the recession years 1982 and 1983,
saw high profits and bonuses. Employee morale and productivity remained very good. Em-
ployee turnover was almost nonexistent except for retirements. Lincoln’s market share was
stable. The historically high stock dividends continued.

A Historical Sketch

In 1895, after being “frozen out” of the depression-ravaged Elliott-Lincoln Company, a maker of
Lincoln-designed electric motors, John C. Lincoln took out his second patent and began to man-
ufacture his improved motor. He opened his new business, unincorporated, with $200 he had
earned redesigning a motor for young Herbert Henry Dow, who later founded the Dow Chemi-
cal Company.

Started during an economic depression and cursed by a major fire after only one year in
business, the company grew, but hardly prospered, through its first quarter-century. In 1906,
John C. Lincoln incorporated the business and moved from his one-room, fourth-floor factory

to a new three-story building he erected in east Cleveland. He expanded his work force to 30
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and sales grew to over $50,000 a year. John preferred being an engineer and inventor rather
than a manager, though, and it was to be left to another Lincoln to manage the company
through its years of success.

In 1907, after a bout with typhoid fever forced him to leave Ohio State University in his se-
nior year, James F. Lincoln, John’s younger brother, joined the fledgling company. In 1914 he
became active head of the firm, with the titles General Manager and Vice President. John re-
mained President of the company for some years but became more involved in other business
ventures and in his work as an inventor.

One of James Lincoln’s early actions was to ask the employees to elect representatives to a
committee (called the “Advisory Board”) which would advise him on company operations. The
Advisory Board met with the Chief Executive Officer every two weeks. This was only the first
of a series of innovative personnel policies which, over the years, distinguished Lincoln Elec-
tric from its contemporaries.

The first year the Advisory Board was in existence, working hours were reduced from 55 per
week, then standard, to 50 hours a week. In 1915, the company gave each employee a paid-up
life insurance policy. A welding school, which continues today, was begun in 1917. In 1918, an
employee bonus plan was attempted. It was not continued, but the idea was to resurface later.

The Lincoln Electric Employees’ Association was formed in 1919 to provide health benefits
and social activities. Over the years, it assumed several additional functions. In 1923, a piece-
work pay system was in effect, employees got two weeks paid vacation each year, and wages
were adjusted for changes in the Consumer Price Index. Approximately 30 percent of the com-
mon stock was set aside for key employees in 1914. A stock purchase plan for all employees was
begun in 1925.

The Board of Directors voted to start a suggestion system in 1929. Cash awards, a part of the
early program, were discontinued in the mid-1980s. Suggestions were rewarded by additional
“points,” which affected year-end bonuses.

The legendary Lincoln bonus plan was proposed by the Advisory Board and accepted on a
trial basis in 1934. The first annual bonus amounted to about 25 percent of wages. There was
a bonus every year after that. The bonus plan became a cornerstone of the Lincoln manage-
ment system, and recent bonuses approximated annual wages.

By 1944, Lincoln employees enjoyed a pension plan, a policy of promotion from within, and
continuous employment. Base pay rates were determined by formal job evaluation, and a merit
rating system was in effect.

In the prologue of James F. Lincoln’s last book, Charles G. Herbruck wrote regarding the
foregoing personnel innovations:

They were not to buy good behavior. They were not efforts to increase 
profits. They were not antidotes to labor difficulties. They did not constitute a “do-gooder”
program. They were expressions of mutual respect for each person’s importance to the job to
be done. All of them reflect the leadership of James Lincoln, under whom they were nur-
tured and propagated.

During World War II, Lincoln prospered as never before. By the start of the war, the company
was the world’s largest manufacturer of arc-welding products. Sales of about $4 million in
1934 grew to $24 million by 1941. Productivity per employee more than doubled during the
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same period. The Navy’s Price Review Board challenged the high profits. The Internal Rev-
enue Service questioned the tax deductibility of employee bonuses, arguing they were not
“ordinary and necessary” costs of doing business, but the forceful and articulate James Lin-
coln was able to overcome the objections.

Certainly after 1935 and probably for several years before that, Lincoln productivity was
well above the average for similar companies. The company claimed levels of productivity more
than twice those for other manufacturers from 1945 onward. Information available from out-
side sources tended to support these claims.

Company Philosophy

James F. Lincoln was the son of a Congregational minister, and Christian principles were at
the center of his business philosophy. The confidence that he had in the efficacy of Christ’s
teachings was illustrated by the following remark taken from one of his books:

The Christian ethic should control our acts. If it did control our acts, the savings in cost of
distribution would be tremendous. Advertising would be a contact of the expert consultant
with the customer, in order to give the customer the best product available when all of the
customer’s needs are considered. Competition then would be in improving the quality of
products and increasing efficiency in producing and distributing them; not in deception, as
is now too customary. Pricing would reflect efficiency of production; it would not be a selling
dodge that the customer may well be sorry he accepted. It would be proper for all concerned
and rewarding for the ability used in producing the product.

There was no indication that Lincoln attempted to evangelize his employees or customers—
or the general public, for that matter. Neither the Chairman of the Board and Chief Executive,
George Willis, nor the President, Donald F. Hastings, mentioned the Christian gospel in
speeches and interviews. The company motto, “The actual is limited, the possible is immense,”
was prominently displayed, but there was no display of religious slogans and no company
chapel.

Attitude toward the Customer

James Lincoln considered the customer’s needs the raison d’être for every company. “When any
company has achieved success so that it is attractive as an investment,” he wrote, “all money
usually needed for expansion is supplied by the customer in retained earnings. It is obvious
that the customer’s interests, not the stockholder’s, should come first.” In 1947 he said, “Care
should be taken . . . not to rivet attention on profit. Between ‘How much do I get?’ and ‘How do
I make this better, cheaper, more useful?’ the difference is fundamental and decisive.” Willis,
too, ranked the customer as management’s most important constituency. This was reflected in
Lincoln’s policy to “at all times price on the basis of cost and at all times keep pressure on our
cost.” Lincoln’s goal, often stated, was “to build a better and better product at a lower and lower
price.” “It is obvious,” James Lincoln said, “that the customer’s interests should be the first goal
of industry.”
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Attitude toward Stockholders

Stockholders were given last priority at Lincoln. This was a continuation of James Lincoln’s phi-
losophy: “The last group to be considered is the stockholders who own stock because they think it
will be more profitable than investing money in any other way.” Concerning division of the largess
produced by incentive management, he wrote, “The absentee stockholder also will get his share,
even if undeserved, out of the greatly increased profit that the efficiency produces.”

Attitude toward Unionism

There was never a serious effort to organize Lincoln employees.While James Lincoln criticized the
labor movement for “selfishly attempting to better its position at the expense of the people it must
serve,” he still had kind words for union members. He excused abuses of union power as “the nat-
ural reactions of human beings to the abuses to which management has subjected them.” Lin-
coln’s idea of the correct relationship between workers and managers was shown by this com-
ment: “Labor and management are properly not warring camps; they are parts of one organization
in which they must and should cooperate fully and happily.”

Beliefs and Assumptions about Employees

If fulfilling customer needs was the desired goal of business, then employee performance and
productivity were the means by which this goal could best be achieved. It was the Lincoln at-
titude toward employees, reflected in the following comments by James Lincoln, which was
credited by many with creating the success the company experienced:

The greatest fear of the worker, which is the same as the greatest fear of the industrialist in
operating a company, is the lack of income. . . . The industrial manager is very conscious of
his company’s need for uninterrupted income. He is completely oblivious, evidently, of the
fact that the worker has the same need.

[The worker] is just as eager as any manager is to be part of a team that is properly orga-
nized and working for the advancement of our economy. . . . He has no desire to make profits
for those who do not hold up their end in production, as is true of absentee stockholders and
inactive people in the company.

If money is to be used as an incentive, the program must provide that what is paid to the
worker is what he has earned. The earnings of each must be in accordance with accomplish-
ment.

Status is of great importance in all human relationships. The greatest incentive that
money has, usually, is that it is a symbol of success. . . . The resulting status is the real in-
centive. . . . Money alone can be an incentive to the miser only.

There must be complete honesty and understanding between the hourly worker and man-
agement if high efficiency is to be obtained.

Lincoln’s Business

Arc welding had been the standard joining method in shipbuilding for decades. It was the pre-
dominant way of connecting steel in the construction industry. Most industrial plants had
their own welding shops for maintenance and construction. Manufacturers of tractors and all
kinds of heavy equipment used arc welding extensively in the manufacturing process. Many
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hobbyists had their own welding machines and used them for making metal items such as
patio furniture and barbecue pits. The popularity of welded sculpture as an art form was
growing.

While advances in welding technology were frequent, arc-welding products, in the main,
hardly changed. Lincoln’s Innershield process was a notable exception. This process, described
later, lowered welding cost and improved quality and speed in many applications. The most
widely used Lincoln electrode, the Fleetweld 5P, was virtually the same from the 1930s to 1989.
For at least four decades, the most popular engine-driven welder in the world, the Lincoln SA-
200, had been a gray-colored assembly, including a four-cylinder Continental “Red Seal” engine
and a 200-ampere direct-current generator with two current-control knobs. A 1989 model SA-
200 even weighed almost the same as the 1950 model, and it certainly was little changed in ap-
pearance.

The company’s share of the US arc-welding products market appeared to have been about
40 percent for many years. The welding products market had grown somewhat faster than the
level of industry in general. The market was highly price-competitive, with variations in prices
of standard items normally amounting to only 1 or 2 percent. Lincoln’s products were sold di-
rectly by its engineering-oriented sales force and indirectly through its distributor organiza-
tion. Advertising expenditures amounted to less than 0.75 percent of sales. Research and de-
velopment expenditures typically ranged from $10 million to $12 million, considerably more
than competitors spent.

The other major welding process, flame welding, had not been competitive with arc welding
since the 1930s. However, plasma arc welding, a relatively new process which used a conduct-
ing stream of superheated gas (plasma) to confine the welding current to a small area, had
made some inroads, especially in metal tubing manufacturing, in recent years. Major advances
in technology which would produce an alternative superior to arc welding within the next
decade or so appeared unlikely. Also, it seemed likely that changes in the machines and tech-
niques used in arc welding would be evolutionary rather than revolutionary.

Products

The company was primarily engaged in the manufacture and sale of arc-welding products—elec-
tric welding machines and metal electrodes. Lincoln also produced electric motors ranging
from 0.5 to 200 horsepower. Motors constituted about 8 to 10 percent of total sales. Several mil-
lion dollars had recently been invested in automated equipment that would double Lincoln’s
manufacturing capacity for 0.5- to 20-horsepower electric motors.

The electric welding machines, some consisting of a transformer or motor and generator
arrangement powered by commercial electricity and others consisting of an internal com-
bustion engine and generator, were designed to produce 30 to 1500 amperes of electrical
power. This electrical current was used to melt a consumable metal electrode, with the
molten metal being transferred in superhot spray to the metal joint being welded. Very high
temperatures and hot sparks were produced, and operators usually had to wear special eye
and face protection and leather gloves, often along with leather aprons and sleeves.

Lincoln and its competitors marketed a wide range of general-purpose and specialty elec-
trodes for welding mild steel, aluminum, cast iron, and stainless and special steels. Most of
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these electrodes were designed to meet the standards of the American Welding Society, a trade
association. They were thus essentially the same as to size and composition from one manu-
facturer to another. Every electrode manufacturer had a limited number of unique products,
but these typically constituted only a small percentage of total sales.

Welding electrodes were of two basic types:

1. Coated “stick” electrodes, usually 14 inches long and smaller than a pencil in diameter,
were held in a special insulated holder by the operator, who had to manipulate the elec-
trode in order to maintain a proper arc width and pattern of deposition of the metal
being transferred. Stick electrodes were packaged in 6- to 50-pound boxes.

2. Coiled wire, ranging in diameter from 0.035 to 0.219 inch, was designed to be fed con-
tinuously to the welding arc through a “gun” held by the operator or positioned by au-
tomatic positioning equipment. The wire was packaged in coils, reels, and drums
weighing from 14 to 1000 pounds and could be solid or flux-cored.

Manufacturing Processes

The main plant was in Euclid, Ohio, a suburb on Cleveland’s east side. There were no ware-
houses. Materials flowed from the 1Ⲑ2-mile-long dock on the north side of the plant through the
production lines to a very limited storage and loading area on the south side. Materials used
on each workstation were stored as close as possible to the workstation. The administrative
offices, near the center of the factory, were entirely functional. A corridor below the main level
provided access to the factory floor from the main entrance near the center of the plant. For-

tune magazine declared the Euclid facility one of America’s 10 best-managed factories,1 and
compared it with a General Electric plant also on the list:

Stepping into GE’s spanking new dishwasher plant, an awed supplier said, is like stepping
“into the Hyatt Regency.” By comparison, stepping into Lincoln Electric’s 33-year-old, cav-
ernous, dimly lit factory is like stumbling into a dingy big-city YMCA. It’s only when one
starts looking at how these factories do things that similarities become apparent. They have
found ways to merge design with manufacturing, build in quality, make wise choices about
automation, get close to customers, and handle their work forces.

A new Lincoln plant, in Mentor, Ohio, housed some of the electrode production operations,
which had been moved from the main plant.

Electrode manufacturing was highly capital-intensive. Metal rods purchased from steel pro-
ducers were drawn down to smaller diameters, cut to length, coated with pressed-powder “flux”
for stick electrodes or plated with copper (for conductivity), and put into coils or spools for wire.
Lincoln’s Innershield wire was hollow and filled with a material similar to that used to coat
stick electrodes. As mentioned earlier, this represented a major innovation in welding technol-
ogy when it was introduced. The company was highly secretive about its electrode production
processes, and outsiders were not given access to the details of those processes.

1Gene Bylinsky, “America’s Best-Managed Factories,” Fortune, May 28, 1984, p. 16.
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Lincoln welding machines and electric motors were made on a series of assembly lines.
Gasoline and diesel engines were purchased partially assembled, but practically all other com-
ponents were made from basic industrial products (e.g., steel bars and sheets and bar copper
conductor wire).

Individual components, such as gasoline tanks for engine-driven welders and steel shafts for
motors and generators, were made by numerous small “factories within a factory.” The shaft for
a certain generator, for example, was made from raw steel bar by one operator who used five
large machines, all running continuously. A saw cut the bar to length, a digital lathe machined
different sections to varying diameters, a special milling machine cut a slot for the keyway, and
so forth, until a finished shaft was produced. The operator moved the shafts from machine to
machine and made necessary adjustments.

Another operator punched, shaped, and painted sheet-metal cowling parts. One assembled
steel laminations onto a rotor shaft, then wound, insulated, and tested the rotors. Finished
components were moved by crane operators to the nearby assembly lines.

Worker Performance and Attitudes

Exceptional worker performance at Lincoln was a matter of record. The typical Lincoln em-
ployee earned about twice as much as other factory workers in the Cleveland area. Yet the com-
pany’s labor cost per sales dollar in 1989, 26 cents, was well below the industry average.
Worker turnover was practically nonexistent except for retirements and departures by new
employees.

Sales per Lincoln factory employee exceeded $150,000. An observer at the factory quickly
saw why this figure was so high. Each worker was proceeding busily and thoughtfully about the
task at hand.There was no idle chatter. Most workers took no coffee breaks. Many operated sev-
eral machines and made a substantial component unaided. The supervisors were busy with
planning and record-keeping duties and hardly glanced at the people they “supervised.” The
manufacturing procedures appeared to be efficient—no unnecessary steps, no wasted motions,
no wasted materials. Finished components moved smoothly to subsequent workstations.

The Appendix to this case gives summaries of interviews with employees.

Organizational Structure

Lincoln never allowed development of a formal organization chart. The objective of this policy
was to ensure maximum flexibility. An open-door policy was practiced throughout the company,
and personnel were encouraged to take problems to the persons most capable of resolving
them. Once, Harvard Business School researchers prepared an organization chart reflecting
the implied relationships at Lincoln. The chart became available within the company, and
management felt that the chart had a disruptive effect. Therefore, no organization chart ap-
pears in this case.

Perhaps because of the quality and enthusiasm of the Lincoln workforce, routine supervi-
sion was almost nonexistent. A typical production foreman, for example, supervised as many
as 100 workers, a span of control which did not allow more than infrequent worker–supervisor
interaction.



Chapter 12 Management Compensation 543

Position titles and traditional flows of authority did imply something of an organizational
structure, however. For example, the Vice President, Sales, and the Vice President, Electrode
Division, reported to the President, as did various staff assistants such as the Personnel Di-
rector and the Director of Purchasing. Using such implied relationships, it was determined
that production workers had two or, at most, three levels of supervision between themselves
and the President.

Personnel Policies

As mentioned earlier, Lincoln’s remarkable personnel practices were credited by many with
the company’s success.

Recruitment and Selection

Every job opening was advertised internally on company bulletin boards, and any employee
could apply for any job so advertised. External hiring was permitted only for entry-level posi-
tions. Selection for these jobs was done on the basis of personal interviews; there was no apti-
tude or psychological testing. Not even a high school diploma was required—except for engi-
neering and sales positions, which were filled by graduate engineers. A committee consisting of
vice presidents and supervisors interviewed candidates initially cleared by the Personnel De-
partment. Final selection was made by the supervisor who had a job opening. Out of over 3500
applicants interviewed by the Personnel Department during one period, fewer than 300 were
hired.

Job Security

In 1958 Lincoln formalized its guaranteed continuous employment policy, which had already
been in effect for many years. There had been no layoffs since World War II. Since 1958, every
worker with over two years’ longevity had been guaranteed at least 30 hours per week, 49
weeks per year.

The policy was never so severely tested as during the 1981–1983 recession. As a manufac-
turer of capital goods, Lincoln had business that was highly cyclical. In previous recessions the
company had been able to avoid major sales declines. However, sales plummeted 32 percent in
1982 and another 16 percent the next year. Few companies could withstand such a revenue col-
lapse and remain profitable. Yet, not only did Lincoln earn profits, but no employee was laid off
and year-end incentive bonuses continued. To weather the storm, management cut most of the
nonsalaried workers back to 30 hours a week for varying periods of time. Many employees were
reassigned, and the total workforce was slightly reduced through normal attrition and re-
stricted hiring. Many employees grumbled at their unexpected misfortune, probably to the sur-
prise and dismay of some Lincoln managers. However, sales and profits—and employee
bonuses—soon rebounded, and all was well again.

Performance Evaluations

Each supervisor formally evaluated subordinates twice a year using the cards shown in Exhibit
1. The employee performance criteria—“quality,” “dependability,” “ideas and cooperation,” and
“output”—were considered to be independent of each other. Marks on the cards were converted
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EXHIBIT 1
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to numerical scores which were forced to average 100 for each evaluating supervisor. Individ-
ual merit rating scores normally ranged from 80 to 110. Any score over 110 required a special
letter to top management. These scores (over 110) were not considered in computing the re-
quired 100-point average for each evaluating supervisor. Suggestions for improvements often
resulted in recommendations for exceptionally high performance scores. Supervisors discussed
individual performance marks with the employees concerned. Each warranty claim was traced
to the individual employee whose work caused the defect. When that happened, the employee’s
performance score might be reduced, or the worker might be required to repay the cost of ser-
vicing the warranty claim by working without pay.

Compensation

Basic wage levels for jobs at Lincoln were determined by a wage survey of similar jobs in the
Cleveland area. These rates were adjusted quarterly in accordance with changes in the Cleve-
land area wage index. Insofar as possible, base wage rates were translated into piece rates.
Practically all production workers and many others—for example, some forklift operators—
were paid by piece rate. Once established, piece rates were never changed unless a substantive
change in the way a job was done resulted from a source other than the worker doing the job.

In December of each year, a portion of annual profits was distributed to employees as
bonuses. Incentive bonuses since 1934 had averaged about 90 percent of annual wages and
somewhat more than aftertax profits. The average bonus for 1988 was $21,258. Even for the re-
cession years 1982 and 1983, bonuses averaged $13,998 and $8,557, respectively. Individual
bonuses were proportional to merit rating scores. For example, assume the amount set aside
for bonuses was 80 percent of total wages paid to eligible employees. A person whose perfor-
mance score was 95 would receive a bonus of 76 percent (0.80 * 0.95) of annual wages.

Vacations

The company was shut down for two weeks in August and two weeks during the Christmas
season. Vacations were taken during these periods. For employees with over 25 years of ser-
vice, a fifth week of vacation could be taken at a time acceptable to superiors.

Work Assignment

Management had authority to transfer workers and to switch between overtime and short time
as required. Supervisors had undisputed authority to assign specific parts to individual work-
ers, who might have their own preferences due to variations in piece rates. During the
1982–1983 recession, fifty factory workers volunteered to join sales teams and fanned out
across the country to sell a new welder designed for automobile body shops and small machine
shops. The result—$10 million in sales and a hot new product.
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Employee Participation in Decision Making

Thinking of participative management usually evokes a vision of a relaxed, nonauthoritarian
atmosphere. This was not the case at Lincoln. Formal authority was quite strong. “We’re very
authoritarian around here,” said Willis. James F. Lincoln placed a good deal of stress on pro-
tecting management’s authority. “Management in all successful departments of industry must
have complete power,” he said. “Management is the coach who must be obeyed. The workers,
however, are the players who alone can win the game.” Despite this attitude, there were sev-
eral ways in which employees participated in management at Lincoln.

Richard Sabo, Assistant to the Chief Executive Officer, related job
enlargement/enrichment to participation. He said, “The most important participative tech-
nique that we use is giving more responsibility to employees. We give a high school gradu-
ate more responsibility than other companies give their foremen.” Management put limits
on the degree of participation which was allowed, however. In Sabo’s words:

When you use “participation,” put quotes around it. Because we believe that each person
should participate only in those decisions he is most knowledgeable about. I don’t think pro-
duction employees should control the decisions of the chairman. They don’t know as much as
he does about the decisions he is involved in.

The Advisory Board, elected by the workers, met with the Chairman and the President every
two weeks to discuss ways of improving operations. As noted earlier, this board had been in ex-
istence since 1914 and had contributed to many innovations. The incentive bonuses, for exam-
ple, were first recommended by this committee. Every employee had access to Advisory Board
members, and answers to all Advisory Board suggestions were promised by the following meet-
ing. Both Willis and Hastings were quick to point out, though, that the Advisory Board only
recommended actions. “They do not have direct authority,” Willis said, “and when they bring up
something that management thinks is not to the benefit of the company, it will be rejected.”

Under the early suggestion program, employees were awarded one-half of the first year’s
savings attributable to their suggestions. Later, however, the value of suggestions was reflected
in performance evaluation scores, which determined individual incentive bonus amounts.

Training and Education

Production workers were given a short period of on-the-job training and then placed on a piece-
work pay system. Lincoln did not pay for off-site education, unless very specific company needs
were identified. The idea behind this policy, according to Sabo, was that not everyone could
take advantage of such a program, and it was unfair to expend company funds for an advan-
tage to which there was unequal access. Recruits for sales jobs, already college graduates, were
given on-the-job training in the plant, followed by a period of work and training at one of the
regional sales offices.

Fringe Benefits and Executive Perquisites

A medical plan and a company-paid retirement program had been in effect for many years. A
plant cafeteria, operated on a break-even basis, served meals at about 60 percent of usual
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costs. The Employee Association, to which the company did not contribute, provided disability
insurance and social and athletic activities. The employee stock ownership program resulted in
employee ownership of about 50 percent of the common stock. Under this program, each em-
ployee with more than two years of service could purchase stock in the corporation. The price
of the shares was established at book value. Stock purchased through this plan could be held
by employees only.

Dividends and voting rights were the same as for stock which was owned outside the plan.
Approximately 75 percent of the employees owned Lincoln stock.

As to executive perquisites, there were none. Executives had crowded, austere offices; no
executive washrooms or lunchrooms; and no reserved parking spaces. Even the top execu-
tives paid for their own meals and ate in the employee cafeteria. On one recent day, Willis
arrived at work late because of a breakfast speaking engagement and had to park far away
from the factory entrance.

Financial Policies

James F. Lincoln felt strongly that financing for company growth should come from within the
company—through initial cash investment by the founders, through retention of earnings, and
through stock purchases by those who worked in the business. He saw the following advan-
tages to this approach:

1. Ownership of stock by employees strengthened team spirit. “If they are mutually anx-
ious to make it succeed, the future of the company is bright.”

2. Ownership of stock provided individual incentive because employees felt that they
would benefit from company profitability.

3. “Ownership is educational.” Owner-employees “will know how profits are made and
lost; how success is won and lost. . . . There are few socialists in the list of stockholders
of the nation’s industries.”

4. “Capital available from within controls expansion.” Unwarranted expansion would not
occur, Lincoln believed, under his financing plan.

5. “The greatest advantage would be the development of the individual worker. Under the
incentive of ownership, he would become a greater man.”

6. “Stock ownership is one of the steps that can be taken that will make the worker feel
that there is less of a gulf between him and the boss. . . . Stock ownership will help the
worker to recognize his [or her] responsibility in the game and the importance of vic-
tory.”

Until 1980, Lincoln Electric borrowed no money. The company’s liabilities consisted mainly of
accounts payable and short-term accruals.

The unusual pricing policy at Lincoln was succinctly stated by Willis: “At all times price on
the basis of cost, and all times keep pressure on our cost.” This policy resulted in the price for
the most popular welding electrode going from 16 cents a pound in 1929 to 4.7 cents in 1938.
More recently, the SA-200 welder, Lincoln’s largest-selling portable machine, had decreased in
price from 1958 through 1965. According to Dr. C. Jackson Grayson of the American Productiv-
ity Center in Houston, Texas, Lincoln’s prices had increased only one-fifth as fast as the Con-
sumer Price Index from 1934 to about 1970. This resulted in a welding products market in
which Lincoln became the undisputed price leader for the products it manufactured. Not even
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the major Japanese manufacturers, such as Nippon Steel for welding electrodes and Osaka
Transformer for welding machines, were able to penetrate this market.

Substantial cash balances were accumulated each year preparatory to paying the year-end
bonuses. The bonuses totaled $54 million for 1988. The money was invested in short-term US
government securities and certificates of deposit (CDs) until needed. The company’s financial
history is shown in Exhibit 2.

How Well Did Lincoln Serve Its Stakeholders?

Lincoln Electric differed from most other companies in the importance it assigned to each of
the groups it served. Willis identified these groups, in the order of priority ascribed to them, as
(1) customers, (2) employees, and (3) stockholders.

Certainly the firm’s customers had fared well over the years. Lincoln prices for welding
machines and welding electrodes were acknowledged to be the lowest in the marketplace.
Quality was consistently high. The cost of field failures for Lincoln products had recently
been determined to be a remarkable 0.04 percent of revenues. The “Fleetweld” electrodes
and SA-200 welders had been the standard in the pipeline and refinery construction indus-
try, where price was hardly a criterion, for decades. A Lincoln distributor in Monroe,
Louisiana, said that he had sold several hundred of the popular AC-225 welders, which were
warranted for one year, but never handled a warranty claim.

Perhaps best-served of all management constituencies were the employees. Not the least of
their benefits, of course, were the year-end bonuses, which effectively doubled an already aver-
age compensation level. The foregoing description of the personnel program and the comments
in the Appendix further illustrate the desirability of a Lincoln job.

While stockholders were relegated to an inferior status by James F. Lincoln, they did very
well indeed. Recent dividends had exceeded $11 a share, and earnings per share approached

EXHIBIT 2 Lincoln Electric’s Financial History

1974 1979 1980 1981 1982 1983 1987 1988 1989

Sales (in millions 
of dollars) $233 $385 $401 $469 $329 $277 $377 $478 $582

Return on equity* 25% 19% 16% 19% 9% 9% 15% 16% 12%
Debt to equity ratio† 0% 0% 0% 0% 0% 0% 2% 7% 11%
Segment data:

Arc-welding products (% of total sales) 91% 91% 91% 91%
Other products (% of total sales) 9% 9% 9% 9%

†Debt to equity ratio ⫽

Long-tterm debt

Long-term debt ⫹ Stockholders’ equity

*Return on equity ⫽
Profit after tax

Stockholders’ equity
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$30. In January 1980, the price of restricted stock, committed to employees, had been $117 a
share. By 1989, the stated value at which the company would repurchase the stock if tendered
was $201. A check with the New York office of Merrill Lynch, Pierce, Fenner and Smith at that
time revealed an estimated price on Lincoln stock of $270 a share, with none being offered for
sale. Technically, this price applied only to the unrestricted stock owned by the Lincoln family,
a few other major holders, and employees who purchased it on the open market. Risk associ-
ated with Lincoln stock, a major determinant of stock value, was minimal because of the small
amount of debt in the capital structure, because of an extremely stable earnings record, and be-
cause of Lincoln’s practice of purchasing the restricted stock whenever employees offered it for
sale.

A Concluding Comment

It was easy to believe that the reason for Lincoln’s success was the excellent attitude of the em-
ployees and their willingness to work harder, faster, and more intelligently than other indus-
trial workers. However, Sabo suggested that appropriate recognition be given to Lincoln execu-
tives, whom he credited with carrying out the following policies:

1. Management limited research, development, and manufacturing to a standard product
line designed to meet the major needs of the welding industry.

2. New products had to be reviewed by manufacturing and all producing costs verified be-
fore the products were approved by management.

3. Purchasing was challenged not only to procure materials at the lowest cost but also to
work closely with engineering and manufacturing to ensure that the latest innovations
were implemented.

4. Manufacturing supervision and all personnel were held accountable for reduction of
scrap, energy conservation, and maintenance of product quality.

5. Production control, material handling, and methods engineering were closely super-
vised by top management.

6. Management made cost reduction a way of life at Lincoln, and definite programs were
established in many areas, including traffic and shipping, where tremendous savings
could result.

7. Management established a sales department that was technically trained to reduce
customer welding costs. This sales approach and other real customer services elimi-
nated nonessential frills and resulted in long-term benefits to all concerned.

8. Management encouraged education, technical publishing, and long-range programs
that resulted in industry growth, thereby assuring market potential for the Lincoln
Electric Company.

Sabo wrote, “It is in a very real sense a personal and group experience in faith—a belief that
together we can achieve results which alone would not be possible. It is not a perfect system,
and it is not easy. It requires tremendous dedication and hard work. However, it does work, and
the results are worth the effort.”
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Appendix

Employee Interviews
Typical questions and answers from employee interviews are presented below. The employees’
names have been changed to protect their privacy.

Interview 1

Ed Sanderson, a 23-year-old high school graduate who had been with Lincoln four years and
who was a machine operator in the Electrode Division at the time of the interview.

Q: How did you happen to get this job?
A: My wife was pregnant, and I was making three bucks an hour and one day I came here
and applied. That was it. I kept calling to let them know I was still interested.
Q: Roughly what were your earnings last year including your bonus?
A: $45,000.
Q: What have you done with your money since you have been here?
A: Well, we’ve lived pretty well, and we bought a condominium.
Q: Have you paid for the condominium?
A: No, but I could.
Q: Have you bought your Lincoln stock this year?
A: No, I haven’t bought any Lincoln stock yet.
Q: Do you get the feeling that the executives here are pretty well thought of?
A: I think they are. To get where they are today, they had to really work.
Q: Wouldn’t that be true anywhere?
A: I think more so here because seniority really doesn’t mean anything. If you work with a
guy who has 20 years here, and you have 2 months and you’re doing a better job, you will get
advanced before he will.
Q: Are you paid on a piece-rate basis?
A: My gang does. There are nine of us who make the bare electrode, and the whole group gets
paid based on how many electrodes we make.
Q: Do you think you work harder than workers in other factories in the Cleveland area?
A: Yes, I would say I probably work harder.
Q: Do you think it hurts anybody?
A: No, a little hard work never hurts anybody.
Q: If you could choose, do you think you would be as happy earning a little less money and
being able to slow down a little?
A: No, it doesn’t bother me. If it bothered me, I wouldn’t do it.
Q: Why do you think Lincoln employees produce more than workers in other plants?
A: That’s the way the company is set up. The more you put out, the more you’re going to
make.
Q: Do you think it’s the piece rate and bonus together?



Chapter 12 Management Compensation 551

A: I don’t think people would work here if they didn’t know that they would be rewarded at
the end of the year.
Q: Do you think Lincoln employees will ever join a union?
A: No.
Q: What are the major advantages of working for Lincoln?
A: Money.
Q: Are there any other advantages?
A: Yes, we don’t have a union shop. I don’t think I could work in a union shop.
Q: Do you think you are a career man with Lincoln at this time?
A: Yes.

Interview 2

Roger Lewis, a 23-year-old Purdue graduate in mechanical engineering who had been in the
Lincoln sales program for 15 months and who was working in the Cleveland sales office at the
time of the interview.

Q: How did you get your job at Lincoln?
A: I saw that Lincoln was interviewing on campus at Purdue, and I went by. I later came to
Cleveland for a plant tour and was offered a job.
Q: Do you know any of the senior executives? Would they know you by name?
A: Yes, I know all of them—Mr. Hastings, Mr. Willis, Mr. Sabo.
Q: Do you think Lincoln salespeople work harder than those in other 
companies?
A: Yes. I don’t think there are many salespeople for other companies who are putting in 50- to
60-hour weeks. Everybody here works harder. You can go out in the plant, or you can go up-
stairs, and there’s nobody sitting around.
Q: Do you see any real disadvantage to working at Lincoln?
A: I don’t know if it’s a disadvantage, but Lincoln is a spartan company, a very thrifty com-
pany. I like that. The sales offices are functional, not fancy.
Q: Why do you think Lincoln employees have such high productivity?
A: Piecework has a lot to do with it. Lincoln is smaller than many plants, too; you can stand in
one place and see the materials come in one side and the product go out the other. You feel a part
of the company. The chance to get ahead is important, too. They have a strict policy of promoting
from within, so you know you have a chance. I think in a lot of other places you may not get as
fair a shake as you do here. The sales offices are on a smaller scale, too. I like that. I tell someone
that we have two people in the Baltimore office, and they say, “You’ve got to be kidding.” It’s
smaller and more personal. Pay is the most important thing. I have heard that this is the high-
est-paying factory in the world.

Interview 3

Joe Trahan, a 58-year-old high school graduate who had been with Lincoln 39 years and who
was employed as a working supervisor in the tool room at the time of the interview.

Q: Roughly what was your pay last year?
A: Over $56,000; salary, bonus, stock dividends.
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Q: How much was your bonus?
A: About $26,000.
Q: Have you ever gotten a special award of any kind?
A: Not really.
Q: What have you done with your money?
A: My house is paid for—and my two cars. I also have some bonds and the Lincoln stock.
Q: What do you think of the executives at Lincoln?
A: They’re really top-notch.
Q: What is the major disadvantage of working at Lincoln Electric?
A: I don’t know of any disadvantage at all.
Q: Do you think you produce more than most people in similar jobs with other companies?
A: I do believe that.
Q: Why is that? Why do you believe that?
A: We are on the incentive system. Everything we do, we try to improve to make a better prod-
uct with a minimum of outlay. We try to improve the bonus.
Q: Would you be just as happy making a little less money and not working quite so hard?
A: I don’t think so.
Q: Do you think Lincoln employees would ever join a union?
A: I don’t think they would ever consider it.
Q: What is the most important advantage of working at Lincoln?
A: Compensation.
Q: Tell me something about Mr. James Lincoln, who died in 1965.
A: You are talking about Jimmy, Sr. He always strolled through the shop in his shirt sleeves.
Big fellow. Always looked distinguished. Gray hair. Friendly sort of guy. I was a member of
the Advisory Board one year. He was there each time.
Q: Did he strike you as really caring?
A: I think he always cared for people.
Q: Did you get any sensation of a religious nature from him?
A: No, not really.
Q: And religion is not part of the program now?
A: No.
Q: Do you think Mr. Lincoln was a very intelligent man, or was he just a nice guy?
A: I would say he was pretty well educated. A great talker—always right off the top of his
head. He knew what he was talking about all the time.
Q: When were bonuses for beneficial suggestions done away with?
A: About 18 years ago.
Q: Did that hurt very much?
A: I don’t think so, because suggestions are still rewarded through the merit rating system.
Q: Is there anything you would like to add?
A: It’s a good place to work. The union kind of ties other places down. At other places, electri-
cians only do electrical work, carpenters only do carpenter work. At Lincoln Electric we all
pitch in and do whatever needs to be done.
Q: So a major advantage is not having a union?
A: That’s right.
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Questions

1. How would you characterize Lincoln Electric’s strategy? In this context, what is the na-
ture of Lincoln’s business and upon what bases does this company compete?

2. What are the most important elements of Lincoln’s overall approach to organization
and control that help explain why this company is so successful? How well do Lincoln’s
organization and control mechanisms fit the company’s strategic requirements?

3. What is the corporate culture like at Lincoln Electric? What type of employees would
be happy working at Lincoln Electric?

4. What is the applicability of Lincoln’s approach to organization and control to other
companies? Why don’t more companies operate like Lincoln?

5. What could cause Lincoln’s strategy implementation approach to break down? What
are the threats to Lincoln’s continued success?

6. Would you like to work in an environment like that at Lincoln Electric?
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Case 12-2

Crown Point Cabinetry

Introduction

It was 2002 and Brian Stowell, CEO of Crown Point Cabinetry, was reflecting on the incredible
change he had seen in his nine years of leadership at the small manufacturing company. Located
in rural Claremont, New Hampshire, Crown Point supplied high-end custom kitchen cabinets to
customers throughout the United States. The company was a respected and desirable employer
in its small community, boasting an inspired and motivated workforce. It had earned the trust
of thousands of customers nationwide. But it wasn’t always that way.

Industry

The U.S. cabinet industry was highly fragmented, with more than 5,000 manufacturers sup-
plying stock, semi-custom, and custom cabinets1 through multiple distribution channels. In
1998 the largest manufacturer held 15 percent of the market, while the second largest held
just 7 percent. Over half the manufacturers employed fewer than 10 people.

Demand for cabinets followed residential construction industry trends. Distributors and
dealers each represented about 30 percent of manufacturers’ cabinet purchases, while home
centers and builders shared the remainder evenly. Less than 1 percent of cabinets were pur-
chased direct from manufacturers. As big-box home improvement retailers emerged in the ’90s,
the trend toward stock cabinets strengthened while the custom share of the market weakened,
from 26 percent in 1989 to less than 15 percent by 1999.2

Crown Point, at 85 employees, was a relatively large manufacturer, although some cabinet-
making firms employed upwards of 1,000 people. Crown Point made custom cabinets and, with an
average sale in 2001 running over $25,000 for a kitchen cabinet set, competed in the high end of
the cabinet-making market.

History

Norm Stowell founded the business in 1979, producing the first cabinets in his garage. Em-
bracing principles of quality and service, by 1992 Norm had grown the business to more than
100 employees, which included all seven of his children. While revenues were growing sub-

This case was written by David Vanderschee (T’02) under the supervision of Professor Vijay Govindarajan and Julie Lang
(T’93) of the Tuck School of Business at Dartmouth College. © Trustees of Dartmouth College.
1Stock cabinets, typically sold by large home-center retailers, are pre-designed, often unassembled cabinets that come in
specific widths and heights, with minimal optional features. Custom cabinets are “one off,” designed specifically for a
particular customer, with no restrictions on features or sizes. Semi-custom are a hybrid of the two, with standard widths
and heights and variable features and design options.

2Figures are quoted for unit sales. Dollar market share for custom cabinets has declined from 31 percent in 1990 to 26 per-
cent in 1999.
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stantially, the bottom line was suffering. Brian Stowell, one of the Stowell offspring involved in
the company, managed sales in 1992 but took a special interest in running the business. With
the agreement of his siblings and his father, Brain assumed the lead executive role in 1993.

Crown Point’s Products and Production Process

Crown Point manufactured cabinets in its 33,000 square foot facility (about half the size of a
soccer field). The facility was small by light-manufacturing plant standards, as evidenced by
cramped work-in-process and finished inventory. Each kitchen cabinet, available in a variety
of styles, woods, and finishes, was custom designed to exacting customer specifications. The
design was transferred to the production floor where raw material (mainly maple, oak, pine,
and other woods) was cut to make cabinet frames, doors, and boxes. Work was separated by
task on the floor. Each piece was hand sanded and finished with stains or specialty paints.
The final product was assembled, blanket wrapped, and shipped via furniture truck. Order
to delivery generally took 14 to 20 weeks, with lead time (time to get the sale into production)
consuming most of that period. The actual manufacturing time typically was 10 days. Al-
though investments had been made in new cutting and finishing equipment, the dedication
to handcrafting every part of each cabinet made the workers’ interaction with the wood an
ongoing critical part of making a Crown Point cabinet.

A Change in Philosophy

Crown Point’s environment was similar to that at many small manufacturing shops. Growing
sales, a dedicated management group, and a satisfied dealer network had not translated into
healthy financial performance. Some employees were loyal, but a large number of jobs opened up
four or more times each year, yielding an average annual employee turnover of 300 percent.
Many individuals described management/employee relations as “horrible.” One employee recol-
lects “the managers used to have a real attitude, like they were on a power trip.They would stand
over our shoulders trying to make sure everything was right.And when it wasn’t, they were sure
to tell you about it.”

Absenteeism was rampant. Management’s reaction to this problem, and to many other prob-
lems, was to wield a heavy hand. Administrators enacted a policy of denying holiday pay for
anyone who called in sick before or after a holiday weekend. It seemed to have little effect.

The most significant problem, however, was poor in-process quality control.3 As Brian recol-
lects, “While our finished quality was great, we were building a cabinet three or four times be-
fore it got out of the shop.” Early in 1993 Brian decided to experiment with a different ap-
proach.

3In-process quality control is defined as the monitoring and control of quality during the production cycle. Finished qual-
ity refers to the quality of the finished product.



A New Attitude

Standing atop a table on the shop floor, Brian called a meeting of the company to lay out his vi-
sion.

“Starting today,” he said, “things are going to change. Right now we are wasting tremendous
money on rework and wasted materials. I don’t want that money going out the door; I would
rather give it to you. People are leaving here with no retirement benefits. It breaks my heart to
see this happening. I want to be able to afford to give people these things. From now on, if you
don’t care about first-time quality, there won’t be a job for you. If you do care, you’ll always have
a job here.”

He continued on a second theme: “Today this place isn’t a particularly desirable place to
work. My vision is that one day people will say to you, ‘You work at Crown Point? Wow, I’d love
to get in there.’”

Employees were skeptical but Brian asked them to trust him. As a goodwill gesture, he de-
cided the company would provide donuts and coffee every morning for breakfast, although it
couldn’t really afford the expense. The announcement of change introduced a period of re-
structuring and painful transition. Management critically evaluated employees based on their
quality of workmanship and cut the payroll from 76 to 53 people by 1994. During that period,
unit and dollar sales increased.

Team-Based Management

Unlike most of the management team at Crown Point, Brian Stowell’s wife, Becky, had experi-
ence in other business settings. As a family member and shareholder, she was privy to many of
the struggles Crown Point faced. Foremost among these struggles were the restructuring deci-
sions management was making. Deciding which employees were the source of quality problems
was challenging and politically charged. Twelve months after Brian’s speech, Becky offered a
simple yet radical solution: get rid of the management layers and let employees decide who
among their peers was worth keeping. She advocated a team-based management approach
that empowered employees with personnel and management decision-making responsibility.
The philosophy was adopted, and eight production line managers were placed in work teams
alongside the employees they formerly supervised. Some managers quit rather than be
“demoted.” Others adapted effortlessly. Still others tried but were unable to work under the
new system.

The production departments were converted into teams consisting of up to 12 people. Meet-
ings were held daily to facilitate communication, air grievances, suggest work improvements,
and schedule production. A pattern quickly developed wherein two or three individuals would
dominate discussion while the rest remained silent. To combat this problem, all employees
were offered communication training and teams were broken into smaller groups.

By 1994 teams had designed co-worker review sheets, or “scorecards.” These were used to
evaluate team member performance and recommend salary increases up to a maximum per-
centage set by management. The scorecard, which has remained unchanged since its inception,
was intentionally subjective in nature. Varying levels of scorecard detail were offered by em-
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ployees but one thing seemed constant: many employees received repeated criticism, but very
few were denied the maximum salary increase. The result was that almost all employees re-
ceived the same (maximum) percentage increase.

Since their inception, teams have been vested with the power to hire and fire teammates.
The head of human resources first interviews candidates for a team opening. Recommended
candidates are then interviewed by the team. Over 75 percent of candidates that HR passes
have been rejected subsequently by the team.

Gainsharing

In 1997 Crown Point instituted an incentive system designed to reduce labor costs. Labor typ-
ically constitutes 25 percent of costs for a cabinet manufacturer. Brian and Becky4 proposed
sharing labor cost savings with employees through a program termed gainsharing. The system
worked as follows:

1. Brian multiplied sales figures for each month by a set percentage, based on a reason-
able estimate of what the company could afford to pay for labor. This figure was used
to determine a maximum bonus pool.

2. From this figure, actual labor costs for regular hours, overtime labor costs, and a holi-
days/vacation budget were subtracted.

3. The remaining funds were distributed evenly each month as a percentage among em-
ployees, based on wages earned.

4. Each month was started anew regardless of the previous month’s performance. Every
Monday afternoon, a meeting was held to go over, among other things, the results to
date for gainsharing bonuses. Over 95 percent of the time since their inception, gain-
sharing bonuses have been paid out, averaging 11–20 percent of annual compensation
from 1997 to 2001.

An undesired result of the gainsharing system was animosity toward individuals who
worked overtime. Since gainsharing was based on total company performance and payout was
tied to wages earned, individuals who worked overtime received a disproportionate share of
the gainsharing bonus. Attrition seemed to take care of the problem as individuals who needed
to work overtime (due to consistently unfinished work) were eventually counseled out by other
members of their team.

Backorder Penalty/Reward System

Crown Point prided itself on on-time and complete delivery. Orders that left the shop incom-
plete were identified as “backorders.” A backorder required further shipment of missing parts
and field installation of those parts. As gainsharing bonuses were paid, the number of backo-
rders seemed to increase. Brian repeatedly pointed out the long-term impact backorders had
on the business. He explained that because the business was so dependent on satisfied cus-
tomers and word-of-mouth advertising, it was critical that every order be received complete
and on time. The speeches didn’t seem to help.

4Becky Stowell, Brian’s wife, became a full-time employee in 1994 and vice president of Crown Point in 2001.
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Beginning in 1998, a $250 penalty was applied to the gainsharing pool for every backorder
experienced. No impact was noticed, so the penalty was increased to $500. Again there was no
measurable impact. Finally, in 1999 the penalty was increased to $1,000 and a lunch was
promised for every employee for every week in which no backorders occurred. The frequency of
backorders declined noticeably. Workers cheered when a week passed without a backorder, and
lunches were soon being served nearly every Thursday. Not everyone was happy, though, par-
ticularly front office personnel who had the added task of arranging lunch for 85 people every
week. And some people wondered whether the $500 weekly lunch bill was justifiable.

Wage Increases

Gainsharing bonuses approached 20 percent in the first year of implementation. The follow-
ing year, 1998, Brian and Becky decided to raise wages. They rationalized that employees
were better able to secure loans and plan/pay for items when they could count on a secure
salary. Wages were raised again 14 months later—in 2000—and again in 2001. These wage
increases had the effect of keeping gainsharing bonuses contained at less than 25 percent on
an annual basis. Employees, predictably, were delighted at the increases although some
feared the increased labor rates would ultimately result in job losses. Brian assured them
that the extra money was a direct result of continued labor savings due to increased produc-
tivity and that job security was still a priority.

Safety

A safety program was instituted under Norm Stowell’s stewardship. In 1994 a safety team was
established under the direction of Becky Stowell and Jeff Stowell, Brian’s brother. The team
wrote rules and guidelines for work, and employees were empowered to remove others from the
shop floor for safety violations. The safety team determined penalties, including dismissal, for
violators.Everyone was subject to the same rules; even the founder and president was “retrained”
on safety standards. Serving on the safety team became a necessary but sometimes unenviable
part of working at Crown Point as team members sometimes agonized over decisions to fire
friends who violated safety rules.

Crown Point has long been a part of a self-funded, self-managed workers compensation trust
made up of a select groups of small manufacturers. The group administers workers compensa-
tion insurance with the state of New Hampshire. Inclusion in the group requires an impecca-
ble safety record and commitment to safe work practices. As a tribute to Crown Point’s safety
record, the company today enjoys the lowest experience mods5 within this group. As late as
1992, Crown Point’s experience mod was 40 percent above state average. By 2001 it had
dropped to 32 percent below state average.
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Community Citizenship

Crown Point considers community citizenship an important part of doing business. In 2001
Crown Point won the Claremont Chamber of Commerce’s first annual Company of the Year
award. This award was based on quality and quantity of nominations received from community
citizens. Many of the nominations for Crown Point received by the chamber reportedly were
from Crown Point employees.

In 2002 a committee of Crown Point employees was formed to collect funds from employees,
matched by the company, for distribution to community initiatives. The company receives nu-
merous requests to receive awards or recognition for community sponsorships. Employees on
the citizenship committee take turns accepting these awards on behalf of the company.

Communication

Largely as a result of the team-based structure, communication in the company has flourished.
Brian introduced an open-door policy, toured the shop regularly, came to know all employees by
name, and participated in many of the daily production team meetings. (Production teams met
three times a day to review production and quality progress.) Employees have used their free-
dom to approach Brian with their concerns. The weekly shop-wide meetings are used to com-
municate financial performance, safety information, and general company announcements.
Some of Brian’s community business colleagues marvel at the openness of information shared,
much of which they consider proprietary, noting they would “never let [their] employees know
how much money [they’re] making or spending on labor.”

Crown point has not been plagued by many of the disputes common among family-owned
businesses. Communication among family members has always been good. Brian notes that
even though many of the changes he instituted were not supported by his father, Norm chose
to take a hands-off approach and gave Brian and Becky the freedom to succeed or fail.

Other

Crown Point has added numerous other benefits for employees since 1993. A 401K retirement
plan was implemented in 1996. Initially, the company paid the plan’s administrative costs but
did not match employee donations. By 2001 it was matching contributions to 50 percent of em-
ployee donations, up to a maximum of 10 percent of a worker’s salary. Ninety-five percent of
employees participate in the retirement plan—about 20 percent greater than average for plans
of its type. Annual company picnics, a box suite at a nearby urban sports arena, a company-
sponsored downhill skiing program, a soft ice cream maker and popcorn popper in the lunch-
room, and continued and expanded daily breakfasts are examples of the some of the
perquisites reserved exclusively for employees.



Sales and Marketing

Until 1993 Crown Point, like most other custom cabinet manufacturers, used an extensive
dealer network (76 in total) to sell its cabinets. Direct sales accounted for less than 25 percent
of sales in 1994, rose to 50 percent in 1998, and reached 95 percent in 2001. The reason for the
transition was simple. Brian felt the 30 percent margin captured by dealers could be better
used internally to fund an in-house design/sales team and increased advertising. The design
team received calls from potential customers, solicited business from design professionals and
contractors, prepared quotations, and closed sales. The team grew from 1 to 13 people and was
compensated one-third base pay and two-thirds commission. Crown Point’s marketing budget
grew more than fourfold from 1994 to 2001, with much of the increased expenditure allocated
to trade journal advertising. A 2002 show of the nationally syndicated home improvement tele-
vision program Bob Vila’s Home Again highlighted Crown Point’s factory and quality work-
manship as part of a Vermont home renovation project, bringing invaluable attention to the
company.

Results

It would appear that the goals Brian laid out in his 1993 speech have been achieved. In-process
quality has improved dramatically, allowing for significant productivity gains and materials
savings. The attitude at the plant is telling. One of the employees echoed the feeling of many
there: “I do quality work because that’s what the customer wants,” he said. “The Stowell fam-
ily has done so much for me, I want to do more for them.” A local Claremont resident confided
that many in the town wish they could work at Crown Point because, as he noted, “they treat
their help real well.” Another employee stated, “People are impressed when they find out I
work for Crown Point.”

The financial results have been solid. Sales more than tripled between 1993 and 2001. Gross
margin as a percent of sales increased 6 percent and is over 15 percent better than the U.S. av-
erage for cabinetwork plants. Net margin moved from breakeven to over 10 percent. And all
this occurred while base wage rates (including gainsharing) increased 2.5 fold.

Even more remarkable, employee turnover has been reduced to near zero, absenteeism is
negligible, and management employee relations are at an all-time high. As praise poured in
from customers, the community, and the employees, Brian wondered what it was that turned
it all around. Could something have been done differently? Were there other ways to get these
results? Could the Crown Point experience be transferred to other business settings? Finally,
noting that increasing competition from local cabinetmakers was a threat to the business, he
wondered how Crown Point could extract further productivity gains from an already inspired
workforce.

Questions

1. What is the strategy of Crown Point Cabinetry?

2. What is responsible for the company’s turnaround?

3. Is the Crown Point experience transferable to other business settings?
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Case 12-3

Worthington Industries
In 1999 Worthington Industries enjoyed sales revenues of $1.8 billion in steel processing and
metals-related businesses. The company, headquartered in Columbus, Ohio, operated 53 plants
in 11 countries and boasted 7,500 employees. John H. McConnell founded the company in
1955. His son John P. McConnell became chairman and CEO in 1996. The financial perfor-
mance of the company for the past five years is given in Exhibit 1. The company consistently
outperformed its industry. Fortune magazine selected Worthington as one of the “100 Best
Places to Work” in 1998 and 1999.

The company was organized into three business units: Worthington Steel, Worthington
Cylinders, and Dietrich Industries.

Worthington Steel

The Worthington Steel Company, founded in 1955, essentially invented the steel processing in-
dustry as it exists today. An established leader with more than 1,000 customers, Worthington
Steel served a broad range of markets, including automotive, lawn and garden, construction,
hardware, furniture and office equipment, electrical controls, leisure and recreation, appli-
ances, and farm implements. The company offered the widest range of services in the industry,
from slitting and blanking to hydrogen annealing, hot-dipped galvanizing, and nickel plating.

Worthington earned its leadership position as a custom processor of flat-rolled steel by pro-
viding superior quality and service. It provided value-added services that bridged the capabil-
ities of major steel producers and the specialized expectations of steel end-users.

Worthington Cylinders

Worthington Cylinders offered the most complete line of pressure cylinder vessels in its indus-
try:

• LPG (liquefied petroleum gas) cylinders were used to hold fuel for everything from gas
barbecue grills and camping equipment to residential heating systems and industrial

This case was prepared by Vijay Govindarajan and Joseph A. Maciariello.

EXHIBIT 1 Financial Performance: 1995–99 (Dollars in Millions)

1995 1996 1997 1998 1999

Net sales $1,126 $1,127 $1,428 $1,624 $1,763
Gross margin $   183 $   178 $   207 $   253 $   294
Gross margin as percentage of net sales 16% 16% 15% 16% 17%
Operating income $   115 $     99 $   111 $   136 $   146
Operating income as percentage of 

stockholders’ equity 19% 15% 16% 18% 21%



562 Part Two The Management Control Process

1This section is based on work by Joseph A. Maciariello in Lasting Value (New York: John Wiley & Sons, 2000), chap. 11.

forklift trucks. Outside North America, LPG cylinders were used to hold fuel for com-
mercial and residential cooking needs, such as gas burners and stoves.

• Refrigerant cylinders were used to service commercial and residential air-conditioning
and refrigeration systems as well as automotive air-conditioning systems.

• Industrial and specialty high-pressure, acetylene, and composite cylinders were used
to hold gases for various applications, such as cutting and welding metals, breathing
(medical, diving, firefighting), semiconductor production and beverage delivery, and
compressed natural gas.

Dietrich Industries

America’s largest manufacturer of steel framing materials, Dietrich Industries was an impor-
tant segment of the Worthington Industries family of value-added, metals-related businesses.
Acquired in 1996, the Pittsburgh-based subsidiary produced steel studs, floor joists, roof
trusses, and other metal accessories for wholesale distributors and commercial and residential
building contractors.

Dietrich unveiled an interactive CD to make it easier than ever to choose steel framing. This
design tool allowed developers, architects, contractors, and builders to develop building speci-
fications by accessing the industry’s broadest line of metal framing products. It could be used
by a novice to finish a basement or by an expert designing a major office building.

Administrative Systems1

The administrative systems of Worthington are considered under the following sections: val-
ues, organization structure, human resource policies, and reward systems.

Values

John H. McConnell developed the company’s values and, over the years, they remained con-
stant (see Box 1). At their core was the golden rule: to treat others the way one wanted to be
treated. While the values clearly stated that the firm’s first duty was to shareholders, they also
underwrote a culture in which customers, suppliers, and especially employees were treasured
assets. In fact, all employees were encouraged to become shareholders by participating in the
profit-sharing plan.

Worthington expected employees to work hard and help it succeed, but it treated them
well, believing people would be fair and honest if they were treated fairly and honestly. Em-
ployees were praised for good work and urged to develop their skills. The company offered a
tuition reimbursement program to help them continue their education. Managers kept their
office doors open to signal their accessibility. They encouraged open communication and
tried to keep company discussions free of politics. These and other measures enabled Wor-
thington to enjoy a high level of trust between its workers and managers.
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This climate of mutual respect ultimately benefited Worthington’s customers. Employees
knew their work was valued and took pride in doing their jobs well. The profit-sharing plan
acted as an additional incentive for them to help the company succeed. As a result, Wor-
thington was very customer focused. Workers produced high-quality products and gave at-
tentive service. Worthington’s salespeople worked not just to meet, but to exceed, customers’
needs.

Box 1
Worthington Industries’ Philosophy

Earnings: The first corporate goal for Worthington Industries is to earn money for 
its shareholders and increase the value of their investment. We believe that the best measurement of the
accomplishment of our goal is consistent growth in earnings 
per share.

Our Golden Rule: We treat our customers, employees, investors, and suppliers, as 
we would like to be treated.

People: We are dedicated to the belief that people are our most important asset. 
We believe people respond to recognition, opportunity to grow, and fair compensation. We believe that
compensation should be directly related to job performance and therefore use incentives, profit sharing
or otherwise, in every 
possible situation. From employees we expect an honest day’s work for an honest 
day’s pay. We believe in the philosophy of continued employment for all Worthington people. In filling
job openings, every effort is expended to find candidates within Worthington, its divisions or subsidiaries.
When employees are requested to relocate from one operation to another, it is accomplished without
financial loss to the individual.

Customer: Without the customer and his need for our products and services we have nothing. We will
exert every effort to see that the customer’s quality and service requirements are met. Once a
commitment is made to a customer, every effort is made to fulfill that obligation.

Suppliers: We cannot operate profitably without those who supply the quality raw materials we need
for our products. From a pricing standpoint, we ask only that suppliers be competitive in the
marketplace and treat us as they do their other customers. We are loyal to suppliers who meet our
quality and service requirements through all market situations.

Organization: We believe in a divisionalized organizational structure with responsibility for
performance resting with the head of each operation. All managers are given the operating latitude and
authority to accomplish their responsibilities within our corporate goals and objectives. In keeping with
this philosophy, we do not create corporate procedures. If procedures are necessary within a particular
company operation, that manager creates them. We believe in a small corporate staff and support group
to service the needs of our shareholders and operating units as requested.

Communication: We communicate through every possible channel with our customers, employees,
shareholders and operating units as requested.

Citizenship: Worthington Industries practices good citizenship at all levels. We conduct our business in
a professional and ethical manner when dealing with customers, neighbors, and the general public
worldwide. We encourage all our 
people to actively participate in community affairs. We support worthwhile 
community causes.

Source: Joseph A. Maciariello, Lasting Value (New York: John Wiley & Sons, 2000), p. 182.



The company treated its suppliers equally well and prized their loyalty as well as that of its
customers.

Organization Structure

Worthington considered its organization structure to be flat. Its profit-sharing plan, for ex-
ample, recognized only four basic levels: production, administrative, professional, and execu-
tive. This and the fact that the company favored smaller plants—fewer than 150 employees—
made it easier for employees to communicate with each other. It also helped them to identify
with, and commit to, Worthington.

Plant managers enjoyed considerable autonomy, operating their facilities as individual
profit centers. Some functions, such as purchasing, were centralized because it was more eco-
nomical for the company to do so. Similarly, human resource services were shared because this
allowed Worthington to provide the same services companywide—a move that especially ben-
efited new acquisitions. Otherwise, Worthington essentially was decentralized.

Human Resource Policies

At Worthington, managers weren’t the only key decision-makers. Production workers on the
employee councils also participated in various managerial decisions. Workers were appointed
to the councils at most plants. They met at least once a month to talk about critical issues, such
as plant safety, and conveyed this information to their fellow employees every quarter.

One of their primary responsibilities was to decide whether new employees should become
permanent. New workers were required to complete a 90-day probationary period before they
were eligible for permanent status. During this time, council members discussed the individual’s
job performance with his or her co-workers. If the comments were favorable, the council ap-
proved a permanent hire by majority vote. Once approved, the new employee drew a salary,
rather than an hourly wage, and became eligible for the profit-sharing plan. Managers could
make recommendations or, if circumstances warranted it, fire the employee. But, generally, they
acknowledged that workers on the production floor were better positioned to evaluate how well
other employees performed.

Relationships between councils and managers were cordial. Managers appreciated the
unique perspective that production workers brought to problems. They enjoyed working with
them as team members. Employees, in turn, responded with trust and openness.

Workers who wanted to move up the ladder had plenty of opportunity at Worthington. The
company filled 95 percent of its job openings with internal candidates. Getting promoted de-
pended largely upon merit. Promotion-minded employees were encouraged to further their
personal and professional development by taking courses and assuming other jobs throughout
the company. People with common sense, who could lead and work well with people, were con-
sidered management material; these skills outweighed product knowledge. The company of-
fered numerous success stories, among them that of Donald Malenick. He started out on the
production floor and retired, in 1999, as president of the company.
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Reward Systems

Employees were rewarded for good performance through competitive salaries and Worthing-
ton’s profit-sharing plan. Salaries were in the top quartile for comparable jobs in each plant’s
location.

Profit sharing, distributed quarterly, was equally generous. Employees were vested in the plan
according to their status as production workers, administrators, professionals, or executives. As
an individual rose through the ranks, shares made up a greater portion of his or her compensa-
tion. Executives’ shares, for example, were calculated according to a set formula and made up as
much as 60 percent of their total compensation. By comparison, profit shares made up 20 to 25
percent of production workers’ total compensation. The size of the pool they shared with admin-
istrators and professionals hinged on both the company’s performance and that of individual
plants. Employees recognized that the better Worthington and its plants did, the more money
they made.

This point was reinforced by Worthington’s sales force training program. It was designed to
increase profitability through increased customer satisfaction. Every salesperson spent six
months working in a plant that made the products they sold, filling orders alongside produc-
tion workers, learning plant capability, and gaining expertise in technical areas. They also ac-
quired a greater understanding of order profitability. At Worthington, if an order was not
profitable, it was not taken. Employees understood that neither they nor the company could af-
ford it.

Question

Evaluate the management systems at Worthington Industries from the standpoint of how they
help the company to outperform its competitors.



Case 12-4

Wayside Inns, Inc.
It was May 11, 1992, and Kevin Gray was conducting a routine quarterly inspection of the
Memphis Airport Wayside Inn. The property was one of those that fell under his jurisdiction
as regional general manager for Wayside Inns, Inc. During his inspection tour Gray was
called aside by the Inn’s manager, Layne Rembert, who indicated some concern about a pro-
posed expansion of his motel.

“I’m a little worried, Kevin, about that plan to bring 40 more rooms on stream by the end of
the next fiscal year.”

“Why all the concern, Layne? You’re turning away a significant number of customers and, by
all indications, the market will be growing considerably.”

“Well, I’ve just spoken with Ed Keider. He’s certain that the 80-room expansion at the cen-
tral Toledo property has lowered his return on investment. I’d really like to chat with you
about what effects the planned expansion will have on my incentive compensation and how
my income for the year would be affected.”

The Company

Wayside Inns, Inc., located in Kansas City, Missouri, was formed in 1980 as the successor cor-
poration to United Motel Enterprises, a company that operated several franchised motels
under licensing agreements from two national motel chains. Because of the complicated and
restrictive contract covenants, United was unable to expand the scope of either of their two
motel operations through geographical dispersion.

The successor corporation was formed to own, operate, and license a chain of motels under
the name Wayside Inns, as well as to continue to operate the present franchises held by United.
Management felt that the strategy of developing their own motel chain would afford them
greater flexibility and would allow them to more easily attain the long-term growth strategies.
Another major reason for the move was that the new corporate strategy would allow manage-
ment to pursue the implementation of a comprehensive marketing plan which they had been
slowly developing over the last seven years.

The company’s fundamental strategy was to cater to those business travelers who were gen-
erally not interested in elaborate settings. There were no common areas such as lobbies, con-
vention rooms, bars, or restaurants. The chain emphasized instead clean rooms, dependable
service, and rates that generally were 15 to 20 percent lower than other national motel chains.
A free-standing restaurant was always located on the motel’s property—in some cases it was
operated by Wayside. In general, however, concessionary leases were granted to regional
restaurant chains.
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Wayside’s management made it a point to locate their properties near interstate highways
or major arteries convenient to commercial districts, airports, and industrial or shopping fa-
cilities. In a given city, one would often find Wayside Inns at various strategic locations. This
strategy was founded on the belief that it was preferable to have a total of 600 rooms in five
or six locations within one city rather than have one large hotel with 600 rooms. The strategy
resulted in the clustering of hotels in those cities that could support the market. Once several
hotels had been built in a particular city, management would seek new properties in regions
commercially linked to that city.

Wayside was well aware that their aggressive strategy was successful only to the extent that
unit managers followed corporate policies to the letter. In order to ensure an aggressive spirit
among the unit managers a multifaceted compensation plan was developed. The plan was com-
posed of four elements, but was basically tied to profitability. A base salary was calculated
which was loosely tied to years of service, dollar volume of sales, and adherence to corporate
goals. An incentive bonus was calculated on sales volume increases. An additional incentive
bonus was calculated using the Inn’s return on investment. Fringe benefits were the final ele-
ment and were a significant factor in the package. (See Exhibit 1.) Generally, base salaries
ranged from $16,000 to $21,000 and total compensation was in the neighborhood of $24,000 to
$30,000. The unit manager always lived on the premises and his wife usually played a role in
managing the Inn. As a result, the average couple were in their late 40s or beyond. Many did
not have previous motel experience.

The firm had grown substantially since its inception, and the prospects for future growth
were favorable. The company’s expansion strategy had evolved into a three-tiered attack. Most
importantly, management actively pursued the construction of new motels seeking an ever-
widening geographical distribution. Second, 76- and 116-room properties were expanded if
analysis demonstrated that they were operating near or at full capacity. Third, old properties
that became a financial burden or did not contribute the required rate of return were sold.
Wayside Inns were usually constructed in one of three sizes—76 rooms, 116 rooms, or 156
rooms.

Wayside Inns was a public corporation listed on the American Stock Exchange. It had
1,542,850 shares outstanding, with an average float of 400,000 shares. The common stock price
had appreciated considerably, and analysts felt that investor interest was due to a number of
factors but was primarily linked to their innovative marketing strategy. Wayside’s average oc-
cupancy rate on established properties was 10 to 20 percent higher than competitive motels.
Their specifically targeted market segment (the business traveler) was generally unaffected by
seasonal or environmental factors. Additional company strengths, considered significant by
service industry analysts, were an aggressive management, reduction of construction costs
and completion times due to standardization, and efficient quality control of present proper-
ties.

The Memphis Airport Wayside Inn

The Wayside Inn at Memphis Airport was one of the mid-sized units in the chain—one of the
original 116-room properties. It was located at the intersection of Brooks Road and Airways
Road, approximately five miles from the center of the city. The motel had opened on Febru-
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EXHIBIT 1 Unit Managers’ Compensation Package

Base Salary

Base salary ranges are calculated on the basis of years of service and relative sales volume for a particular
inn. Salaries are subject to annual review, and the amount of adjustment will largely depend upon the
recommendation of the regional general manager. Every attempt will be made to keep salary levels
consistent with competitive chains.

Sales Volume Incentive

Every unit manager, having earned a profit before taxes, will receive a bonus equal to 1 percent of any
revenue increase over the previous year’s level. In the event of a revenue decrease, there will be no
bonus and the following year’s bonus will be calculated using the revenue of the year preceding the
decline as a base figure.

Return on Investment Bonus

Investment will be defined as current assets, fixed assets, other assets, and any deferred expenses. Return
is defined as profit before interest expense and taxes.

The formula for the bonus calculation will be:

ROI * PF ⫽ ROI bonus

where:

The performance factor is used to differentiate between the larger and smaller investments and to
offset the inherent complexities of managing the larger properties.

Size of Investment ($) Value of Performa
Factor ($)*

0– 600,000 . . . . . . . . . . . . . . . . $15,000
600,000–1,200,000 . . . . . . . . . . . . . . . . $25,000

1,200,000–1,800,000 . . . . . . . . . . . . . . . . $36,000
1,800,000–2,500,000 . . . . . . . . . . . . . . . . $45,000
2,500,000–up . . . . . . . . . . . . . . . . . . . . . . $50,000

*The regional general manager has the discretion to reduce or increase the
value of the performance factor for a particular property upon central head-
quarters’ approval.

Fringe Benefits

Each unit manager shall receive an apartment (two bedrooms, full kitchen, and den) on the premises, a
company car for sales calls, laundry service, and local phone service at no expense.

ROI ⫽
EBIT

Investment
      and     PF ⫽ Performance factor

ary 9, 1984, and had developed a very good following in the succeeding years. While the oc-
cupancy rate had averaged near 43 percent for the first year, it had increased steadily over
the years. By 1991, it operated at near full capacity for five nights a week. The Inn depended
on salesmen and commercial travelers for approximately 80 percent of its revenue.

The property had been originally purchased in 1982 for $225,675. Construction costs for
the motel had amounted to approximately $923,020, and furnishings, hardware, software, and
office equipment had been purchased for $265,500.
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Wayside Inns had contributed an initial equity capitalization of $75,000. The parent had
also loaned $275,000 to the subsidiary which was secured by promissory notes. A national
insurance company granted a mortgage of $950,000 on the land and physical plant. Finally,
$405,000 had been received from Memphis Interstate Bank to finance equipment and sup-
ply purchases and to provide the necessary working capital. (See Exhibits 2 and 3 for oper-
ating data and Exhibits 4 and 5 for financial statements.)

There were approximately 10 competitive motels, which were franchises of the major na-
tional chains, within a two-mile radius of the Memphis Airport Inn. There also existed a num-
ber of independent motels within the area. However, they were generally of the budget type
and did not offer the quality on which Wayside based their reputation. Recent surveys con-
ducted by the Memphis Chamber of Commerce indicated that average occupancy rates hov-
ered near 72 percent and that the average room sold for $29.00. Expansion plans by the major
chains were expected to account for an additional 800 rooms across the whole city in the fol-
lowing 18 months.

The Proposed Expansion

Wayside’s Project Development staff had arrived at a projected schedule of costs that would be
associated with the completion of a 40-room expansion. Cost adjustments would be necessary
depending on the particular city and conditions. However, variances were not expected to be
significant.

EXHIBIT 2 Selected Operating Statistics (for the Periods January 1 to December 31)

1991 1990 1989 1988 1987

Occupancy Report
Room nights available . . . . . . . . . . . . . 41,975 41,975 41,975 41,975 41,975
Occupied room nights . . . . . . . . . . . . . 36,634 35,595 33,454 32,613 31,522
Occupancy rate (%). . . . . . . . . . . . . . . 87.3 84.8 79.7 77.7 75.1
Room revenue ($) . . . . . . . . . . . . . . . . 998,277 857,839 680,789 577,250 510,656
Average room rate ($) . . . . . . . . . . . . . 27.25 24.10 20.35 17.70 16.20

Weekly Occupancy (%)
Monday . . . . . . . . . . . . . . . . . . . . . . . . 99 89 95 94 92
Tuesday . . . . . . . . . . . . . . . . . . . . . . . . 99 99 94 92 91
Wednesday . . . . . . . . . . . . . . . . . . . . . 99 98 96 94 89
Thursday . . . . . . . . . . . . . . . . . . . . . . . 99 97 92 87 86
Friday. . . . . . . . . . . . . . . . . . . . . . . . . . 91 87 72 70 65
Saturday . . . . . . . . . . . . . . . . . . . . . . . 61 55 51 50 48
Sunday . . . . . . . . . . . . . . . . . . . . . . . . 63 59 58 57 55

Turnaway Tally*

Monday . . . . . . . . . . . . . . . . . . . . . . . . 26.1 22.8 15.1 10.1 11.5
Tuesday . . . . . . . . . . . . . . . . . . . . . . . . 27.7 21.0 19.3 16.0 12.1
Wednesday . . . . . . . . . . . . . . . . . . . . . 38.2 33.2 26.9 19.5 13.3
Thursday . . . . . . . . . . . . . . . . . . . . . . . 43.9 36.3 31.4 20.4 16.6
Friday. . . . . . . . . . . . . . . . . . . . . . . . . . 22.6 15.8 10.9 5.2 2.4
Saturday . . . . . . . . . . . . . . . . . . . . . . . 9.6 5.7 2.8 0.2 0.6
Sunday . . . . . . . . . . . . . . . . . . . . . . . . 8.5 6.4 3.0 1.3 0.5

*A turnaway is considered a customer who either calls the motel, requests a room in person, or calls central reservation service and is told
there are no vacancies. See Exhibit 3 for further data.
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EXHIBIT 3 Daily “Turnaway” Statistics for 1991

Week Sun. Mon. Tues. Wed. Thurs. Fri. Sat.

1  . . . . . . . 0 25 26 36 45 0 0
2  . . . . . . . 0 23 21 24 25 0 0
3  . . . . . . . 0 10 11 17 23 3 0
4  . . . . . . . 0 20 21 16 46 5 0
5  . . . . . . . 0 16 17 25 38 0 0
6  . . . . . . . 0 20 15 38 43 7 0
7  . . . . . . . 0 25 32 45 25 0 0
8  . . . . . . . 0 10 12 42 46 10 0
9  . . . . . . . 0 21 14 40 71 12 0

10  . . . . . . . 0 23 28 39 23 15 0
11  . . . . . . . 0 19 25 41 45 16 0
12  . . . . . . . 0 25 30 43 39 20 0
13  . . . . . . . 0 46 42 24 45 21 0
14  . . . . . . . 0 28 25 58 40 30 0
15  . . . . . . . 0 35 14 61 63 32 0
16  . . . . . . . 0 24 22 25 45 43 4
17  . . . . . . . 0 13 46 26 49 15 11
18  . . . . . . . 0 25 29 13 45 12 2
19  . . . . . . . 0 43 40 61 71 10 15
20  . . . . . . . 0 22 55 62 68 45 23
21  . . . . . . . 20 42 36 67 55 46 36
22  . . . . . . . 22 39 35 50 47 39 33
23  . . . . . . . 23 22 33 38 35 38 32
24  . . . . . . . 24 28 25 25 41 17 0
25  . . . . . . . 10 29 24 15 41 25 10
26  . . . . . . . 0 24 20 39 35 18 6
27  . . . . . . . 0 30 18 25 24 42 38
28  . . . . . . . 25 29 15 35 35 45 27
29  . . . . . . . 29 26 66 41 82 11 12
30  . . . . . . . 15 25 50 62 65 18 9
31  . . . . . . . 13 42 43 47 48 16 5
32  . . . . . . . 17 31 25 35 50 17 15
33  . . . . . . . 18 32 16 28 32 18 12
34  . . . . . . . 12 15 22 23 28 20 14
35  . . . . . . . 10 14 25 27 26 21 23
36  . . . . . . . 6 17 24 61 67 15 12
37  . . . . . . . 19 56 27 43 40 15 16
38  . . . . . . . 18 55 71 39 42 20 18
39  . . . . . . . 14 16 35 46 41 23 17
40  . . . . . . . 5 12 20 48 47 27 6
41  . . . . . . . 16 23 15 45 53 29 5
42  . . . . . . . 7 25 18 42 43 31 4
43  . . . . . . . 0 18 20 41 39 43 4
44  . . . . . . . 0 19 21 48 53 46 11
45  . . . . . . . 0 29 23 19 47 47 4
46  . . . . . . . 0 31 24 25 29 41 16
47  . . . . . . . 0 20 26 31 33 52 12
48  . . . . . . . 10 22 16 49 52 26 10
49  . . . . . . . 15 24 18 40 38 20 8
50  . . . . . . . 16 21 19 31 41 10 4
51  . . . . . . . 43 37 45 47 37 15 2
52  . . . . . . . 35 31 40 38 42 6 20

Total  . . . . . . 442 1,357 1,440 1,986 2,283 1,175 498
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Engineering and legal fees were expected to be somewhere in the neighborhood of $18,000.
Environmental Impact Studies to comply with federal regulations and the local building per-
mits were estimated to cost $12,000. Construction costs for the expansion and adjoining park-
ing facility were expected to be near $1,050,000. Such an expansion was expected to generate
additional annual, nondirect operating costs of $46,000 (largely for personnel, utilities, and
maintenance). Direct room expenses were expected to remain at an average of 23 percent of
room revenue. Management and reservation fees paid to the parent were based on a formula
of 5 percent of room revenue plus $30 per room per year.

Performance Evaluation

After dinner that evening, Kevin Gray decided to review his file on Layne Rembert’s com-
pensation package and on his related performance evaluation. He checked his records to de-
termine what Rembert’s total compensation had been for 1991. He then performed a rough cal-
culation of what it would be for 1992 if the additional 40 rooms were to have been available
during all of this time period (see Exhibit 6).

Over the past few years, Gray had also developed a 20-point performance evaluation re-
port which he used to base his decisions on salary increases (see Exhibit 7). This system was
derived from one he had witnessed when he had been previously employed by a national
food service organization. While the report had been developed primarily for his own use in
helping to determine who should receive merit increases in salary, Gray placed a great deal

EXHIBIT 4 Memphis Airport Wayside Inn

INCOME STATEMENT
For the Years Ended December 31

1990 1991

Revenues:
Room revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $857,839 $   998,277
Restaurant rental  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29,148 32,304
Other  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,798 19,148

Total revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 902,785 $1,049,729
Operating costs and expenses:

Room  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 194,620 229,520
Selling and administrative . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 204,767 217,020
Depreciation and amortization  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,118 58,320
Utilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,610 45,473
Maintenance and repairs  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46,672 48,498
Management and reservations fees . . . . . . . . . . . . . . . . . . . . . . . . . . 46,372 53,394

Operating income: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,626 397,504
Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 159,617 168,610

Profit before taxes:  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 161,009 228,894
Federal taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,746 83,406

Net earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $105,263 $   145,488



of weight on his report. In fact, he was entertaining the notion of recommending that it be
instituted companywide. He made no bones about letting unit managers know that he
looked for other things than pure return on investment. He felt that there were a number of
variables that could seriously affect profitability over which the unit manager had no con-
trol. In addition, he believed an efficient operation was to a large extent contingent on cus-
tomer satisfaction.
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EXHIBIT 5 Memphis Airport Wayside Inn

BALANCE SHEET

1990 1991

Assets

Current assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     19,050 $     18,800
Trade receivables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 86,825 101,620

Merchandise. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,817 25,312
Prepaid expenses:

Insurance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,622 4,110
Mortgage interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,524 8,022
Linens . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,320 2,480

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 144,158 160,344
Fixed assets:

Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 225,675 225,675
Building, equipment, furniture, and fixtures . . . . . . . . . . . . . . . . . . 1,327,740 1,370,515
Less: Accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . (268,375) (326,695)

Total fixed assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,285,040 1,269,495
Other assets:

Franchise . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000 10,500
Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,540 28,450

Total other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,540 38,950
Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,469,738 $1,468,789

Liabilities

Current liabilities:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     68,671 $     53,066
Taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,240 27,212
Accrued expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,915 52,611

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 151,826 132,889
Long-term liabilities:

Mortgage payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 684,000 646,000
Notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 302,500 248,000
Notes payable to parent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 105,000

Total long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,126,500 999,000
Net worth:

Capital stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000 75,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 116,412 261,900

Total net worth . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 191,412 336,900
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,469,738 $1,468,789
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Questions

1. Is the proposed investment likely to be a good one for Wayside Inns, Inc.?

2. Is Layne Rembert’s concern justified?

3. Is the current compensation package for inn managers an appropriate one? If not,
what would be?

4. Should the performance measurement system for a regional general manager be fo-
cused upon the same factors that are used by Kevin Gray and Wayside Inns to evaluate
and compensate an inn manager? (An RGM has responsibility for a geographical area
containing anywhere from 10 to 15 motels.)

Remarks: Room revenue projected as 47,184 occupied room nights at an average price of $30.10. This figure is attributed slightly to annual
growth but largely to turnaways accommodated.

Investment is figured loosely and may vary in actuality, but variance will not significantly affect ROI.

EXHIBIT 6 Effect of Proposed Expansion on Rembert’s Income

Total Compensation for 1991 Projected Compensation after Expansion

Base salary . . . . . . . . . . . . . . . . . . . . . . . . . . $18,500 Base salary . . . . . . . . . . . . . . . . . . . . . . . . . . $18,500
Sales volume incentive Sales volume incentive

(1,049,729 ⫺ 902,785) * .01 (1,485,859 ⫺ 1,049,729) * .01
146,944 * .01 ⫽  . . . . . . . . . . . . . . . . . . . 1,469 436,130 * .01 ⫽  . . . . . . . . . . . . . . . . . . . 4,361

Return on investment bonus Return on investment bonus

.2706 * 36,000 ⫽  . . . . . . . . . . . . . . . . . . . . 9,743 .2425 * 45,000 ⫽  . . . . . . . . . . . . . . . . . . . . 10,914
Total compensation . . . . . . . . . . . . . . . . . . . $29,712 Total compensation . . . . . . . . . . . . . . . . . . . $33,775

Projected income statement (as calculated by Gray):
Revenue:

Room revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,420,238
Restaurant rental . . . . . . . . . . . . . . . . . . . . . . . . . . 40,571
Other  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,050

Total revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . 1,485,859
Operating costs and expenses:

Room  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 326,700
Operating expenses  . . . . . . . . . . . . . . . . . . . . . . . 376,832
Depreciation and amortization  . . . . . . . . . . . . . . . 82,400
Management and reservation fees  . . . . . . . . . . . . 75,692

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . $   624,235

624,235

2,573,789
 * 45,000

397,504

1,468,789
 * 36,000
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EXHIBIT 7 Performance Evaluation Report

Ranking

(1) (2) (3) (4)
Poor Average Good Superior

Motel environment
Exterior appearance _____ _____ _____ _____ * .2 ⫽ _____
Interior appearance _____ _____ _____ _____ * .5 ⫽ _____
Maintenance work _____ _____ _____ _____ * .3 ⫽ _____
Room spot check _____ _____ _____ _____ * .5 ⫽ _____
Personnel attitude _____ _____ _____ _____ * .3 ⫽ _____

Managerial factors
Accurate reports _____ _____ _____ _____ * .3 ⫽ _____
Reservation control _____ _____ _____ _____ * .2 ⫽ _____
Accounts receivable _____ _____ _____ _____ * .2 ⫽ _____
Payroll _____ _____ _____ _____ * .3 ⫽ _____
Controllable costs _____ _____ _____ _____ * .5 ⫽ _____
Occupancy rate _____ _____ _____ _____ * .5 ⫽ _____

Other factors
Cooperation with RGM _____ _____ _____ _____ * .3 ⫽ _____
Sales calls _____ _____ _____ _____ * .3 ⫽ _____
Personnel turnover _____ _____ _____ _____ * .3 ⫽ _____
Complaints _____ _____ _____ _____ * .3 ⫽ _____

Total _____ _____ _____ _____ _____

Ranking
20.0–17.8 Excellent
17.7–15.0 Good
14.9–11.0 Must improve
10.0–5.0 Very poor
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3
Variations in 

Management Control
Chapters 8 through 12 described the management control process in what we believe to be

fairly typical situations. In this part of the book, we describe factors that lead to modifications

of these typical practices and suggest the nature of these modifications. The essentials of the

control system are similar, but the environment results in differences in the details. In

Chapter 13 we discuss how to differentiate controls in accordance with differentiated

corporate and business unit strategies. In Chapters 14 and 15, we discuss the modifications

that are needed in management control practices as applied to certain types of organizations.

These types are service organizations (Chapter 14) and multinational organizations (Chapter

15). Characteristics of these organizations and their implications for management control are

considered in these chapters. In Chapter 16, we discuss the management control of projects,

which is somewhat different from the management control of ongoing operations that has

been the focus hitherto.
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13
Chapter

Controls for
Differentiated Strategies

Many factors jointly influence the organization structure and the management control process

in a company. Researchers have attempted to examine these factors by applying what is called

contingency theory; the name simply means that structure and process depend, or are contin-

gent, upon various external and internal factors. Research studies have identified important

factors that influence control system design—among them, size, environment, technology, in-

terdependence, and strategies.

Given the overall framework of this book—namely, that the purpose of a management con-

trol system is primarily to help to implement strategies—we suggest in this chapter how dif-

ferent strategies influence the management control process. Two general observations are im-

portant. First, the suggestions made in this chapter are tendencies, not hard-and-fast

principles. Second, system designers need to consider the influence of other external and in-

ternal factors (environment, technology, size, culture, geographical location, management

style) when designing control systems.

In the first part of the chapter, we discuss the implications of different corporate strate-

gies—single industry, related diversification, and unrelated diversification—for control system

design. Next we discuss the relationship between different business-level strategies—various

missions (build, hold, harvest) and competitive advantages (low cost, differentiation)—and the

form and structure of control systems. Finally, we discuss the implications of management

style for control system design and operation.
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Corporate Strategy

The logic for linking controls to strategy is based on the following line of thinking:

• Different organizations generally operate in different strategic contexts.

• Different strategies require different task priorities, key success factors, skills, per-

spectives, and behaviors for effective execution.

• Control systems are measurement systems that influence the behavior of the people

whose activities are being measured.

• Thus, a continuing concern in the design of control systems should be whether the be-

havior induced by the system is consistent with the strategy.

Implications for Organization Structure

As we noted in Chapter 2, corporate strategy is a continuum with “single-industry” strategy at

one end and “unrelated diversification” at the other end. A firm’s location on the continuum de-

pends on the extent and type of its diversification. Different corporate strategies imply differ-

ent organization structures and, in turn, different controls. The organization structure impli-

cations of different corporate strategies are given in Exhibit 13.1.

At the single industry end, the company tends to be functionally organized. Senior man-

agers are responsible for developing the company’s overall strategy to compete in its chosen

industry as well as its functional strategies in such areas as research and development, man-

EXHIBIT 13.1 Different Corporate Strategies: Organizational Structure Implications

Single 
Industry

Related 
Diversified

Unrelated
Diversified

Organizational
     structure

Industry familiarity
     of corporate management

Functional background
     of corporate management

Functional

High

Relevant operating
     experience
     (mfg, mktg, R&D)

Business units
Holding
     company

 Low   

Mainly
     finance

Decision-making
     authority More

     centralized
More
     decentralized

Size of corporate
     staff

Reliance on
     internal promotions

Use of
     lateral transfers

Corporate
     culture

Low   

Low   

Low   

Weak

High  

High

High

Strong



ufacturing, and marketing. However, not all single-industry firms are functionally organized.
For instance, chains of fast-food restaurants, hotels, supermarkets, and drugstores are “single-
industry” firms, but they are organized by business units; they have both production and mar-
keting functions at many locations. In contrast, every unrelated diversified company (con-
glomerate) is organized into relatively autonomous business units. Given the large and
diverse set of businesses, senior managers in such firms tend to focus on portfolio manage-
ment (i.e., selection of businesses in which to engage and allocation of financial resources to
the various business units), and they delegate the development of product/market strategy to
the business unit managers. Thus, at the single industry end of corporate strategy, senior
managers are likely to be extremely familiar with the industry in which the firm competes
and many of them tend to have expertise in research and development, manufacturing, and
marketing. In contrast, at the unrelated diversified end, many senior managers tend to be ex-
perts in finance.

As a firm moves from the single-industry end to the unrelated diversified end, the autonomy
of the business unit manager tends to increase for two reasons. First, unlike in a single-indus-
try firm, senior managers of unrelated diversified firms may not have the knowledge and ex-
pertise to make strategic and operating decisions for a group of disparate business units. Sec-
ond, there is very little interdependence across business units in a conglomerate, whereas
there may be a great deal of interdependence among business units in single-industry and re-
lated diversified firms; greater interdependence calls for more intervention by top managers.

Because corporate-level managers are less involved in business unit operations, the size of
a conglomerate’s corporate staff, compared with that of a same-sized, single-industry firm,
tends to be low. Given the unrelated nature of its varied business units, promoting from within
or by laterally transferring executives from one business unit to another is less likely to bene-
fit a conglomerate. Also, a conglomerate may not have the single, cohesive, strong corporate
culture that a single-industry firm often has.

Implications for Management Control

Any organization, however well aligned its structure is to the chosen strategy, cannot effec-
tively implement its strategy without a consistent management control system. While organi-
zation structure defines the reporting relationships and the responsibilities and authorities of
different managers, it needs an appropriately designed control system to function effectively.
In this part of the chapter, we discuss the planning and control requirements of different
corporate strategies.

Different corporate strategies imply the following differences in the context in which control
systems need to be designed:

• As firms become more diversified, corporate-level managers may not have significant
knowledge of, or experience in, the activities of the company’s various business units.
If so, corporate-level managers for highly diversified firms cannot expect to control the
different businesses on the basis of intimate knowledge of their activities, and perfor-
mance evaluation tends to be carried out at arm’s length.
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• Single-industry and related diversified firms possess corporatewide core competencies

(wireless technology in the case of Motorola) on which the strategies of most of the
business units are based. Communication channels and transfer of competencies
across business units, therefore, are critical in such firms. In contrast, there are low
levels of interdependence among the business units of unrelated diversified firms. This
implies that as firms become more diversified, it may be desirable to change the bal-
ance in control systems from an emphasis on fostering cooperation to an emphasis on
encouraging entrepreneurial spirit.

Specific tendencies in the design of control systems corresponding to variations in corporate
strategies are given in Exhibit 13.2.

Strategic Planning

Given the low level of interdependencies, conglomerates tend to use vertical strategic planning
systems—that is, business units prepare strategic plans and submit them to senior manage-
ment to review and approve. Because of the high level of interdependencies, strategic planning
systems for related diversified and single industry firms tend to be both vertical and horizon-

EXHIBIT 13.2 Different Corporate Strategies: Management Control Implications

Single 
Industry

Related 
Diversified

Unrelated
Diversified

Strategic  planning Vertical-cum-
     horizontal

Vertical
     only

Low   

Low    

High

Budgeting:
     Relative control of
     business unit manager
     over budget formulation

Importance attached to
     meeting the budget

Transfer pricing:
     Importance of transfer 
     pricing

High   

High    

Low

ConstrainedSourcing flexibility
Arm’s-length
     market
     pricing

Incentive compensation:
     Bonus criteria

Primarily
     formula-based

Based primarily
     on business unit
     performance

Primarily
     financial
     criteria

Financial and
     nonfinancial
     criteria

Bonus determination
     approach

Bonus basis

Primarily
     subjective

Based both on
     business unit
     and corporate
     performance



tal. The horizontal dimension might be incorporated into the strategic planning process in a
number of different ways. First, a group executive might be given the responsibility to develop
a strategic plan for the group as a whole that explicitly identifies synergies across individual
business units within the group. Second, strategic plans of individual business units could have
an interdependence section, in which the general manager of the business unit identifies the
focal linkages with other business units and how those linkages will be exploited. Third, the
corporate office could require joint strategic plans for interdependent business units. Finally,
strategic plans of individual business units could be circulated to managers of similar business
units to critique and review.

These methods are not mutually exclusive. In fact, several of them could be pursued fruit-
fully at the same time.

Example. NEC Corporation, a related diversified firm, adopted two planning systems: a
normal business unit planning system and a corporate business plan (CBP) system. Strate-
gic plans in the CBP system were prepared for important programs that cut across business
units. It forced interdependent business unit managers to agree on a strategic plan for ex-
ploiting such linkages. In effect, the system required a special plan for important horizontal
issues.1

Budgeting

In a single-industry firm, the chief executive officer may know the firm’s operations intimately,
and corporate and business unit managers tend to have more frequent contact. Thus, chief ex-
ecutives of single-industry firms may be able to control the operations of subordinates through
informal and personally oriented mechanisms, such as frequent personal interactions. If so,
this lessens the need to rely as heavily on the budgeting system as the tool of control.

On the other hand, in a conglomerate it is nearly impossible for the chief executive to rely
on informal interpersonal interactions as a control tool; much of the communication and con-
trol has to be achieved through the formal budgeting system. This implies the following bud-
geting system characteristics in a conglomerate:

• Business unit managers have somewhat greater influence in developing their budgets
since they, not the corporate office, possess most of the information about their respec-
tive product/market environments.

• Greater emphasis is often placed on meeting the budget since the chief executive has
no other informal controls available.

Transfer Pricing

Transfers of goods and services between business units are more frequent in single-industry
and related diversified firms than in conglomerates. The usual transfer pricing policy in a con-
glomerate is to give sourcing flexibility to business units and use arm’s-length market prices.
However, in a single-industry or a related diversified firm, synergies may be important, and
business units may not be given the freedom to make sourcing decisions. In Chapter 6 we
discussed how constraints on sourcing affect the appropriate transfer pricing policies.
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Incentive Compensation

The incentive compensation policy tends to differ across corporate strategies in the following
ways:

Use of formulas. Conglomerates, in general, are more likely to use formulas to deter-
mine business unit managers’ bonuses; that is, they may base a larger portion of the
bonus on quantitative, financial measures, such as X percent bonus on actual eco-
nomic value added (EVA) in excess of budgeted EVA. These formula-based bonus
plans are employed because senior management typically is not familiar with what
goes on in a variety of disparate businesses.

Senior managers of single-industry and related diversified firms tend to base a
larger fraction of the business unit managers’ bonus on subjective factors. In many
related diversified firms, greater degrees of interrelationships imply that one unit’s
performance can be affected by the decisions and actions of other units. Therefore,
for companies with highly interdependent business units, formula-based plans that
are tied strictly to financial performance criteria could be counterproductive.

Profitability measures. In the case of unrelated diversified firms, the incentive bonus
of the business unit managers tends to be determined primarily by the profitability of
that unit, rather than the profitability of the firm. Its purpose is to motivate man-
agers to act as though the business unit were their own company.

In contrast, single-industry and related diversified firms tend to base the incentive
bonus of a business unit manager on both the performance of that unit and the per-
formance of a larger organizational unit (such as the product group to which the busi-
ness unit belongs or perhaps even the overall corporation). When business units are
interdependent, the more the incentive bonus of general managers emphasizes the
separate performance of each unit, the greater the possibility of interunit conflict. On
the other hand, basing the bonus of general managers more on the overall corporate
performance is likely to encourage greater interunit cooperation, thereby increasing
managers’ motivation to exploit interdependencies rather than their individual re-
sults.

Example. In Textron, a conglomerate, the most important measure of performance in allo-
cating bonus awards to business unit managers was return on investment of their respec-
tive business units. Thus, the incentive bonus system was formula-based tied to a financial
criterion, and the bonus depended on the performance of the business unit.

Business Unit Strategy

So far we have discussed variations in control systems across firms, taking the whole firm as
our unit of observation. In this section, we consider intrafirm differences in control systems. Di-
versified corporations segment themselves into business units and typically assign different
strategies to the individual business units. Many chief executive officers of multibusiness or-
ganizations do not adopt a standardized, uniform approach to controlling their business units;
instead, they tailor the approach to each business unit’s strategy.



As we stated in Chapter 2, the strategy of a business unit depends on two interrelated as-
pects: (1) its mission (“What are its overall objectives?”) and (2) its competitive advantage
(“How should the business unit compete in its industry to accomplish its mission?”). Typically,
business units choose from four missions: build, hold, harvest, and divest. The business unit
has two generic ways to compete and develop a sustainable competitive advantage: low cost
and differentiation.

Mission

The mission for existing business units could be either build, hold, or harvest. These missions
constitute a continuum, with “pure build” at one end and “pure harvest” at the other end. To
implement the strategy effectively, there should be congruence between the mission chosen
and the types of controls used. We develop the control-mission “fit” using the following line of
reasoning:2

• The mission of the business unit influences the uncertainties that general managers
face and the short-term versus long-term trade-offs they make.

• Management control systems can be systematically varied to help motivate the man-
ager to cope effectively with uncertainty and make appropriate short-term versus long-
term trade-offs.

• Thus, different missions often require systematically different management control
systems.

Mission and Uncertainty

“Build” units tend to face greater environmental uncertainty than “harvest” units for several
reasons:

• Build strategies typically are undertaken in the growth stage of the product life cycle,
whereas harvest strategies typically are undertaken in the mature/
decline stage of the product life cycle. Such factors as manufacturing process; product
technology; market demand; relations with suppliers, buyers, and distribution chan-
nels; number of competitors; and competitive structure change more rapidly and are
more unpredictable in the growth stage than in the mature/decline stage.

• An objective of a build business unit is to increase market share. Because the total
market share of all firms in an industry is 100 percent, the battle for market share is
a zero-sum game; thus, a build strategy puts a business unit in greater conflict with its
competitors than does a harvest strategy. Competitors’ actions are likely to be unpre-
dictable, and this contributes to the uncertainty that build business units face.

• On both the input side and the output side, build managers tend to experience greater
dependencies on external individuals and organizations than do harvest managers.
For instance, a build mission signifies additional capital investment (greater depen-
dence on capital markets), expansion of capacity (greater dependence on the techno-
logical environment), increase in market share (greater dependence on customers and
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competitors), increase in production volume (greater dependence on raw material sup-
pliers and labor markets), and so on. The greater the external dependencies a business
unit faces, the greater the uncertainty it confronts.

• Build business units are often in new and evolving industries; thus, build managers
are likely to have less experience in their industries. This also contributes to the
greater uncertainty that managers of build units face in dealing with external con-
stituencies.

Mission and Time Span

The choice of build versus harvest strategies has implications for short-term versus long-term
profit trade-offs. The share-building strategy includes (a) price cutting, (b) major R&D expen-
ditures (to introduce new products), and (c) major market development expenditures. These ac-
tions are aimed at establishing market leadership, but they depress short-term profits. Thus,
many decisions that a build unit manager makes today may not result in profits until some fu-
ture period. A harvest strategy, on the other hand, concentrates on maximizing short-term
profits.

We now discuss how the form and structure of control systems might differ across business
units with different missions.

Strategic Planning

While designing a strategic planning process, several design issues need to be considered. A
business unit’s response to these issues tends to depend on the mission it is pursuing (see Ex-
hibit 13.3).

EXHIBIT 13.3 Different Strategic Missions: Implications for Strategic Planning Process

Build Hold Harvest

Importance of
     strategic planning

Formalization of capital
     expenditure decisions

 
Capital expenditure
     evaluation criteria

Relatively
     high

Less formal
     DCF analysis;
     longer payback

More emphasis on
     nonfinancial data
     (market share,
     efficient use of
     R&D dollars, etc.)

Discount rates Relatively
     high

Relatively
     low 

More formal 
     DCF analysis;
     shorter payback

More emphasis on
     financial data
     (cost efficiency;
     straight cash on cash
     incremental return)

Capital investment
     analysis

Project approval
     limits at the
     business unit level

Relatively
     low

More objective 
     and quantitative

Relatively 
     low

More subjective
     and qualitative

Relatively 
     high



When the environment is uncertain, the strategic planning process is especially important.
Management needs to think about how to cope with the uncertainties, and this usually requires
a longer-range view of planning than is possible in the annual budget. If the environment is sta-
ble, there may be no strategic planning process at all or only a broad-brush strategic plan. Thus,
the strategic planning process is more critical and more important for build, as compared with
harvest,business units.Nevertheless,some strategic planning of the harvest business units may
be necessary because the company’s overall strategic plan must encompass all of its businesses
to effectively balance cash flows.

In screening capital investments and allocating resources, the system may be more quanti-
tative and financial for harvest units. A harvest business unit operates in a mature industry
and does not offer tremendous new investment possibilities. Hence, the required earnings rate
for such a business unit may be relatively high to motivate the manager to search for projects
with truly exceptional returns. Because harvest units tend to experience stable environments
(with predictable products, technologies, competitors, and customers), discounted cash flow
(DCF) analysis often can be used more confidently. The required information used to evaluate
investments from harvest units is primarily financial.

A build unit, however, is positioned on the growth stage of the product life cycle. Since the
corporate office wants to take advantage of the opportunities in a growing market, senior man-
agement may set a relatively low discount rate, thereby motivating build managers to forward
more investment ideas to corporate office. Given the product/market uncertainties, financial
analysis of some projects from build units may be unreliable. For such projects, nonfinancial
data are more important.

Budgeting

Implications for designing budgeting systems to support varied missions are shown in Exhibit
13.4. The calculational aspects of variance analysis comparing actual results with the budget
identify variances as either favorable or unfavorable. However, a favorable variance does not
necessarily imply favorable performance, nor does an unfavorable variance imply unfavorable
perfor-mance. The link between a favorable or unfavorable variance, on the one hand, and fa-
vorable or unfavorable performance, on the other hand, depends on the strategic context of the
business unit under evaluation.

Example. An industrial-measuring-instruments manufacturer disaggregated the overall
profit variance by key causal factors for its two business units: Electric Meters, a “harvest”
business, and Electronic Instruments, a “build” business. Senior management interpreted
market share, selling price, and manufacturing cost variances very differently in the perfor-
mance evaluations of the managers in charge of the harvest and build businesses.3

A related issue is how much importance should be attached to meeting the budget when
evaluating a business unit manager’s performance. We pointed out in Chapter 10 that the
greater the uncertainty, the more difficult it is for superiors to regard subordinates’ budget tar-
gets as firm commitments and to consider unfavorable budget variances as clear indicators of
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poor performance. For this reason budgets are relied on less in build units than in harvest
units.

Example. The SCM Corporation adopted a two-dimensional yardstick to evaluate business
units: bottom-line performance against budget was one dimension, and performance against
specific objectives was another. The ratios of the two were made to vary according to the
mission of the business unit.
For instance, “pure harvest” units were evaluated 100 percent on budget performance; “pure
hold,” 50 percent on budget and 50 percent on completion 
of objectives; “pure build,” 100 percent on completion of objectives.4

The following additional differences in the budget process are likely to exist between build
and harvest units:

• In contrast to harvest units, budget revisions are likely to be more frequent for build
units because their product/market environment changes more frequently.

EXHIBIT 13.4 Different Strategic Missions: Implications for Budgeting

Build Hold Harvest

Role of the budget More a
     short-term
     planning tool

More a
     control tool
     (“document
     of restraint”)

Relatively
     high

Relatively
     easy

More frequent
     on policy issues;
     less frequent on
     operating  issues

Frequency of feedback
     from superiors on
     actual performance
     versus the budget

“Control  limit” used on
     periodic evaluation
     against the budget

Business unit manager’s
     influence in preparing
     the budget

Revisions to the budget
     during the year

Frequency of informal 
     reporting and contacts
     with superiors

Less often

Relatively
     high (i.e., 
     more  flexible)

Relatively 
     low

Relatively
     difficult

Less frequent
     on policy issues;
     more frequent on
     operating issues

More often

Relatively
     low (i.e.,
     less flexible)

Relatively
     low

Behavior
     control

Importance attached to 
     meeting the budget

Output versus
     behavior control

Relatively 
     high

Output
     control

4George E. Hall, “Reflections on Running a Diversified Company,” Harvard Business Review, January–February 1987, pp. 88–89.



• Build unit managers may have greater input and influence than harvest unit man-
agers in formulating the budget. This is because “build” managers operate in rapidly
changing environments and have better knowledge than senior management of these
changes. For harvest units with stable environments, the manager’s knowledge is less
important.

Incentive Compensation System

In designing an incentive compensation package for business unit managers, the following
questions need to be resolved:

1. What should the size of incentive bonus payments be relative to the general manager’s
base salary? Should the incentive bonus payments have upper limits?

2. What measures of performance (e.g., profit, EVA, sales volume, market share, product
development) should be used when deciding the general manager’s incentive bonus
awards? If multiple performance measures are employed, how should they be
weighted?

3. How much reliance should be placed on subjective judgments in deciding on the bonus
amount?

4. How frequently (semiannual, annual, biennial, etc.) should incentive awards be made?

The mission of the business unit influences decisions on these design variables (see Exhibit
13.5). With respect to the first question, many firms use the principle that the riskier the strat-
egy, the greater the proportion of the general manager’s compensation in bonus compared to
salary (the “risk/return” principle). They maintain that because managers in charge of more un-
certain task situations should be willing to take greater risks, they should have a higher per-
centage of their remuneration in the form of an incentive bonus. Thus, “build” managers are
more likely than “harvest” managers to rely on bonuses.

As to the second question, when rewards are tied to certain performance criteria, behavior
is influenced by the desire to optimize performance with respect to those criteria. Some perfor-
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EXHIBIT 13.5 Different Strategic Missions: Implications for Incentive

Compensation

Build Hold Harvest

Percent compensation
     as bonus

Bonus criteria

Relatively
     high

More emphasis on
     nonfinancial
     criteria

Relatively
     low

More emphasis 
     on financial
     criteria

More 
     subjective

Frequency of
     bonus payment

Bonus determination
     approach

Less
     frequent

More
     formula-based

More 
     frequent
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mance criteria (cost control, operating profits, and cash flow from operations) focus more on
short-term results, whereas other performance criteria (market share, new product develop-
ment, market development, and people development) focus on long-term profitability. Thus,
linking incentive bonus to short-term criteria tends to promote a short-term focus on the part
of the general manager and, similarly, linking incentive bonus to long-term criteria is likely to
promote long-term focus. Considering the relative differences in time horizons of build and
harvest managers, it may not be appropriate to use a single, uniform financial criterion, such
as operating profits, to evaluate the performance of every business unit. A better idea would be
to use multiple performance criteria, with differential weights for each criterion depending on
the business unit’s mission.

Examples. Analog Devices and General Electric Company tailor compensation packages to
the different missions of their individual businesses.

Analog Devices designed a bonus system for its business units (SBUs) based on each
unit’s potential for growth and profit. For instance, a business unit in the test-instrument
market faced considerably different conditions and competition from those faced by a busi-
ness unit in the microprocessor market. While some SBUs may not have much growth po-
tential, they might have the ability to deliver high Return on Assets (ROA); other SBUs
would be able to generate very high growth but deliver lower ROA. For SBUs pursuing a
“harvest” strategy, greater weight was placed on ROA and lower weight on sales growth in
determining the SBU manager’s bonus. For “build” SBUs, on the other hand, bonuses were
weighted more heavily on sales growth and less on ROA.5

GE had mature as well as young businesses. In the mature businesses,
short-term incentives might dominate the compensation packages of managers who were
charged with maximizing cash flow, achieving high profit margins, and retaining market
share. In the younger businesses, where developing products and establishing marketing
strategies were most important, nonfinancial measures geared to executing long-term per-
formance might dictate the major portion of managers’ remuneration.6

The third question asks how much subjective judgment should affect bonus amounts. At one
extreme, a manager’s bonus might be a strict formula-based plan, with the bonus tied to per-
formance on quantifiable criteria (e.g., X percent bonus on actual profits in excess of budgeted
profits). At the other extreme, a manager’s incentive bonus amounts might be based solely on
the superior’s subjective judgment or discretion. Alternatively, incentive bonus amounts might
also be based on a combination of formula-based and subjective approaches. Performance on
most long-term criteria (market development, new-product development, and people develop-
ment) is harder to measure objectively than is performance along most short-run criteria (op-
erating profits, cash flow from operations, and return on investment). As already noted, build
managers, in contrast with harvest managers, should concentrate more on the long run, so they
typically are evaluated more subjectively than are harvest managers.

As to the final question, the frequency of bonus awards does influence the time horizon of
managers. More frequent bonus awards encourage managers to concentrate on short-term per-

5Ray Stata and Modesto A. Maidique, “Bonus System for Balanced Strategy,” Harvard Business Review, November–Decem-

ber 1980, pp. 156–63.
6“Executive Compensation: Looking to the Long Term Again,” BusinessWeek, May 9, 1983, p. 81.



formance by motivating them to focus on those facets of the business that they can affect in the
short run. Calculating and paying bonuses less frequently encourage managers to take a long-
term perspective. Thus, build managers tend to receive bonus awards less frequently than har-
vest managers.

Examples. Premark International used a similar logic in designing the incentive bonus for
the general manager of its Tupperware Division, whose mission was to build market share:
“[If you award the bonus annually], Tupperware could reduce advertising and promotional
activities and you can look good in profits that year. Then, the franchise starts to go to hell.
If you’re shooting for an award after three years, there’s less tendency to do things 
short term.”7

At many companies in 2001, the boards reduced CEO bonuses as performance dropped.
However, the boards also tended to increase long-term incentives, like options, to make up
for lost compensation through bonuses.8

Competitive Advantage

A business unit can choose to compete either as a differentiated player or as a low-cost player.
Choosing a differentiation approach, rather than a low-cost approach, increases uncertainty in
a business unit’s task environment for three reasons.

1. Product innovation is more critical for differentiation business units. This is partly be-
cause a differentiation business unit focuses primarily on uniqueness and exclusivity, which
require greater product innovation, whereas a low-cost business unit, with its primary em-
phasis on reducing cost, typically prefers to keep its product offerings stable over time. A busi-
ness unit with greater emphasis on new product activities tends to face greater uncertainty,
since the business unit is betting on unproven products.

2. Low-cost business units typically tend to have narrow product lines to minimize inventory
carry costs and benefit from scale economies. Differentiation business units, on the other hand,
tend to have a broader set of products to create uniqueness. Product breadth creates high en-
vironmental complexity and, consequently, higher uncertainty.

3. Low-cost business units typically produce no-frill commodity products, and these products
succeed primarily because they are priced lower than competing products. However, products
of differentiation business units succeed if customers perceive that they offer advantages over
competing products. Since customer perception is difficult to learn about and customer loyalty
can change for a number of reasons, it’s more difficult to predict the demand for differentiated
products than the demand for commodities.

The specifics of the control systems for low-cost and differentiation business units are simi-
lar to those described earlier for harvest and build business units. This is because the uncer-
tainty facing low-cost and differentiation business units is similar to the uncertainty facing
harvest and build business units.
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Example. A broad-based chemicals manufacturer used differentiated management control,
focusing on the different key success factors for its yellow dye unit, which followed a cost
leadership strategy, and its red dye unit, which followed a differentiation strategy. The man-
ager in charge of yellow dye was tightly held to theoretical standard costs rather than cur-
rently achievable standard costs. The results of these tight financial controls were remark-
able. Within a period of two years, actual cost for yellow dye decreased from $5.72 per lb. to
$3.84 per lb., giving the yellow dye unit a major cost advantage. The key strategic issue for
red dye was product differentiation, not cost leadership. The management control reports for
the red dye unit, therefore, focused on product leadership variables (e.g., milestone reporting
on the development project for hot spray dyeing) rather than cost control variables.9

Senior managers at one large, high-tech manufacturer took direct responsibility for adding
customer satisfaction, quality, market share, and human resources to their formal measure-
ment system. The impetus was their realization that the company’s existing system, which was
largely financial, undercut its strategy, which focused on differentiation through customer ser-
vice.10

Top Management Style

The management control function in an organization is influenced by the style of senior man-
agement. The style of the chief executive officer affects the management control process in the
entire organization. Jeff Bezos at Amazon.com, Steve Case at AOL, John Chambers at Cisco,
Jack Welch at General Electric, Harold Geneen at ITT, and Percy Barnevik at ABB are well-pub-
licized examples. Similarly, the style of the business unit manager affects the unit’s
management control process, and the style of functional department managers affects the man-
agement control process in their functional areas. If feasible, designers should consider man-
agement style in designing and operating control systems. (If chief executive officers actively
participate in system design, as should be the case, the system will reflect their preferences.)

Differences in Management Styles

Managers manage differently. Some rely heavily on reports and certain formal documents; oth-
ers prefer conversations and informal contacts. Some think in concrete terms; others think ab-
stractly. Some are analytical; others use trial and error. Some are risk takers; others are risk
averse. Some are process oriented; others are results oriented. Some are people oriented; others
are task oriented. Some are friendly; others are aloof. Some are long-term oriented; others are
short-term oriented. Some dominate decision making (“Theory X”); others encourage organiza-
tion participation in decision making (“Theory Y”). Some emphasize monetary rewards; others
emphasize a broader set of rewards.

Management style is influenced by the manager’s background and personality. Background
includes things like age, formal education, and experience in a given function, such as manu-

9Shank and Govindarajan, Strategic Cost Analysis, pp. 114–30.
10Robert G. Eccles, “The Performance Measurement Manifesto,” Harvard Business Review, January–February 1991,

pp. 131–37.



facturing, technology, marketing, or finance. Personality characteristics include such variables
as the manager’s willingness to take risks and his or her tolerance for ambiguity.

Implications for Management Control

The various dimensions of management style significantly influence the operation of the con-
trol systems. Even if the same reports with the same set of data go with the same frequency to
the CEO, two CEOs with different styles would use these reports very differently to manage
the business units. The dramatic shift in the control process within General Electric when Jack
Welch succeeded Reginald Jones as the CEO, as described in Chapter 3, vividly illustrates this
point.

Style affects the management control process—how the CEO prefers to use the information,
conducts performance review meetings, and so on—which in turn affects how the control sys-
tem actually operates, even if the formal structure does not change under a new CEO. In fact,
when CEOs change, subordinates typically infer what the new CEO really wants based on how
he or she interacts during the management control process (e.g., whether performance reports
or speeches and directives take precedence).

Personal versus Impersonal Controls

Presence of personal versus impersonal controls in organizations is an aspect of managerial
style. Managers differ on how much importance they attach to formal budgets and reports as
well as informal conversations and other personal contacts. Some managers are “numbers ori-
ented”; they want a large flow of quantitative information, and they spend much time analyz-
ing this information and deriving tentative conclusions from it. Other managers are “people
oriented”; they look at a few numbers, but they usually arrive at their conclusions by talking
with people, judging the relevance and importance of what they learn partly on their appraisal
of the other person. They visit various locations and spend time talking with both supervisors
and staff to get a sense of how well things are going.

Managers’ attitudes toward formal reports affect the amount of detail they want, the fre-
quency of these reports, and even their preference for graphs rather than tables of numbers,
and whether they want numerical reports supplemented with written comments. Designers of
management control systems need to identify these preferences and accommodate them.

Tight versus Loose Controls

A manager’s style affects the degree of tight versus loose control in any situation. The manager
of a routine production responsibility center can be controlled relatively tightly or loosely, and
the actual control reflects the style of the manager’s superior. Thus, the degree of tightness or
looseness often is not revealed by the content of the forms or aspects of the formal control doc-
uments, rules, or procedures. It is a factor of how these formal devices are used.

The degree of looseness tends to increase at successively higher levels in the organization
hierarchy: higher-level managers typically tend to pay less attention to details and more to
overall results (the bottom line, rather than the details of how the results are obtained). How-
ever, this generalization might not apply if a given CEO has a different style.
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Example. The classic illustration of this point is ITT under Harold Geneen. One could
argue that ITT, being a conglomerate, should be managed based on monitoring the business
unit bottom line and not through a detailed evaluation of every aspect of the business unit
operations. This is so since, in a conglomerate, the CEO typically has “capacity limitations”

in understanding the nuts and bolts of various business unit operations. In such a context,
it was Harold Geneen’s personal style that explains the detailed evaluations he made of the
business unit managers.11

When Rand Araskog succeeded Harold Geneen at ITT, he altered the detailed and tight
control system since, among other things, Araskog’s personal style was not oriented toward
exercising tight controls.12

The style of the CEO has a profound impact on management control. If a new senior man-
ager with a different style takes over, the system tends to change correspondingly. It might
happen that the manager’s style is not a good fit with the organization’s management control
requirements. If the manager recognizes this incongruity and adapts his or her style accord-
ingly, the problem disappears. If, however, the manager is unwilling or unable to change, the
organization will experience performance problems. The solution in this case might be to
change the manager.

11“The Case for Managing by the Numbers,” Fortune, October 1, 1984, pp. 78–81.
12“ITT: Groping for a New Strategy,” BusinessWeek, December 15, 1980, pp. 66–80.

Summary

Designers of management control systems should take explicit notice of the strategic context
in which the controls are being applied. The strategies that a firm selects can be arrayed along
a continuum, with single-industry firms at one extreme and unrelated diversified firms (con-
glomerates) at the other. The management control process differs according to the firm’s strat-
egy in this dimension.

Business units have missions that can be classified as “build,” “hold,” or “harvest,” and their
managers can also decide to build competitive advantage based on low cost or differentiation.
The appropriate management control process is influenced by which of these strategies is se-
lected for a given business unit.

The discussion in this chapter on linking controls to strategies should not be used in a mech-
anistic manner; the suggestions made here are tendencies, not universal truths. In fact, control
systems should be designed in the context of each organization’s unique external environment,
technology, strategy, organization structure, culture, and top management style.
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Case 13-1

Pelican Instruments, Inc.
Steve Park, president and principal stockholder of Pelican Instruments, Inc., sat at his desk re-
flecting on the 1997 results (Exhibit 1). For the second year in succession, the company had ex-
ceeded profit budget. Steve Park was obviously very happy with the 1997 results. All the same,
he wanted to get a better feel for the relative contributions of the R&D, manufacturing, and
marketing departments in this overall success. With this in mind, he called his assistant, a re-
cent graduate of a well-known business school, into his office.

“Amy,” he began, “as you can see from our recent financial results, we have exceeded our
profit targets by $622,000. Can you prepare an analysis showing how much R&D, manufac-
turing, and marketing contributed to this overall favorable profit variance?”

Amy Shultz, with all the fervor of a recent convert to professional management, set to her
task immediately. She collected the data (Exhibit 2) and was wondering what her next step
should be.

Pelican Instrument’s products can be grouped into two main lines of business: electric me-
ters (EM) and electronic instruments (EI). Both EM and EI are industrial measuring instru-
ments and perform similar functions. However, these products differ in their manufacturing
technology and their end-use characteristics. EM is based on mechanical and electrical tech-
nology, whereas EI is based on microchip technology. EM and EI are substitute products in the
same sense that a mechanical watch and a digital watch are substitutes.

Pelican Instruments uses a variable costing system for internal reporting purposes.

Questions

1. Prepare the report that you feel Amy Shultz should present to Mr. Park.

2. Put yourself in the position of the following six managers: general manager (EM); mar-
keting manager (EM); manufacturing manager (EM); general manager (EI); market-
ing manager (EI); manufacturing manager (EI). These six managers compete for a

EXHIBIT 1 Income Statement for the Year 1997

Budget (000s) Actual (000s)

Sales $16,872 $17,061
Cost of goods sold 9,668 9,865
Gross margin $ 7,204 $  7,196
Less: Other operating expenses:

Marketing $1,856 $1,440
R&D 1,480 932
Administration 1,340 4,676 1,674 4,046

Profit before taxes $ 2,528 $  3,150

This case was prepared by Vijay Govindarajan and John K. Shank, The Amos Tuck School of Business Administration, Dartmouth College.
Copyright by Dartmouth College.
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EXHIBIT 2 Additional Information

Electric Meters Electronic
(EM) Instruments (EI)

Selling prices per unit:
Average standard price $40.00 $180.00
Average actual prices, 1997 30.00 206.00

Variable product costs per unit:
Average standard manufacturing cost 20.00 50.00
Average actual manufacturing cost 21.00 54.00

Volume information:
Units produced and sold—actual 141,770 62,172
Units produced and sold—planned 124,800 66,000

Total industry sales, 1997—actual $44 million $76 million
Total industry variable product costs, 1997—actual $16 million $32 million
United’s share of the market (percent of physical units):

Planned 10% 15%
Actual 16% 9%

Planned Actual

Firmwide fixed expenses (000s):
Fixed manufacturing expenses $3,872 $3,530
Fixed marketing expenses 1,856 1,440
Fixed administrative expenses 1,340 1,674
Fixed R&D expenses (exclusively for electronic instruments) 1,480 932

share in the company’s bonus pool. For each of the six, how would you make a case for
your obtaining a share of the bonus pool?

3. As Mr. Park, how would you feel about the 1997 performance of each of the six man-
agers who are competing for a share of the bonus pool? (Note: Consider the strategy of
EM and EI business units in your performance assessment.)
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Case 13-2

3M Corporation
Founded in 1902, the Minnesota Mining & Manufacturing Corporation (3M) reported sales
revenues of $16.7 billion during the year 2000. The company made more than 60,000 products
that year. Nearly 35 percent of its total sales, or about $5.6 billion, came from products that
had been introduced during the prior four years, and another $1.5 billion came from products
introduced during 2000. These revenues stemmed from 3M’s six business segments: industrial
(tapes, abrasives, and adhesives); transportation, graphics, and safety; healthcare (including
medical and surgical supplies and closures for disposable diapers); consumer and office; electro
and communications; and specialty materials. All six business segments were profitable in
2000. Asia Pacific, Europe, and Latin America achieved double-digit volume growth. Non-U.S.
business represented 53 percent of total net sales and 63 percent of total operating income.

3M had identified 21 established and new strategic brands. Some of its 
best-known brands were Scotch® tapes, Scotch-Brite® cleaning products, and Post-it® reposi-
tionable products. Newer brands included Vikuiti™ display enhancement, Volition™ fiber
optic network solutions, Command™ adhesive, and Nexcare™ first-aid products. More than
75,000 3M employees worked to create more than 500 new products every year.

3M had institutionalized a corporate culture that promoted intrapreneurship. The company
was recognized for its vertical organizational structure, with businesses established by tech-
nologies and markets. Between 1985 and 2000, 3M’s gross profit margin averaged over 48 per-
cent. During this same 15-year time period, return on equity for the company averaged 22.2 per-
cent. In Fortune magazine’s annual survey of “America’s Most Admired Corporations,” 3M
earned a top-10 ranking in 10 of the last 15 years; only three companies appeared more often.
During 1985–2000, 3M also appeared on the Fortune top-three rankings for innovativeness
more often than all other companies except Rubbermaid. Additionally, in 1995 3M was awarded
the National Medal of Technology®, the U.S. government’s top award for innovation.

Early in 3M’s history, chair and CEO William L. McKnight, long considered to be the com-
pany’s “spiritual founder,” introduced policies and philosophies that were considered to be re-
sponsible for 3M’s ability to innovate consistently (see Exhibit 1). Current management has
continued to embrace and expand these policies and philosophies, believing innovation to be
the cornerstone of 3M’s future success.

Question

Evaluate the policies and philosophies of 3M from the standpoint of helping the company im-
plement its strategy, rooted in innovation.

This case was written by Professor Vijay Govindarajan and Julie B. Lang (T’93) of the Tuck School of Business at Dart-

mouth. © Trustees of Dartmouth College.
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EXHIBIT 1 Selected Policies and Philosophies of 3M†

15 Percent Option: Many employees have the option to spend up to 15 percent of their workweek
pursuing individual projects of their own choice. There is no need even to disclose the project to a
manager, much less justify it.

30 Percent Rule: Thirty percent of business unit revenues must come from products introduced in the
last four years. Business unit bonuses are based on how successfully each manager achieves this goal.

Dual-Ladder Career Path: There are two career ladders: a technical career ladder and a management
career ladder. Both allow equal advancement opportunities, thus enabling employees to stay focused on
their research and professional interests.

Seed Capital: Product inventors typically request seed capital from their business unit managers to develop
new product ideas. If the manager refuses funding, inventors can take their ideas to any other business unit
within 3M. If none of the business units will support the proposal, employees can approach the corporate
office for a Genesis Grant. This grant awards employees up to $50,000 to conduct independent research,
product development, and test marketing in areas of emerging technology. About 90 such awards are given
each year. After securing seed capital, the product “champion” assembles a venture team to develop the
product. Members of the venture team are not assigned; the champion must recruit them.

Tolerance for Failure: If the venture does not succeed, the team members are guaranteed their
previous jobs. Company culture emphasizes that a failure can turn into a success; there is no punishment
for a product failing in the market. 3M has developed a series of legends around famous failures that have
subsequently created breakthrough products, perhaps most notably the weak adhesive that became the
foundation for Post-it® notes.

Rewards for Success: As the venture achieves certain revenue goals, the team members receive raises,
promotions, and recognition. One such recognition is the Golden Step award. This award is given if a new
product is launched and reaches a revenue goal of $2 million in the U.S. or $4 million worldwide. Another
recognition is the Carlton award, honoring technical employees who have made major contributions to
3M through fundamental technical innovation. The Carlton award is considered very prestigious—the
“Nobel Prize” of the 3M community. After the new product exceeds a cutoff sales target, a separate
department is created. After another cutoff, a separate business unit is formed. Business units are split up
once they reach a size of approximately $200 to $300 million. Each business unit is run as a profit center.
The product champion is given the opportunity to head the new business unit. Business unit managers are
required to know the names of everyone who works for them. In general, nearly all 3M employees are
entitled to the profit-sharing plan.

R&D Spending: 3M spends approximately 6–7 percent of sales on research and development and has
consistently increased R&D spending over the last two decades. The R&D spending of 3M is, on average,
twice that of a typical manufacturing company.

Three-Tiered Research:

Business Unit Laboratories: Focus on specific markets, with near-term products

Sector Laboratories: Focus on applications with 3-to-10-year time horizon for product viability

Corporate Laboratories: Focus on basic research with a time horizon of as many as 20 years

Technology Forums: 3M supports formal and informal forums for sharing knowledge. Scientists from
different laboratories are part of the Technical Council, which meets periodically to discuss progress on
technology projects. In addition, scientists present papers in the Technology Forum, an internal
professional society at 3M. Other mechanisms for technology sharing include extensive email directories,
sharing of new products introduced by a business unit in the annual in-house trade show, and awards for
successful sharing of new technology between business units.

Customer Contact: Scientists regularly meet with customers to learn how they use 3M products.
Customers are also frequently invited to participate with 3M scientists in sessions aimed at generating
product ideas.

†These policies and philosophies are summarized in the following sources: James C. Collins and Jerry I. Porras, Built to Last: Successful Habits

of Visionary Companies (New York: HarperBusiness, 1995), pp. 156–58; Ronald A. Mitsch, “Three Roads to Innovation,” The Journal of Business

Strategy, September/October 1990, pp. 18–21.
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Case 13-3

Texas Instruments and Hewlett-Packard
Texas Instruments (TI) and Hewlett-Packard (HP) developed, manufactured, and sold high-
technology electric and electronic products. Texas Instruments had three main lines of busi-
ness in 1984: components, which included semiconductor integrated circuits, semiconductor
subassemblies, and electronic control devices; digital products, which included minicomputers,
personal computers, scientific instruments, and calculators; and government electronics, which
included radar systems, missile guidance and control systems, and infrared surveillance sys-
tems. The three businesses generated 46 percent, 19 percent, and 24 percent, respectively, of
TI’s sales in 1984. Hewlett-Packard operated in two main lines of business: computer products,

which included factory automation computers, engineering workstations, data terminals, per-
sonal computers, and calculators; and electronic test and measurement systems, which included
instruments that were used to evaluate the operation of electrical equipment against stan-
dards, instruments that would measure and display electronic signals, voltmeters, and oscillo-
scopes. These businesses generated 53 percent and 37 percent, respectively, of HP’s 1984 sales.
Summary financial information for each company is presented in Exhibit 1.

Although Texas Instruments and Hewlett-Packard competed in similar industries, the
strategies chosen by these two firms were very different. Exhibit 2 summarizes five major con-
cepts related to the content of strategy for both Texas Instruments and Hewlett-Packard. Per-

EXHIBIT 1
Summary
Financial
Information($
in Millions)

Texas Instruments

1980 1981 1982 1983 1984

Assets $2,414 $2,311 $2,631 $2,713 $3,423
Equity 1,165 1,260 1,361 1,203 1,541
Sales 4,075 4,206 4,327 4,580 5,742

Operating profit 379 253 236 (288) 526
ROI 32.5% 20.1% 17.3% n.a. 34.1%

Hewlett-Packard

1980 1981 1982 1983 1984

Assets $2,337 $2,782 $3,470 $4,161 $5,153
Equity 1,547 1,890 2,349 2,887 3,545
Sales 3,099 3,578 4,254 4,710 6,044

Operating profit 523 567 676 728 860
ROI 33.8% 30.1% 28.8% 25.2% 24.2%

Source: Steven C.Wheelright, “Strategy, Management, and Strategic Planning Approaches,”
Interfaces, January–February 1984.

Reprinted by permission of Steven C. Wheelright, “Strategy, Management, and Strategic Planning Approaches,” Interfaces, Janu-

ary–February 1984, pp. 19–33. Copyright 1984 by the Operations Research Society of America and The Institute of Manage-

ment Sciences, 290 Westminster Street, Providence, Rhode Island 02903, USA.



haps the most significant distinction between TI and HP was their generic business and func-
tional strategies (Exhibit 2). They pursued very different approaches. TI preferred to pursue
competitive advantage based on larger, more standard markets and a long-term, low-cost posi-
tion. HP, on the other hand, sought competitive advantage in selected smaller markets based
on unique, high-value, high-feature products. The functional strategies used to support those
desired competitive advantages also differed.

With regard to the product life cycle (Exhibit 3), TI favored early entry, followed by expan-
sion and consolidation of its position, resulting in a dominant market share when the product
matured. HP, on the other hand, tended to create new markets, but then exited (or introduced
other new products) as cost-driven competitors entered and the market matured. It is not sur-
prising that the two firms viewed prices and costs, the third area, differently. TI emphasized
continual price cuts to parallel cost reduction in order to build volume and take advantage of
shared experience and learning. HP, on the other hand, put less emphasis on manufacturing
cost reductions and held prices longer so that profit margins expanded during the initial peri-
ods. The early returns generated allowed early exit from the market with good returns on in-
vestment and provided funds for further product research and development.

A fourth concept that highlights their differences in strategy is the product process matrix,
which matches the product life cycle with its production counterpart, the process life cycle. HP
concentrated on more flexible production processes (such as job shop and batch operations) to
meet the needs of its custom and low-volume markets, while TI concentrated on more capital-
intensive and cost-effective production processes (assembly lines and continuous flow
operations) to supply its more standard, high-volume markets.
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Texas Instruments Hewlett-Packard

Business Strategy

Competitive advantage for large, Competitive advantage for selected 
standard markets based on small markets based on unique, 
long-run cost position high-value/high-features products

Functional Strategy

Marketing: High volume/low price High value/high price
Rapid growth Controlled growth
Standard products Custom features

Manufacturing: Scale economies and learning curve Delivery and quality driven
Vertical integration Limited vertical integration
Large, low-cost locations Small, attractive locations

R&D: Process and product Product only
Cost driven Features and quality driven
Design to cost Design to performance

Financial: Aggressive Conservative
Higher debt No debt
Tight ship Margin of safety (slack)

EXHIBIT 2 Contrasting Strategies of TI and HP
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EXHIBIT 3 Differences in Strategy between Texas Instruments and Hewlett-Packard
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TI tended to enter early in a product's life cycle, and stayed through maturity. HP tended to create
a new product and then replaced it when it matured.

TI emphasized aggressive cost improvements, with equally aggressive price cuts. HP desired cost
improvements, but sought higher margins and held prices longer.

TI sought a balanced portfolio of businesses where mature, large businesses provide resources for young,
high-growth businesses. HP sought all high-growth, high-margin businesses that met their own resource
needs, largely on an individual basis.

TI concentrated on more capital-intensive, cost-effective production processes to match high-volume
standard product needs. HP concentrated on flexible production processes to match low-volume,
more custom product needs.



A fifth concept, portfolio analysis, further highlights differences in the firms’ strategies. TI
looked for a portfolio that included low-growth businesses with dominant market shares to
provide cash for a select group of high-growth businesses with lower market shares but with
the prospect of becoming dominant, high-growth businesses, and eventually “cash cows.” HP,
on the other hand, wanted all high-growth businesses with dominant market shares, and to
reallocate major resources only to fund new businesses. In fact, the traditional solution to any
profit problem at HP had been new products and new businesses.

Question

Given the differences in strategy between the two firms, what would you expect would be the
differences between TI and HP in their planning and control systems: strategic planning sys-
tems; budgeting systems; reporting systems; performance evaluation systems; and incentive
compensation systems?

600 Part Three Variations in Management Control
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Case 13-4

Texas Instruments
Paul Elmer, vice president for corporate planning at Harvey-Hudson Electronics (HHE),
pushed the papers away from him and leaned back in his chair. Mr. Elmer had been reviewing
his files on Texas Instruments, Inc. (TI), and its complex and much-talked-about set of man-
agement systems. His hope was that he could learn enough about TI’s systems to be able to as-
sess whether a similar system should be considered for use at HHE.

Over the past several weeks, he and several of his immediate subordinates had been poring
over various documents, articles, annual reports, and brochures dealing with TI and its man-
agement systems. Soon, they would need to pull their thoughts together and come to some con-
clusions about how well they understood the various systems and about the strengths and
weaknesses associated with them.

TI—Some Overview Points

Texas Instruments was a multinational corporation producing a wide variety of products, vir-
tually all of which had a tie of some kind to the electronics industry. In addition to its US
plants, TI maintained facilities in Canada, Latin America, Europe, Australia, and the Far East.
Around one-third of sales came from outside the United States.1 Worldwide employment was
85,000.2

Since 1946, sales at TI had grown at an average annual rate of 24 percent. Profits had out-
paced the sales figure, increasing between 1971 and 1980 at an average annual rate of 34 per-
cent.

The electronics industry was expected to boom in the 1980s, reaching the $280 billion mark
by the later part of the decade.3 TI’s sales were expected to increase significantly as a result of
lower prices and, therefore, higher volume. The pattern of fast growth in the electronics indus-
try, however, posed a challenge for each firm in the industry—how to balance the amount of rel-
ative priority accorded to innovation versus volume. A typical product/price life cycle pattern
began with the introduction of a new product into the market at small volume and at high
prices. In the presence of sufficient demand, volume quickly expanded, resulting in lower unit
costs and a corresponding reduction in prices. Given the above situation, the value of invento-
ries could drop dramatically in a matter of months. Such a scenario would require steady
write-downs in inventory valuation. Equipment to deal with specialized products posed an-
other problem. Because of rapid technological turnover, a machine had to pay out in a short
time or else become unaffordable. Therefore, there was a basic conflict between production and

This case was prepared from published sources by Donna Bergstedt, Research Assistant, and Professor M. Edgar Barrett.

Copyright © by M. Edgar Barrett.
1L. M. Rice Jr., “Texas Instruments Management Philosophies and Growth Experience,” remarks to Instituto Panamericano de

Alta Direccion de Empresa, Mexico, Texas Instruments, Inc., May 1980, p. 1.
2Ibid.
3Floyd G. Lawrence, “Could This Be America’s Best-Managed Company? Part II—Texas Instruments Is Determined to

Grow and Never to Grow Old,” Today’s Manager, May–June 1977, p. 5.



innovation—in other words, expenditures for research versus production. TI’s approach to this
dilemma was quite succinct. “TI [was] determined to lead in both.”4

Company History5

Growth at Texas Instruments had been based on innovation as opposed to acquisitions. With
the exception of the 1959 merger with Metals and Controls Corporation, TI’s growth had come
primarily from the sales revenues resulting from the internal development of new products
and services. In 1980, sales at TI reached $4.1 billion, and net income was $212 million.

TI had been a technologically based company throughout its history. It originated in 1930 as
Geophysical Services Inc. (GSI). The primary activities of GSI focused on the discovery of pe-
troleum reserves throughout the world.

This was accomplished by means of reflection seismology, which had been invented by the
organization’s first president and founder, Dr. J. C. Karcher. The importance of petroleum as a
resource helped maintain GSI’s growth even during the Depression and eventually led the
company into the international arena. By 1946, GSI had 16 geophysical crews operating in dif-
ferent countries throughout the world and billings of $2.25 million.6 Nearly all of these billings
related to the original innovation—seismology.

In 1946, Patrick E. Haggerty joined TI (still GSI). Under his influence the company began to
formulate a new objective, the purpose of which was to move the organization beyond geo-
physical exploration into engineering and manufacturing.

The strategy which was most influential centered around the development of semiconduc-
tors. By 1956, work had progressed sufficiently so as to prompt management to begin to play
with the idea of producing whole circuits processed on tiny wafers of pure silicon. In 1958, Jack
Kilby of TI created the first practical integrated circuit.

Around 1959, management at TI began to believe that a pattern existed in the strategic de-
velopment of its innovative successes. They further believed that innovation was necessary not
only in the creation of improved products but also in the method of developing and marketing
such products. This belief eventually led to the development of the “OST System.”

By the early 1980s, TI was engaged in activities in four major areas: (1) electronics, (2) geo-
physical exploration, (3) government electronics, and (4) nonelectronic industry products. In
the field of electronics, TI concentrated on three major growth areas which centered around
(1) Semi-Conductor Devices, (2) Distributed Computing, and (3) Consumer Electronics. The first
area was to be focused upon because it constituted the foundation of the electronics revolution.
Distributed computing would place data processing systems within businesses and factories as
need required. The last area was thought to offer the potential for lucrative markets in the
1980s.7
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4Ibid.
5Patrick E. Haggerty, “Three Lectures at the Salzburg Seminar on Multinational Enterprise,” Texas Instruments, Inc., Febru-

ary 1977. This source has been used extensively as background for this section as well as for much of the remainder of the

case.
6Haggerty, “Three Lectures,” p. 9.
7“Texas Instruments Shows U.S. Business,” p. 70.
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Corporate Culture

A strong internal culture had developed at Texas Instruments and was considered by top man-
agement to be a key factor in the company’s success. This culture stressed hard work, loyalty
to the corporation, and team spirit. It was sustained in part by its practice of hiring 80 percent
of its professional workers directly out of school and socializing them according to the rather
rigorous norms of the organization.8 It was also supported by the company’s emphasis on in-
ternal growth in contrast to acquisitions. Few executives were brought into the organization at
the middle or top management levels. According to one TI vice president, “The TI culture is a
religion . . . the climate polarizes people—either you are incorporated into the culture or re-
jected.”9

TI’s ability to make the firm’s management systems work seemed to stem partly from the at-
mosphere created by this culture. TI had been compared by some to a Japanese company in
terms of management style. This comparison was not viewed unfavorably by TI’s senior man-
agers. In the words of J. Fred Bucy, TI’s president:

Japan has a culture and society well suited to achieving increased productivity and the
growth that results from it. They are hardworking, dedicated people . . . and are highly moti-
vated, in part, because of a culture that assigns personal responsibility for the quality of
work. . . . There is a strong tendency in the Japanese culture to align personal goals with
goals set by their companies.10

Organizational Structure

Although technological in orientation, TI produced a wide variety of products. By 1980, the
firm had divided its line management structure into six groups for the sake of operational flex-
ibility. These groups are illustrated in Exhibit 1 and were arranged in the following manner:
(1) Semiconductor Products; (2) Distributed Computing Products; (3) Consumer Electronic
Products; (4) Materials and Electrical Products; (5) Government Electronic Products; and
(6) Geophysical Exploration Services. In charge of each group was a senior manager who re-
ported directly to the president. These top-level managers were responsible for the worldwide
strategic direction of their businesses, as well as for the regular, daily management functions.

Each group was further subdivided into divisions, which were, in turn, broken down into
product customer centers (PCCs). A PCC was considered to be a complete business unit re-
sponsible for a particular family of products or ser-vices targeted at a specific market segment.
The PCC manager assumed a profit and loss responsibility. As of 1980, there were more than
8011 PCCs within TI. These PCCs were said to be designed in such a way as to allow the firm
to have a close relationship with customers. They were also designed to provide entrepreneur-
ial experience for the firm’s middle managers.

8Bro Uttal, “Texas Instruments Wrestles with the Consumer Market,” Fortune, December 3, 1979, p. 51.
9“Texas Instruments Shows U.S. Business,” p. 68.
10Ibid.
11Rice, “Texas Instruments Management Philosophies,” p. 11.
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Objectives, Strategies, and Tactics12

The OST System evolved at TI as a system for managing change and innovation. The system,
known as the OST System (for objectives, strategies, and tactics) was employed to define the
strategies the company intended to follow for further growth and development and to identify
the tactics required to successfully implement such strategies. These tactics were set forth in
a quantitative manner so that performance could be measured against agreed-upon quanti-
tative goals. The system allowed for a clear separation of strategic and operational activities.

The OST System can be more easily understood if viewed in three stages. The first stage is a
presentation of the hierarchy of goals. The second explains the dual responsibility of line man-
agement. The third stage discusses the impact of a matrix organization composed of strategic
and operating modes.

Hierarchy of Goals

The Hierarchy of Goals requires that a single statement of quantitative goals be made at the
top of the organization and that that statement be supported in a hierarchical or pyramidal
fashion by strategies and tactics. This hierarchy is illustrated in Exhibits 2 and 3.

EXHIBIT 1
Organizational

Structure

Source: L. M. Rice Jr.,
“Texas Instruments
Management Philosophies
and Growth Experience,”
remarks to Instituto
Panamericano de Alta
Direccion de Empresa,
Mexico, Texas Instruments,
Inc., May 1980, p. 2.
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12Speeches by Mr. Grant A. Dove of TI at the London School of Business Studies, May 22, 1970, and Haggerty, “Three

Lectures,” were used extensively in the preparation of this section.
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At the top of the structure is the corporate objective. This is an overall statement of what the
company hopes to achieve considering its products, markets, and its perception of the expecta-
tions of society. It claims to define the financial goals desired by the company in the context of
its responsibilities to shareholders, employees, and society as a whole.

At the next level in the hierarchy are business objectives which describe long-range oppor-
tunities in different business areas. Each business objective expresses: (1) the goal of the indi-
vidual business; (2) the boundaries of that business; (3) an appraisal of potential opportunities;
(4) a study of the technical and market trends relating to that business; and (5) an overview of
the industry structure and foreseeable trends within the industry.

Performance measures are also established at the business objective level which include
such indicators as sales goals, expected profits, return on assets, and market penetration in
terms of percentage of served available market. Business objectives relate to 5- and 10-year pe-
riods extending into the future. Expectations for the first two years are broken down into quar-
ters; the others remain in annual terms.

EXHIBIT 2
A Hierarchy

of Goals

Source: E. W. Helms, “Texas
Instruments Objectives,
Strategies and Tactics
System,” remarks to
Instituto Panamericano de
Alta Direccion de Empresa,
Mexico, Texas Instruments,
Inc., May 1980, p. 3.
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Each business objective is reviewed at least once a year in order to adjust the objective for
successes or failures of TI or competitors and for changes in the economic environment. Busi-
ness objectives are also adjusted if they are perceived as being not ambitious enough. In a
speech, Mr. Grant A. Dove expressed this in the following manner.

We expect the objective to be challenging enough, even shocking enough to force a radical
rethinking of the strategies and tactics. For example, any time we have enough well-defined
strategies to give us a high confidence level in exceeding the goals stated in a business ob-
jective, then that business objective probably is not ambitious enough, and the probability of
truly innovative strategic thinking is likely to be low.13

The third level in the hierarchy is composed of strategies which support the business objec-
tives. The strategies focus on the economic and opportunity environment and ask one ques-
tion—What action is necessary in order to ensure the success of the firm’s objectives? The
process of formulating strategies involves a competitive analysis, a thorough study of market
opportunity in order to estimate the potential for market growth, contingency planning for un-
foreseen events, and an overall review of company resources in order to determine whether the
skills, business techniques, and current markets of the firm are sufficient to support the strat-
egy and ensure its success. If not, the innovations and commitments required to do so must be
determined.

Major, long-run financial checkpoints are established at the strategy level to help determine
if the company is progressing on schedule. The lifetime of a strategy statement extends several
years into the future, usually 5 to 10 years.

Tactical Action Programs (TAPs) are found at the bottom level of the hierarchy. Several
TAPs support each strategy, and each TAP is under the direction of a program manager. A TAP
usually has a relatively short lifetime, from 6 to 18 months.

The TAP document is a detailed description of the quantitative goals set by the program and
the resources necessary in terms of manpower and capital. It also delineates responsibility for
different parts of the program and establishes a schedule of completion dates to which man-
agers are committed. Overall, a TAP defines the contribution of the program to the strategy.

The level of detail becomes increasingly complex as one moves down the hierarchy. The TAP,
which lies at the bottom of the hierarchy, is composed of individual work packages which serve
as a base for planning and resource allocation within the OST System.

As of 1980, TI had 9 business objectives, over 60 strategies, and more than 250 TAPs.14

Dual Responsibility of Management

The purpose of the OST System was to provide a method whereby long-range, strategic goals
could become the prime motivator of the company, while still allowing the company to deal ef-
fectively with day-to-day operations. TI’s attempt to combine this long-run and short-run ori-
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13Grant A. Dove, speech presented at the London School of Business Studies, May 22, 1970.
14E. W. Helms, “Texas Instruments Objectives, Strategies and Tactics System,” remarks to Instituto Panamericano de Alta

Direccion de Empresa, Mexico, Texas Instruments Inc., May 1980, p. 6.
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entation is reflected by their method of superimposing the OST System onto the traditional
corporate structure. (See Exhibit 4.)

This gives management a responsibility for both a “strategic” and an “operating” mode. In
this manner, a manager of a PCC may also have responsibility for a TAP; a division manager
may also be a strategy manager; and a group manager may also be in charge of managing the
progress of a business objective.

About 75 percent of the managers at TI are responsible for both a strategic mode and an op-
erating mode.15 TI feels that this gives balance to long-term growth and short-term profitabil-
ity, which often are in conflict. (See Exhibit 5.)

TI’s apparent philosophy is that by assigning dual responsibility to managers they will force
these managers to apportion their time in such a manner so as not to overlook the long-term
innovative needs of the firm. These managers will be “wearing two hats,” with goals of both
growth and profitability.

EXHIBIT 4
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Instruments Objectives,
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Inc., May 1980, p. 7.

Corporation

Groups

Divisions

PCCs

Corporate 
objectives

Business 
objectives

Strategies

Tactics

Corporate 
profit

Group 
profit

Division
profit

PCC 
profit Organization

Strategic goals
(growth)

Operating goals
(profit)

EXHIBIT 5
Conflict between

Strategic and

Operating Mode

Source: E. W. Helms, “Texas
Instruments Objectives,
Strategies and Tactics
System,” remarks to Instituto
Panamericano de Alta
Direccion de Empresa, Mexico,
Texas Instruments, Inc., May
1980, p. 10.

Long-range-oriented

Stable

Aligned with corporate objectives

Responsible for progress on
strategic activities

Articulates growth
viewpoint

Short-range-oriented

Flexible

Aligned with operating necessities

Responsible for operating profit

Articulates profit viewpoint

Strategic mode Operating mode

Conflict

Competition for critical resources
Marketing pricing policies

Distribution of operating/strategic cost

15Dove, speech at London School of Business Studies.
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EXHIBIT 6 Matrix Composed of the Operating and Strategic Mode
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In the operating mode, a manager is first concerned with the current operating results
within the unit. In other words, the manager is primarily concerned with short-term prof-
itability. Performance is measured according to planned operating profits. In the strategic
mode, the manager is concerned with the success of his or her specific strategy. This specific
strategy, in turn, is a part of the long-range plan set forth under the OST System. As such, the
manager will be measured according to the speed and effectiveness of the utilization of the
OST budgeted expenses.

One of the responsibilities of a strategy manager is the identification of the different TAPs
necessary for the achievement of the strategy. The manager must pull together from across the
company the TAPs necessary in the structuring of a coordinated strategic plan. In such a case,
the “strategic” responsibility of the manager may exceed his or her “operating” authority. The
manager may well be required to gain the cooperation of other operating units in order to fully
execute the strategic role.

Impact of Dual Mode Structure

An easy way to visualize the functioning of this dual system is by comparison to a matrix or-
ganization. A traditional matrix organization is arranged so that the project organization over-
laps the functional operating structure. Any one project may involve one task in a single oper-
ating unit or require the completion of many tasks which cut across several different operating
units. The system at TI differs in that the overlap shows the relationship between the strate-
gic and the operating mode. (See Exhibit 6.)

Any one strategy may require TAPs to be completed across several PCCs but within one di-
vision and one group, or it may require resources from across several divisions, groups, and
the corresponding PCCs. For example, Strategy A requires four TAPs. TAP 1 is to be com-
pleted in Group One, Division A, and PCC 3. TAP 3 will find the necessary resources in Group
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EXHIBIT 7
Planning Cycle

Source: E. W. Helms,
“Texas Instruments
Objectives, Strategies
and Tactics System,”
remarks to Instituto
Panamericano de Alta
Direccion de Empresa,
Mexico, Texas
Instruments, Inc., May
1980, p. 13.
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2, Division C, and PCC 6. The other two TAPs will be channeled to the appropriate operating
unit in the same manner. In this way, a strategic program can be implemented without cre-
ating a new organizational structure. This is done by identifying the resources necessary for
the completion of the strategy and locating the appropriate TAPs in those PCCs that can sup-
ply the necessary resources and skills.

Resource Allocation System

The distinction between the operating and strategic mode was also apparent in the resource al-
location system at TI. Funding for each of the two functions responded to the profitability of the
firm but was in large part a top-level decision concerning the desired trade-off between long-
term and short-term goals. The result of this distinction was the preparation of two budgets—

one for operating expenses and the other for OST funds. In addition, the internal operating
statements showed operating and strategic expense as two separate line items.

Planning Cycle

In the third quarter of the year, a corporate development committee reached a decision on the
amount of OST funding necessary for the forthcoming year. (See Exhibit 7.)

This decision was based on an analysis of the economic and market outlook which was
translated into annual goals. Funds assigned to the strategic mode were allocated by a method
called “decision package ranking.” Funds assigned to the operating mode were distributed ac-
cording to a technique called zero-based budgeting.
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16Haggerty, “Three Lectures,” p. 33.

EXHIBIT 8
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February 1977, p. 34.
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The OST funds were allocated among the business objectives using each objective’s long-term
opportunities, momentum, and priorities as decision criteria. TI felt that the continual review
of objectives, strategies, and tactics kept the OST System up-to-date as a strategic map of the
firm’s long-term goals and expectations.

Decision package ranking involved several steps. Tactics, as did objectives and strategies,
had to be adjusted for any environmental change or directional change in the company’s long-
term focus. New TAPs had to be generated to fill in any gaps that may have been discovered
leading to the desired long-term goals. These TAPs then were ordered into decision packages.
“A decision package is so called because it contains all the resources necessary to implement
the innovation.”16 The strategy manager then rank ordered these packages by importance. A
cutoff line was drawn based on the amount of funds made available to the business objectives
and individual strategies. Those packages falling above the line received funding while those
falling below were put into a “creative backlog.” (See Exhibit 8.)

The creative backlog was composed of decision packages which could be funded when addi-
tional funds became available or through a direct decision package funding from the corporate
level. A small percentage of the OST funds (once cited as being 10 percent) were retained at the
corporate level for this purpose and for new opportunities which might arise over time.

The entire procedure was repeated at the objective level in order to adjust the allocation of
funds among the objective’s strategies. In the same manner as with tactical decision packages,
the managers responsible for strategic decision packages had the opportunity to request an-
other review in order to receive special funding in one case that they fell below one cutoff line
and were of special potential. TI felt that this allowed them to undertake new ventures which
could normally not have been considered.

Operating Funds

Funds allocated to the operating budget were distributed among projects and departments by
means of a technique called zero-based budgeting (ZBB). A company using ZBB requires of
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each division or section an annual report which justifies their budgeting requirements for the
year. ZBB can be compared to the traditional budgeting approach, which is incremental in na-
ture. The traditional approach seeks to identify planned changes from the previous year’s
expenditure level and then simply adds the additional funds necessary to the previous year’s
budget. In contrast, managers using ZBB must start from scratch each year in identifying the
funds necessary for the smooth operation of the business unit and then must justify this need.
TI believed that, while the process required a great deal of effort to implement, it fulfilled the
purpose of an increased managerial involvement in the budgeting process. They also felt that
it gave visibility to the use and need of funds in an operating unit and, therefore, resulted in
increased efficiency in the resource allocation process.

Timing of Planning Cycle

TI followed what they called a “four-loop planning system” in order to explain the time base of
the planning cycle and for organizing activities within the corporation. (See Exhibit 9.)17 Mr.
L. M. Rice, group vice president at TI, offered an explanation of this system:

The first loop is long-range planning. Its focal point is our annual Strategic Planning Con-
ference, where we concentrate on where we are going over the next 10 years. In addition to
setting measurable quantitative goals, this planning emphasizes projections of markets and
products and the technology advances required to impact those areas.

The second loop is intermediate-range planning. In planning facilities, manufacturing equip-
ment, products, and cost reduction, one year is too short, and 10 years is too long. The intermedi-
ate loop fills the gap by concentrating on the current year plus three years ahead. Authorizations

17Rice, “Texas Instruments Management Philosophies,” p. 13.

EXHIBIT 9
Four-Loop

Planning System

Source: L. M. Rice Jr.,
“Texas Instruments
Management Philosophies
and Growth Experience,”
remarks to Instituto
Panamericano de Alta
Direccion de Empresa,
Mexico, Texas Instruments,
Inc., May 1980, p. 13.
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for new products, personnel additions, and capital expenditures are based on the intermediate-
loop plan. In this second loop, the current year plus one is critical because it ties strategic,
intermediate, and rolling planning together.

The third loop is the “rolling plan,” a quarterly update of the current year and the coming year.
Rolling plans are our prime mechanism for operating in near real time, with quick response to
changing business conditions.

The fourth loop is the four-month forecast cycle. This is a monthly operational planning effort
that originates at the profit center level and consolidates to the corporate level. It constitutes TI’s
real-time error detection and control mechanism for near-term profitability.

For each of these loops, financial models and plans are used to forecast and measure perfor-
mance. The models and plans are supported by computerized management systems to handle the
data in as close to real time as possible. With these computerized systems, both the immediate
and long-term impact of changes may be quickly evaluated and actions taken as required.18

The Reporting System

The Reporting System at TI separated operating expenses from strategic expenses on the in-
come statement as illustrated in Exhibit 10.

Managers assumed responsibility for these differing expenses depending on their role in the
organization, that is, on whether they were strategy managers, operating managers (e.g., PCC
manager), or both.

Progress was reviewed at successively higher levels in the organization in both modes. Ac-
countability passed from the TAP to strategy to objective level in the strategic mode and from
the PCC to division to group level in the operating mode. Monthly status reports of each TAP
were distributed at all levels of the OST System, which allowed for a quick appraisal of a TAP’s
progress relative to several criteria (i.e., budget, scheduling, personnel, facilities).

Managers increasingly tended to assume both responsibilities as they moved up in the or-
ganization. It should also be noted that, in contrast to the operating expense, it was most often
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considered desirable to have spent the full amount of the budgeted strategic expense. To TI,
this indicated expenditures in terms of innovative programs.

A difficulty in implementing such a system arose in one definition of what constituted an
OST expense. TI attempted to resolve this problem by asking group managers to list those ex-
penses which they viewed as “discretionary.” Although the group managers were not in general
agreement concerning the matter, TI felt that the approach was valid as long as there was
some general consistency in terms of the definition used.

Incentive Compensation System

The two formal aspects of the overall incentive compensation system at TI were (1) the Key
Personnel Analysis (KPA) system and (2) a stock-option plan.

KPA19

The KPA System, by means of an annual comparative assessment of individual TIers, seeks to
identify those managers who have, by their performance, contributed most to the company. The
process of identifying those individuals begins at the bottom level of management with the im-
mediate supervisor. Individuals at this level are rank ordered on the basis of their relative con-
tribution to the firm. The ranks are then combined across the department.

This procedure is repeated at successive levels of the organization until the department
level is reached. At this point, the department manager identifies those people whom he judges
as having made equal contributions to the firm regardless of their specific function and job
level. These “equal” people are called “benchmark” people. The purpose of benchmarking is to
allow the various sets of rankings to be merged into a single departmental ranking. From here,
each individual is categorized into one of five comparative rating groups. Those in the top 20
percent group are then paired-compared in order to produce a new rank-ordering. These
“benchmarking” and “pair-compare” procedures are then repeated at the division and group
levels.

Bonuses are awarded to individual TIers in response to their contribution to the firm as re-
flected by the rankings. Up to 20 percent of the employees receive a bonus in addition to the
regular adjustment to their base salary. Even though the majority of bonuses are given to man-
agers at the upper management levels, the KPA System forces an examination of all levels.

Stock-Option Plan

TI’s second form of incentive compensation is its stock-option plan. Participants in the plan are
required to remain with the firm a certain number of years in order to be eligible. The award of
a certain number of shares of the firm’s stock is further tied to the attainment of a target EPS
figure per year.

Several other programs have been installed in an attempt to increase productivity at all lev-
els in the organization.

19This section is paraphrased from a speech given by Grant A. Dove at the London School of Business Studies, May 22, 1970.
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20“Texas Instruments Shows U.S. Business,” p. 82.
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Corporate 

Committees

Source: Charles H.
Phipps, “The OST
System,” Texas
Instruments, Inc., 1979,
p. 14.

Engineering
council

P&AE
committee

Corporate
development

Operating
committee

Business objectives

S
U

P
P

LY
E

R
P

C
O

N
S

S
E

R
V

C
B

O

E
C

B
O

M
M

B
O

E
E

O

C
E

B
O

G
E

B
O

P&AE

P&AE intracompany objectives

People effectiveness

Information systems and services

Liquidation

Manufacturing assets effectiveness

Facilities effectiveness

Material effectiveness

$

$

$ $

$P&AE
OST

Growth
OST “Idea

funds”

“Wild hare”
funds

Corporate marketing council
Corporate engineering council

Capital authorization committee
Corporate manufacturing council

2
5

%
P

&
A

E
7

5
%

P
ro

fi
ta

b
le

 g
ro

w
th

IDEA

TI attempts to recognize the fact that good ideas often come from those employees directly en-
gaged in the production of its products. A program dubbed “IDEA” has been introduced in an
attempt to draw out as many innovative ideas as possible. Grants up to $25,00020 are dis-
tributed to employees with promising ideas involving a product or process improvement. A
well-known result of this program is TI’s “Speak and Spell,” a talking, learning device for
teaching spelling.

Executive Retirement

Executives at TI are urged to retire at an early age, 55 years. The purpose of this policy is the
assurance of competent management succession. The retired officers have the opportunity to
use their skill and expertise in an advisory role, that of “Officer of the Board.” The early re-
tirement allows younger management more upward mobility, in that top positions are va-
cated earlier.

Operating Committee

The Operating Committee dealt with operational as well as strategic issues and defined the
OST budget for the forthcoming year. Two corporate-level committees allocated the OST
funds. The two committees were: (1) the Corporate Development Committee and (2) the Peo-
ple and Asset Effectiveness Committee. (See Exhibit 11.)

The Corporate Development Committee was responsible for external business analysis
and the initiation of new ventures which lay outside the current scope of business. In addi-
tion, it was in charge of a continual review of strategic activities.
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21“How Texas Instruments Turns Its People On,” BusinessWeek, September 29, 1973, p. 88.
22Rice, “Texas Instruments Management Philosophies,” p. 14.

The People and Asset Effectiveness Committee was responsible for reviewing potential pro-
ductivity improvements of the firm based on leveraging the effective utilization of the firm’s peo-
ple and assets. On the “people effectiveness” side,TI had policies, such as educational and train-
ing programs, promotion from within, electronic aids for the office, reward based on merit and
the posting of new job openings, the purpose of which was to motivate and involve the employ-
ees to give their utmost to the firm. Progress in this latter area was measured with an index of
“net sales billed/payroll plus benefits.” TI believed this program to be a success, and TI manage-
ment had been quoted as saying:

It is a whole bunch of things acting synergistically. It’s the attitudes, team improvement pro-
grams, the campus involvement, the open-door management policy, the nonstructural pecking
order. It’s the unified goal approach—with everyone looking at his own piece of that goal. . . .
[T]he key is flexibility. Two things people want in life. They want to achieve, and they want to be
loved. And if you provide an atmosphere where these things can occur with a minimum amount
of structure in the work flow, you are going to get what you want.21

TI believed in the intensive use of assets and remaining at the forefront of asset productiv-
ity by an aggressive asset renewal cycle. “Asset Effectiveness” was the second aspect of the Peo-
ple and Asset Effectiveness Program. Progress in this area was measured by means of a ratio
of “net income (after tax)/average assets.”22

Conclusion

Mr. Elmer had already called a meeting of his immediate subordinates, those who had been in-
volved in the review of the TI material, for later in that same week in order to reach some res-
olution as to whether HHE should adopt a similar system. A decision would involve complet-
ing their analysis of the OST System and assessing how well the system worked at TI. In
addition, an analysis of industry characteristics and/or corporate objectives and policies which
would be conducive to the success of such a system would be an important consideration in
reaching a decision.

Questions

1. Summarize the major features of Texas Instruments’ management systems. To what
extent, and how, are these systems mutually reinforcing?

2. How does Texas Instruments ensure that its operating managers appropriately allo-
cate their time between short term and long term?

3. Why do you believe the OST System worked so effectively for TI in the 70s? Why was
it not working effectively for the company in the mid-to-late 80s?

4. Would systems like these be appropriate in other organizations, such as Harvey-Hud-
son Electronics? What implementation problems would you foresee?
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Chapter

Service Organizations

Much of the discussion in the previous chapters referred, at least implicitly, to manufacturing
organizations—that is, to organizations that produce and market tangible goods. In this chap-
ter, we describe the management control process in service organizations—organizations that
produce and market intangible services. We first discuss the characteristics that distinguish
service organizations in general from manufacturing organizations. We then discuss the spe-
cial problems that arise in professional, financial service, health care, and nonprofit organi-
zations.

Service Organizations in General

In the 18th and the early part of the 19th century, the workforce in the United States was

predominantly in agriculture. After that, it was predominantly in manufacturing. Early in
the 20th century, employment in the service sector overtook employment in the manufactur-
ing sector. By 2005, service sector employment had grown to more than twice that of manu-
facturing. In this chapter we provide insights into management control systems for service
organizations.

Characteristics

For several reasons, management control in service industries is somewhat different from man-
agement control in manufacturing companies. Some factors that have an impact on most service
industries are discussed in this section. (Others, which are characteristics of particular service
industries, are discussed later.) These factors apply also to the management control of legal, re-
search and development, and other service departments in companies generally.

Absence of Inventory Buffer

Goods can be held in inventory, which is a buffer that dampens the impact on production ac-
tivity of fluctuations in sales volume. Services cannot be stored. The airplane seat, hotel room,

14
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hospital operating room, or the hours of lawyers, physicians, scientists, and other professionals
that are not used today are gone forever. Thus, although a manufacturing company can earn
revenue in the future from products that are on hand today, a service company cannot do so. It
must try to minimize its unused capacity.

Moreover, the costs of many service organizations are essentially fixed in the short run. In
the short run, a hotel cannot reduce its costs substantially by closing off some of its rooms. Ac-
counting firms, law firms, and other professional organizations are reluctant to lay off profes-
sional personnel in times of low sales volume because of the effect on morale and the costs of
rehiring and training.

A key variable in most service organizations, therefore, is the extent to which current ca-
pacity is matched with demand. Service organizations attempt this matching in two ways.
First, they try to stimulate demand in off-peak periods by marketing efforts and price con-
cessions. Cruise lines and resort hotels offer low rates in off seasons; airlines and hotels offer
low rates on weekends; public utilities offer low rates on slack periods during the day. Sec-
ond, if feasible, service organizations adjust the size of the workforce to the anticipated de-
mand by such measures as scheduling training activities in slack periods and compensating
for long hours in busy periods with time off later. The loss from unsold services is so impor-
tant that occupancy rates, “sold hours,” load factors, student enrollment, hospital admis-
sions, and similar indications of success in selling available services are normally key vari-
ables in service organizations.

Difficulty in Controlling Quality

A manufacturing company can inspect its products before they are shipped to the consumer,
and their quality can be measured visually or with instruments (tolerances, purity, weight,
color, and so on). A service company cannot judge product quality until the moment the service
is rendered, and then the judgments are often subjective. Restaurant management can exam-
ine the food in the kitchen, but customer satisfaction depends to a considerable extent on the
way it is served. The quality of education is so difficult to measure that few educational orga-
nizations have a formal quality control system.

Labor Intensive

Manufacturing companies add equipment and automate production lines, thereby replacing
labor and reducing costs. Most service companies are labor intensive and cannot do this. Hospi-
tals do add expensive equipment, but mostly to provide better treatment, and this increases
costs. A law firm expands by adding partners and new support personnel.

Multi-Unit Organizations

Some service organizations operate many units in various locations, each unit relatively small.
These organizations are fast-food restaurant chains, auto rental companies, gasoline service
stations, and many others. Some of the units are owned; others operate under a franchise. The
similarity of the separate units provides a common basis for analyzing budgets and evaluating
performance not available to the manufacturing company. The information for each unit can be
compared with systemwide or regional averages, and high performers and low performers can
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be identified. However, because units differ in the mix of services they provide, in the resources
that they use, and in other ways, care must be taken in making such comparisons.

Historical Development

Cost accounting started in manufacturing companies because of the need to value work-in-
process and finished goods inventories for financial statement purposes. These systems pro-
vided raw data that were easily adapted for use in setting selling prices and for other man-
agement purposes. Standard cost systems, separation of fixed and variable costs, and analysis
of variances were built on the foundation of cost accounting systems. Until a few decades ago,
most texts on cost accounting dealt only with practices in manufacturing companies.

Many service organizations (with the notable exception of railroads and other regulated in-
dustries) did not have a similar impetus to develop cost data.Their use of product cost and other
management accounting data is fairly recent—mostly since World War II. Nowadays, their man-
agement control systems are rapidly becoming as well developed as those in manufacturing
companies.

Professional Service Organizations

Research and development organizations, law firms, accounting firms, health care organiza-
tions, engineering firms, architectural firms, consulting firms, advertising agencies, symphony
and other arts organizations, and sports organizations (such as baseball teams) are examples
of organizations whose products are professional services.

Special Characteristics

Goals

As explained in Chapter 2, a dominant goal of a manufacturing company is to earn a satisfac-
tory profit, specifically a satisfactory return on assets employed. A professional organization
has relatively few tangible assets; its principal asset is the skill of its professional staff, which
doesn’t appear on its balance sheet. Return on assets employed, therefore, is essentially mean-
ingless in such organizations. Their financial goal is to provide adequate compensation to the
professionals.

In many organizations, a related goal is to increase their size. In part, this reflects the nat-
ural tendency to associate success with large size. In part, it reflects economies of scale in using
the efforts of a central personnel staff and units responsible for keeping the organization up-
to-date. Large public accounting firms need to have enough local offices to enable them to audit
clients who have facilities located throughout the world.

Professionals

Professional organizations are labor intensive, and the labor is of a special type. Many profes-
sionals prefer to work independently, rather than as part of a team. Professionals who are also
managers tend to work only part time on management activities; senior partners in an ac-
counting firm participate actively in audit engagements; senior partners in law firms have
clients. Education for most professions does not include education in management, but quite
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naturally stresses the skills of the profession, rather than management; for this and other rea-
sons, professionals tend to look down on managers. Professionals tend to give inadequate
weight to the financial implications of their decisions; they want to do the best job they can, re-
gardless of its cost. This attitude affects the attitude of support staffs and nonprofessionals in
the organization; it leads to inadequate cost control.

Output and Input Measurement

The output of a professional organization cannot be measured in physical terms, such as units,
tons, or gallons. We can measure the number of hours a lawyer spends on a case, but this is a
measure of input, not output. Output is the effectiveness of the lawyer’s work, and this is not
measured by the number of pages in a brief or the number of hours in the courtroom. We can
measure the number of patients a physician treats in a day, and even classify these visits by
type of complaint; but this is by no means equivalent to measuring the amount or quality of
service the physician has provided. At most, what is measured is the physician’s efficiency in
treating patients, which is of some use in identifying slackers and hard workers. Revenues
earned is one measure of output in some professional organizations, but these monetary
amounts, at most, relate to the quantity of services rendered, not to their quality (although
poor quality is reflected in reduced revenues in the long run).

Example. There are more than 1,300 articles and books dealing with research on student ratings
of teachers. They describe as many as 22 dimensions of teaching performance (e.g., “explains
clearly,” “uses class time well”) and 20 variables that affect the ratings (e.g., size of course, time of
day, gender, level of course). The best of these rating systems can identify very good teachers and
very poor teachers, but none do a satisfactory job of ranking the 70 or 80 percent of teachers who
are not at these extremes.1

Furthermore, the work done by many professionals is nonrepetitive. No two consulting jobs
or research and development projects are quite the same.This makes it difficult to plan the time
required for a task, to set reasonable standards for task performance, and to judge how satisfac-
tory the performance was. Some tasks are essentially repetitive: the drafting of simple wills,
deeds, sales contracts, and similar documents; the taking of a physical inventory by an auditor;
and certain medical and surgical procedures. The development of standards for such tasks may
be worthwhile, although in using these standards, unusual circumstances that affect a specific
job must be taken into account.

Some professionals, notably scientists, engineers, and professors, are reluctant to keep track
of how they spend their time, and this complicates the task of measuring performance. This re-
luctance seems to have its roots in tradition; usually, it can be overcome if senior management
is willing to put appropriate emphasis on the necessity of accurate time reporting. Neverthe-
less, difficult problems arise in deciding how time should be charged to clients. If the normal
work week is 40 hours, should a job be charged for 1/40th of a week’s compensation for each
hour spent on it? If so, how should work done on evenings and weekends be counted? (Profes-

1Based on William E. Cashin, “Reliability, Validity, and Generalizability of Student Ratings of Instruction,” IDEA Paper no.

20, Center for Faculty Evaluation and Development, Kansas State University, September 1988.
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sionals are “exempt” employees—that is, they are not subject to government requirements for
overtime payments.) How to account for time spent reading literature, going to meetings, and
otherwise keeping up-to-date?

Small Size

With a few exceptions, such as some law firms and accounting firms, professional organizations
are relatively small and operate at a single location. Senior management in such organizations
can personally observe what is going on and personally motivate employees. Thus, there is less
need for a sophisticated management control system, with profit centers and formal perfor-
mance reports. Nevertheless, even a small organization needs a budget, a regular comparison
of performance against budget, and a way of relating compensation to performance.

Marketing

In a manufacturing company there is a clear dividing line between marketing activities and
production activities; only senior management is concerned with both. Such a clean separation
does not exist in most professional organizations. In some, such as law, medicine, and account-
ing, the profession’s ethical code limits the amount and character of overt marketing efforts by
professionals (although these restrictions have been relaxed in recent years). Marketing is an
essential activity in almost all organizations, however. If it can’t be conducted openly, it takes
the form of personal contacts, speeches, articles, conversations on the golf course, and so on.
These marketing activities are conducted by professionals, usually by professionals who spend
much of their time in production work—that is, working for clients.

In this situation, it is difficult to assign appropriate credit to the person responsible for “sell-
ing” a new customer. In a consulting firm, for example, a new engagement may result from a
conversation between a member of the firm and an acquaintance in a company, or from the rep-
utation of one of the firm’s professionals as an outgrowth of speeches or articles. Moreover, the
professional who is responsible for obtaining the engagement may not be personally involved
in carrying it out. Until fairly recently, these marketing contributions were rewarded subjec-

tively—that is, they were taken into account in promotion and compensation decisions. Some
organizations now give explicit credit, perhaps as a percentage of the project’s revenue, if the

person who “sold” the project can be identified.

Management Control Systems

Pricing

The selling price of work is set in a traditional way in many professional firms. If the profession
is one in which members are accustomed to keeping track of their time, fees generally are re-
lated to professional time spent on the engagement.The hourly billing rate typically is based on
the compensation of the grade of the professional (rather than the compensation of the specific
person), plus a loading for overhead costs and profit. In other professions, such as investment
banking, the fee typically is based on the monetary size of the security issue. In still others, there
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is a fixed price for the project. Prices vary widely among professions; they are relatively low for
research scientists and relatively high for accountants and physicians.

In manufacturing companies, the profit component of the selling price is normally set so as
to obtain, on average, a satisfactory return on assets employed. As noted earlier, the principal
“asset” of a professional organization is the skill of its professionals, which is not measurable.
Actually, the total value of the whole organization is greater than the sum of what the value of
the individuals would be if they worked separately. This is because the firm already has in-
curred the cost of acquiring and training these individuals, has organized them according to
their personality “fit” and other considerations, and has developed policies and procedures for
ensuring that the work is done efficiently and effectively. In this manner, the firm accepts re-
sponsibility for producing a satisfactory product, including the risk of loss if the work is not
well done, and it absorbs the cost of personnel who are not working on revenue-producing
work. These considerations implicitly affect the size of the “profit” component that is included
in the fee.

Profit Centers and Transfer Pricing

Support units, such as maintenance, information processing, transportation, telecommunica-
tion, printing, and procurement of material and services, charge consuming units for their ser-
vices. The principles for transfer pricing are those described in Chapter 6.

Strategic Planning and Budgeting

In general, formal strategic planning systems are not as well developed in professional organi-
zations as in manufacturing companies of similar size. Part of the explanation is that profes-
sional organizations have no great need for such systems. In manufacturing companies, many
program decisions involve commitments to procure plant and equipment; they have a pre-
dictable effect on both capacity and costs for several future years, and, once made, they are es-
sentially irreversible. In a professional organization, the principal assets are people; although
the organization tries to avoid short-run fluctuations in personnel levels, changes in the size

and composition of the staff are easier to make and are more easily reversed than changes in
the capacity of a physical plant. The strategic plan of a professional organization typically con-

sists primarily of a long-range staffing plan, rather than a full-blown plan for all aspects of the
firm’s operation.

The budgeting process in professional organizations is similar to that described in Chapter
9.

Control of Operations

Much attention is, or should be, given to scheduling the time of professionals. The billed time

ratio, which is the ratio of hours billed to total professional hours available, is watched closely.
If, to use otherwise idle time or for marketing or public service reasons, some engagements are
billed at lower than normal rates, the resulting price variance warrants close attention.

The inability to set standards for task performance, the desirability of carrying out work by
teams, the consequent problems of managing a matrix organization, and the behavioral char-
acteristics of professionals all complicate the planning and control of the day-to-day operations
in a professional organization. When the work is done by project teams, control is focused on
projects. A written plan for each project is needed, and timely reports should be prepared that



622 Part Three Variations in Management Control

compare actual performance with planned performance in terms of cost, schedule, and quality,
as described in Chapter 16.

Performance Measurement and Appraisal

As noted earlier in regard to teachers, at the extremes the performance of professionals is easy
to judge. Appraisal of the large percentage of professionals who are within the extremes is
much more difficult. For some professions, objective measures of performance are sometimes
available: The recommendations of an investment analyst can be compared with actual mar-
ket behavior of the securities; the accuracy of a surgeon’s diagnosis can be verified by an ex-
amination of the tissue that was removed; and the doctors’ skill can be measured by the suc-
cess ratio of operations. These measures are, of course, subject to appropriate qualifications,
and in most circumstances the assessment of performance is finally a matter of human judg-
ment by superiors, peers, self, subordinates, and clients.

Judgments made by superiors are the most common. For these, professional organizations in-
creasingly use formal systems to collect performance appraisals as a basis for personnel deci-
sions and for discussion with the professional. Some systems require numerical ratings of spec-
ified attributes of performance and provide for a weighted average of these ratings.
Compensation may be tied, in part, to these numerical ratings. In a matrix organization, both the
project leader and the head of the functional unit that is the professional’s organizational “home”
judge performance.

Appraisals by a professional’s peers, or by subordinates, are sometimes part of a formal con-
trol system. In some organizations, individuals may be asked to make a self-appraisal. Ex-
pressions of satisfaction or dissatisfaction from clients are also an important basis for judging
performance, although such expressions may not always be readily forthcoming.

Example. One firm that sells investment advice to institutional clients keeps a record of letters
of commendation and criticism received from its clients, classifies these according to the analysts
who made the relevant criticisms or recommendations, and uses this information as part of its
performance evaluation system.

The budget can be used as the basis for measuring cost performance, and the actual time
taken can be compared with the planned time. Budgeting and control of discretionary expenses
are as important in a professional firm as in a manufacturing company. Such financial mea-
sures are relatively unimportant in assessing a professional’s contribution to the firm’s prof-
itability, however. The professional’s major contribution is related to quantity and above all
quality of work, and its appraisal must be largely subjective. Furthermore, the appraisal must
be made currently; it cannot wait until one learns whether a new building is well designed, a
new control system actually works well, or a bond indenture has a flaw.

In some professions, internal audit procedures are used to control quality. In many account-
ing firms, the report of an audit is reviewed by a partner other than the one who is responsible
for it, and the work of the whole firm is “peer reviewed” by another firm. The proposed design
of a building may be reviewed by architects who are not actively involved in the project.
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Financial Service Organizations

Financial service organizations include commercial bank and thrift institutions, insurance com-
panies, and securities firms. These companies are in business primarily to manage money. Some
act as intermediaries; that is, they obtain money from depositors and lend it to individuals or
companies. Others act as risk shifters; they obtain money in the form of premiums, invest these
premiums, and accept the risk of the occurrence of specific events, such as death or damages to
property. Still others are traders; they buy and sell securities, either for their own account or for
customers.

The Financial Services Sector

Several general observations can be made about the financial services sector. First, in 2005, fi-
nancial services firms accounted for more than $400 billion, or about 5 percent, of the gross do-
mestic product, but their importance in the overall performance of the economy is considerably
greater than this percentage indicates. The financial services sector constitutes an important
backbone to the U.S. and world economies.

Second, 30 years ago, commercial banking, investment banking, retail brokerage, and insur-
ance existed as distinct and separate industries; firms specialized in a single industry and tended
to compete in a single country. Nothing could be further from the truth today. Deregulation (e.g.,
the weakening of the Glass-Steagall Act) has blurred industry and geographic boundaries.
Financial services firms not only operate in multiple segments (investment banking, brokerage,
etc.) but also are global in scope. In the 1990s several megamergers led to the consolidation of the
financial services industry (examples: merger of Citicorp and Travellers; UBS’s acquisition of
Paine Webber; Morgan Stanley’s acquisition of Dean Witter; Deutsche Bank’s acquisition of
BankersTrust).Blurring of industry boundaries,globalization,and consolidation of financial ser-
vices firms will accelerate in the 21st century.

Third, financial services firms have used the information technology revolution to innovate
new products and discover new methods of trading. For instance, the Charles Schwab Corpo-
ration introduced TeleBroker (an automated telephone touchpad order entry system), Voice-
Broker (an automated voice recognition quote system), and e.Schwab (Internet-based broker-
age service). New entrants such as E*Trade and Ameritrade were able to dramatically lower
brokerage commissions through Web-based trading. In 2002, more than 35 percent of all stock
trades by individuals were done via the Internet; yet, six years earlier, this segment did not
exist.

Fourth, the need for controls in the financial services sector has become paramount. The
Asian financial crisis during the second half of the 1990s was, in part, the result of inadequate
controls in banks in Thailand, Indonesia, Japan, and other Asian countries which in turn al-
lowed the banks to make highly risky and bad loans. The most notable failure among financial
services firms was the collapse of Barings, Britain’s oldest merchant bank, in 1995. Deficient
control partly contributed to Barings’ debacle.2

Fifth, during the 1990s, new forms of financial instruments (such as derivatives) designed by
financial service firms sometimes resulted in millions of dollars of losses for their clients. In De-

2Thomas Sheridan, “The Barings Debacle,” Management Accounting, May 1995, pp. 6–7.
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cember 1994 Orange County in California lost $1.7 billion in leveraged interest-rate products.
In April 1994 Procter & Gamble sued Bankers Trust because of its loss of more than $100 mil-
lion on interest-rate swaps designed by Bankers Trust. In July 1994 Glaxo incurred losses of
$180 million on derivatives and asset-based bonds.3

Finally, the corporate scandals during 2002 have created a huge push for investment banks
to spin off their research departments. It is argued that under the current system, the interests
of the investment bankers, not those of investors, drive the results of research. Research ana-
lysts are tainted by the potential for a conflict of interest because the companies that they cover
also buy high-fee investment banking services from the analysts’ employers. The arguments
for spin off are many: (a) This separation will ensure objective research data. (b) At present,
cost of research is being subsidized by investment banks; if investors have to pay for it, they
will demand higher-quality research. (c) Investor confidence will improve if they are convinced
that research is unbiased. On the other hand, several arguments are offered against such a
spin off: (a) The cost of research will go up if they are set up as separate firms; (b) the best re-
search analysts will join investment banks due to the higher pay scales, thereby leaving inde-
pendent research firms with lower caliber employees; and (c) to keep costs down, research de-
partments may issue short reports instead of a rich, detailed analysis of stocks as is the current
practice.4

Example. During 2002, there were investigations into the research work of Salomon Smith
Barney investment bank, a unit of Citigroup. On October 30, 2002, the Citigroup, on a volun-
tary basis, spun off its research analysts from investment banking.5

Special Characteristics

While the general principles and concepts of management control systems apply, they need to
be adapted to the following special characteristics of the financial services industry.

Monetary Assets

Most of the assets of financial service firms are monetary. The current value of monetary assets
is much more easily measured than the value of plant and other physical assets, or patents and
other intangible assets. Currency is the extreme example of a fungible commodity. At any time,
dollars held by all companies have the same value; each dollar is worth a dollar, valued at both
its face amount and its purchasing power. Its purchasing power changes with time, but at any
given future time, all dollars have equal value. This means that everyone’s dollar has the same
quality at any given moment. In the financial services industry, quality refers to the quality of
services rendered and to the quality of financial instruments other than money; there is no
need for quality control safeguards for money.

Financial assets also can be transferred from one owner to another easily and quickly. In an
electronic funds transfer, money moves almost instantaneously. In other transactions, it moves
in a few days at most. Its portability is tempting to thieves and forgers. For this reason, firms

3“Corporate Risk Management: A New Nightmare in the Boardroom,” The Economist, February 10, 1996, pp. 3–22.
4“The Research Conundrum,” BusinessWeek, October 21, 2002, pp. 120–22.
5“Rewriting the Rule Book at Citi,” BusinessWeek, November 11, 2002, p. 36.
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that handle financial assets, especially money, must take strong measures to protect them.
These involve not only physical measures to safeguard currency and documents, but also mea-
sures designed to maintain the integrity of the system for transferring money from one party to
another.

Time Period for Transactions

The ultimate financial success or failure of a bond issue, a mortgage loan to an individual, or a
life insurance policy may not be known for 30 years or more. During this period, the soundness
of the loan or policy may change, and the purchasing power of money will certainly change.
This means that the ultimate performance of those involved in authorizing and structuring the
loan, or in selling and pricing the insurance policy, cannot be measured at the time the initial
decision is made. It also means that control requires that there be a means of continued sur-
veillance of the soundness of the transaction during its life, including periodic audits of all out-
standing loans. (Failure to identify “troubled loans” at an early stage is one important reason
for the rash of failures of banks and thrift institutions.)

At the other extreme, some transactions are completed quickly. Many trades are made on the
basis of information that the trader has acquired in the previous few minutes, or even seconds.
For currency transactions and for listed securities, new information may become available al-
most instantaneously in markets throughout the world. Traders either buy or sell securities on
the basis of the information they have. If they buy securities, future changes in prices will
change the value of the securities held. Therefore, there is a need for a system to report securi-
ties held and to assess the risk to the organization if prices move against the trader’s securities.
This means that the firm must have an accurate, prompt system for obtaining this information,
for summarizing it, for estimating the risk of the securities held (if applicable), and for making
this information available to traders; a computer model (“expert system”) evaluates the infor-
mation and in some cases acts without human intervention.

Risk and Reward

Many financial services firms are in the business of accepting risks in return for rewards. Most
business decisions involve a trade-off between risks and rewards. The greater the risk, the

greater should be the anticipated reward. In financial services firms, this trade-off is more ex-
plicit than in business investments such as those involving the purchase of a machine or the
introduction of a new product. Interest rates on loans and premiums on insurance policies are
based on assumptions about risk that may, or may not, turn out to be accurate.

Technology

Technology has revolutionized the financial services industry. Financial service firms have
used information technology as a way to offer innovative services. Automated teller machines
of banks are just one example. Insurance and mutual funds have developed electronic market-
places. Financial service firms, via their Web site on the Internet, market their products elec-

tronically to consumers. Investment banks, using concepts from quantum physics and
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high-level mathematics formulas, have designed new forms of financial instruments. Banks
have become “virtual” by offering cyber-payment systems. Online brokerage services are a fast-
growing segment.6

Health Care Organizations

Health care organizations consist of hospitals, clinics, and similar physicians’ organizations;
health maintenance organizations; retirement and nursing homes; home care organizations;
and medical laboratories, among others. They constitute the largest industry in the United
States: 14 percent of the gross national product, which is about the same percentage as the
total of all durable goods manufacturers.7 Although they have most of the characteristics of
nonprofit organizations, which are discussed in the next section, many of them are profit-ori-
ented companies.

Special Characteristics

Difficult Social Problem

Society is gradually coming to grips with the fact that the present health care delivery system
is unworkable. Although physicians are bound by the Hippocratic oath to provide adequate
health care to their patients, the system cannot do this. On the one hand, the cost per treat-
ment is inevitably increasing with the development of new equipment and new drugs; hospi-
tal expenses increased from $28 billion in 1970 to more than $400 billion by 2005. (Contrast
this trend with the typical experience of manufacturing companies, in which new equipment
usually reduces unit costs.) On the other hand, the number of ill persons is increasing because
medical advances prolong the lives of elderly people, who are the most likely to require treat-
ment. Society cannot pay for the predictable increases if the present rate of increase in cost
continues much longer. Health care providers are aware of this problem, but they don’t know
how society, especially the Congress, will deal with it. It is clear, however, that health care de-

livery will change drastically. Health care organizations must be alert to these changes.

Change in Mix of Providers

Within the overall increase in health care cost, significant changes have occurred in the way in
which health care is delivered and, hence, in the viability of certain types of providers. Many ser-
vices that traditionally were provided in hospitals on an inpatient basis are now provided in out-
patient clinics or in patients’ homes. Entrepreneurs have entered the industry to provide these
new services. There also has been a shift from small local hospitals to larger regional or medical
center hospitals. The number of hospital beds decreased by more than 30 percent from 1970 to
2003. To remain viable, hospitals must have the flexibility to adapt to these changes, either by

6“Technology in Finance,” The Economist, October 26, 1996, pp. 3–22.
7Data in this section are taken from the following tables in the Statistical Abstract of the United States, 2002: No. 136

(overall expenditures); No. 166 (hospitals); and No. 629 (employment). For more detailed data, see the following annual

publications: U.S. National Center for Health Statistics, Health, United States; U.S. Health Care Financing Administration,

Health Care Financing Review; American Hospital Association, Hospital Statistics.
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providing more outpatient services themselves or by eliminating inpatient services that are no
longer profitable.

Third-Party Payers

Of the more than $900 billion total expenditures for health care in 2005, 43 percent were fi-
nanced by the government, 35 percent by insurance companies, and only 22 percent by individ-
ual patients.The largest government program is Medicare, a federal program that provides sup-
port for persons age 65 and up and for younger persons with certain disabilities. The Medicaid
program pays for services provided to low-income people; it is financed by the states within gen-
eral guidelines set by the federal government.

Until 1983, Medicare reimbursed on the basis of “reasonable” costs incurred, which gave health
care providers little incentive to control costs. Currently, Medicare reimburses hospitals on the
basis of Diagnostic Related Groups (DRGs). Medical and surgical procedures are classified into
one of about 500 DRGs, each DRG is priced annually at a set dollar amount, and hospitals are re-
imbursed for these amounts, regardless of the actual length of stay or the actual costs incurred for
individual patients. Other third-party payers have moved toward a similar system of reimburse-
ment.

The DRG system, and the increase in hospital costs per patient, has motivated hospitals to in-
stall sophisticated cost accounting systems, usually systems that they purchase from an outside
computer software organization and then adapt to their own needs. Some hospitals provide in-
formation processing services to other hospitals on a contract basis.These systems provide infor-
mation on individual patients (similar to job-cost systems in automobile repair shops), and they
report actual costs compared with standard costs for each DRG; costs are classified by depart-
ments and even by attending physicians within departments.

This information is in addition to information traditionally collected in hospitals; it focuses
on outputs (patient care), as well as on inputs (cost per laboratory test).

Increasingly, health maintenance organizations (HMOs) reimburse physicians, hospitals,
and other providers. They contract with companies to provide medical services to employees at
a fixed cost per person covered. In turn, the HMO contracts with hospitals and other providers,
in some cases at a specified amount per DRG. The HMO therefore has the difficult task of con-
trolling its payments so that they do not exceed the fees earned, but nevertheless seeing to it
that adequate health care is provided.

Professionals

In 2005, the health care industry employed more than 3 million professionals (physicians, den-
tists, registered nurses, and therapists), which was more than any other industry except edu-
cation. The management control implications of professionals are the same as those discussed
in the preceding section. Their primary loyalty is to the profession, rather than to the organi-
zation. Departmental managers typically are professionals whose management function is
only part time; the chief of surgery still performs surgery. Historically, physicians have tended
to give relatively little emphasis to cost control. In particular, there has been an impression
that they prescribe more than the optimum number of tests, partly because of the danger of
malpractice suits if they don’t detect all the patient’s symptoms.
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Importance of Quality Control

The health care industry deals with human lives, so the quality of the service it provides is of
paramount importance. There are tissue reviews of surgical procedures, peer review of indi-
vidual physicians, and outside review agencies mandated by the federal government.

Management Control Process

Subject to the characteristics just described the management control process in the health care
industry is similar to that described in Chapters 8 through 12. Because of the shift in the prod-
uct mix and because of the increase in the quantity and cost of new equipment, the strategic
planning process in hospitals is important. The annual budget preparation process is conven-
tional. Huge quantities of information are available quickly for the control of operating activi-
ties. Financial performance is analyzed by comparing actual revenues and expenses with bud-
gets, identifying important variances, and taking appropriate actions on them.

Nonprofit Organizations

A nonprofit organization, as defined by law, is an organization that cannot distribute assets or in-
come to, or for the benefit of, its members, officers, or directors. The organization can, of course,
compensate its employees, including officers and members, for services rendered and for goods
supplied.This definition does not prohibit an organization from earning a profit; it prohibits only
the distribution of profits. A nonprofit organization needs to earn a modest profit, on average, to
provide funds for working capital and for possible “rainy days.”

Nonprofit organizations that meet the criteria of Section 501(c) of the Internal Revenue
Code are exempt from income taxes (except for their “unrelated business income”); more than
1.2 million organizations satisfy these criteria in the United States. If they are religious, char-
itable, or educational organizations as defined in Section 501(c)(3) of the code, contributions
made to them are tax deductible by the contributor; they are called “501(c)(3) organizations.”
Many such organizations are exempt from property taxes and from certain types of sales
taxes.

In many industry groups, there are both nonprofit and profit-oriented (i.e., business) orga-
nizations. There are nonprofit and for-profit hospitals, nonprofit and for-profit (“proprietary”)
schools and colleges, and even for-profit religious organizations. SRI International is a non-
profit research organization that competes with Arthur D. Little, Inc., a for-profit research or-
ganization.

Special Characteristics

Absence of the Profit Measure

A dominant goal of most businesses is to earn a satisfactory profit; net income measures per-
formance toward this goal. No such measure of performance exists in nonprofit organizations.
Many of them have several goals, and an organization’s effectiveness in attaining its goals
rarely can be measured by quantitative amounts. The absence of a satisfactory, quantitative,
overall measure of performance is the most serious management control problem in a nonprofit
organization.
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The income statement is the most useful financial statement in a nonprofit organization, just
as it is in a business. The net income number is interpreted differently in the two types of orga-
nizations, however. In a business, as a general rule, the larger the income, the better the perfor-
mance. In a nonprofit organization, net income should average only a small amount above zero.
A large net income signals that the organization is not providing the services that those who sup-
plied resources had a right to expect; a string of net losses will lead to bankruptcy, just as in a
business.Although financial performance is not the dominant goal in a nonprofit organization, it
is a necessary goal because the organization cannot survive if its revenues on average are less
than its expenses.

Contributed Capital

There is only one major difference between the accounting transactions in a business and those
in a nonprofit organization; it relates to the equity section of the balance sheet.A business corpo-
ration has transactions with its shareholders—issuance of stock and the payment of dividends—
that a nonprofit organization doesn’t have.A nonprofit organization receives contributed capital,
which few businesses have. (In both businesses and nonprofit organizations, equity is increased
by earning income.)

There are two principal categories of contributed capital: plant and endowment. Plant in-
cludes contributions of buildings and equipment, or contributions of funds to acquire these as-
sets; works of art; and other museum objects. Endowment consists of gifts whose donors intend
that the principal amount will remain intact indefinitely (or at least for many years); only the
income on this principal will be used to finance current operations.

The receipt (or pledge) of a contributed capital asset is not revenue—that is, neither contribu-
tions of plant nor of endowment are available to finance the operating activities of the period in
which the contribution is received. Endowment assets must be kept separate from operating as-
sets.This is a legal requirement for a “true” endowment, and it is sound policy for a “board-desig-
nated” endowment—that is, funds that the trustees have decided to treat as endowment, even
though there is no legal requirement that they do so. It follows that capital contributions should
be reported separately from operating contributions, that is, from revenues from annual fund dri-
ves, grants, and other gifts intended to finance current operations.

Thus, a nonprofit organization has two sets of financial statements. One set relates to oper-
ating activities; it includes an operating statement, a balance sheet, and a statement of cash
flows that are the same as those found in business. The second set relates to contributed capi-
tal; it has a statement of inflows and outflows of contributed capital during a period and a bal-
ance sheet that reports contributed capital assets and the related liabilities and equity. Inflows
of contributed capital are capital contributions received in the period and gains on the en-
dowment portfolio; outflows are the endowment income that is reported as operating revenue,

losses on the endowment portfolio, and write-offs of plant.

Fund Accounting

Many nonprofit organizations use an accounting system that is called “fund accounting.” Ac-
counts are kept separately for several funds, each of which is self-balancing (i.e., the sum of the
debit balances equals the sum of the credit balances). Most organizations have (1) a general

fund or operating fund, which corresponds closely to the set of operating accounts mentioned
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above; (2) a plant fund and an endowment fund, which account for the contributed capital as-
sets and equities mentioned earlier; and (3) a variety of other funds for special purposes. Some
of these other funds, such as the pension fund, are also found in business, although in business
they are reported in the notes to the financial statements, rather than in the financial state-
ments themselves. Others are useful for internal control purposes. For management control
purposes, the primary focus is on the general fund.

Governance

Nonprofit organizations are governed by boards of trustees. Trustees usually are not paid, and
many of them are unfamiliar with business management. Therefore, they generally exercise
less control than the directors of a business corporation. Moreover, because performance is
more difficult to measure in a nonprofit organization than in a business, the board is less able
to identify actual or incipient problems.

The need for a strong governing board in a nonprofit organization is greater than in a busi-
ness because the vigilance of the governing board may be the only effective way of detecting
when the nonprofit is in difficulty. In a profit-oriented organization, a decrease in profits sig-
nals this danger automatically.

Management Control Systems

Product Pricing

Many nonprofit organizations give inadequate attention to their pricing policies. Pricing of ser-
vices at their full cost is desirable.

A “full-cost” price is the sum of direct costs, indirect costs, and, perhaps, a small allowance for
increasing the organization’s equity. This principle applies to services that are directly related
to the organization’s objectives. Pricing for peripheral activities should be market-based. Thus,
a nonprofit hospital should price its health care services at full cost, but prices in its gift shop
should be market based.

In general, the smaller and more specific the unit of service that is priced, the better the
basis for decisions about the allocation of resources. For example, a comprehensive daily rate
for hospital care, which was common practice a few decades ago, masks the revenues for the
mix of services actually provided. Beyond a certain point, of course, the cost of the paperwork
associated with pricing units of service outweighs the benefits.

As a general rule, management control is facilitated when prices are established prior to the
performance of the service. If an organization is able to recover its incurred costs, management is
not motivated to worry about cost control.

Strategic Planning and Budget Preparation

In nonprofit organizations that must decide how best to allocate limited resources to worth-
while activities, strategic planning is a more important and more time-consuming process than
in the typical business. The process is similar to that described in Chapter 8, except that the
absence of a profit measure makes program decisions more subjective.

The budget preparation process is similar to that described in Chapter 9. Colleges and uni-
versities, welfare organizations, and organizations in certain other nonprofit industries know,
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before the budget year begins, the approximate amount of their revenues. They do not have the
option of increasing revenues during the year by increasing their marketing efforts. They bud-
get expenses so the organization will at least break even at the estimated amount of revenue.
They require that managers of responsibility centers limit spending close to the budget
amounts. The budget is, therefore, the most important management control tool, at least with
respect to financial activities.

Operation and Evaluation

In most nonprofit organizations, there is no way of knowing what the optimum operating costs
are. Responsibility center managers, therefore, tend to spend whatever is allowed in the bud-
get, even though the budgeted amount may be higher than is necessary. Conversely, they may
refrain from making expenditures that have an excellent payoff simply because the expendi-
ture was not included in the budget.

Although nonprofit organizations have had a reputation for operating inefficiently, this
perception has been changing for good reasons. Many organizations have had increasing dif-
ficulty in raising funds, especially from government resources. This has led to belt-tighten-
ing and to increased attention to management control. As mentioned above, the most dra-
matic change has been in hospital costs, with the introduction of reimbursement on the
basis of standard prices for diagnostic-related groups.

Summary

Management control in service organizations is different from that in manufacturing organi-
zations, primarily because of the absence of an inventory buffer between production and sales,
because of the difficulty of measuring quality, and because service organizations are labor in-
tensive. Professional organizations do not have the dominant goal of return on assets em-
ployed; professionals’ behavioral characteristics do not include attention to costs, output mea-
surements are subjective, and there is no clear line between marketing and production
activities. Performance appraisal may be achieved by peer reviews; in any case it tends to be
subjective. Financial services organizations differ in two fundamental respects from industrial
companies. First, their “raw material” is money. At any given time, the value of each unit of
money in inventory is the same for all organizations, negating any need for control in this area;
however, the cost of using money obtained from various sources varies considerably. Second,
the profitability of many transactions cannot be measured until years after the commitment
has been made, necessitating continual periodic audits. In particular, the financial services
company is profitable only if the future revenues obtained from current loans, investments,
and insurance premiums exceed the cost of the funds associated with these revenues (which is
analogous to cost of sales in a manufacturing company) by an amount that is sufficient to cover
operating expenses and losses. Health care organizations have tried to use the DRG system to
standardize costs; they, and society, must face the fact that the current control and delivery
system is unworkable. Nonprofit organizations lack the advantages for control that the profit
measure provides; they must account for contributed capital, a category that rarely occurs in a
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business. Expenditure decisions are subjective for nonprofits; nevertheless, they have suc-
ceeded in becoming more efficient in response to shrinking sources of funds.

In spite of these differences, the essentials of the management control systems in service or-
ganizations are the same as those described in the earlier chapters of this text.
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Case 14-1

O’Reilley Associates
In 1990 O’Reilley Associates was one of the largest advertising agencies in the United States.
Billings for the ad industry were over $260 billion on a worldwide basis that year, compared to
$125 billion in 1984. The 20 largest firms accounted for nearly 35 percent of worldwide billings
in 1990. Fourteen of these were independent agency networks and six were advertising groups
(firms with more than one agency network). Most of the firms were based in the United States
or United Kingdom. The proliferation of extensive advertising groups grew out of increased de-
mand for services around the world as clients entered global markets.

Companies of all sizes retained advertising agencies to create and execute marketing plans,
advertising strategies, and campaigns. The agencies ranged from those that provided only tra-
ditional advertising services to others with extensive market research and consulting capabil-
ities. To best serve clients, an agency had to be extremely knowledgeable about its clients’ prod-
ucts and strategies. The most successful partnerships between advertisers and agencies lasted
for years. O’Reilley Associates had worked with many of its clients for more than 20 years.

Advertising agencies were compensated by their clients in one of two ways. Traditionally, an
ad agency received a 15 percent commission on advertising placed in television, radio, or print.
The client would be billed the full amount, and 15 percent would be “kicked back” to the agency
from the medium. Creative work and campaign development were not charged to the client
(except out-of-pocket expenditures).

With the increased use of nonadvertising services, a fee-based system was introduced. These
services included design, graphics, market research, sales promotion, direct mail campaigns,
merchandising, event planning, and public relations. For these nontraditional services, clients
were charged billable hours plus expenditures (similar to the compensation arrangement used by
law firms). For production of the campaign (actually producing material or copy), the client was
billed cost plus 15 percent. This fee structure was necessary because the kickback scheme no
longer was feasible with the new services and different media.

O’Reilley Associates was organized into six divisions, as indicated below:

Account management: The account executive and her staff were responsible for overall client con-
tact. This group developed the marketing plan, handled strategy, and coordinated other divisions
within the advertising firm.

Creative management: The creative division conceived, created, and developed advertising copy
and artwork for the advertisements.

Information management: The information division primarily planned and conducted market re-
search. It also recommended promotion strategies and merchandising programs. A library and
training group was maintained for client sales training.

This case was adapted by Anil Chitkara (T’94) (with permission) under the supervision of Professors Vijay Govindarajan

and Robert N. Anthony from an earlier case by J. M. McInnes and J. R. Yeager, Harvard Business School.
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Media management: The media division developed the media strategy and purchased space and
time in various media.

Administrative management: This division managed the advertising agency 
itself, including the human resource, finance, and support functions.

Production management: In the past, agencies hired producers, booked studios, and produced tele-
vision and radio copy externally. As O’Reilley Associates grew, it established a production depart-
ment that employed a staff of producers, directors, and production personnel. The department
owned some production and editing equipment. This group worked closely with the creative and
account management teams.

The account executive ultimately was responsible for managing the client account, includ-
ing coordinating the creative, marketing, and media strategies within the agency. A new ac-
count executive typically was given one account. As her career progressed, additional accounts
would be transferred to her. The frequent turnover required these managers to learn new
businesses each time an account was transferred to them. The learning was an expensive un-
dertaking, but O’Reilley Associates believed it brought fresh thinking to their clients’ prod-
ucts.

New Client Decisions

One of senior management’s most critical roles was deciding which new clients to accept. Po-
tential clients whose products competed with an existing client’s products were not even con-
sidered. Aside from this, O’Reilley Associates considered any new client that (1) had a solid
business reputation, (2) was in good standing in the community, and (3) whose product met a
consumer need.

O’Reilley Associates applied its past experience to assess the profit potential of new ac-
counts. The agency served approximately 50 clients and over 250 products, covering a wide
range of product categories. It used cost data from these current accounts to estimate the cost
of servicing new accounts. Additionally, it estimated the spending necessary to build up a prod-
uct to desired market share. Typically, a product’s cost included an allowance for advertising
costs. If the advertising allowance could cover the expected cost of building market share and
maintaining the product, that was sufficient evidence for accepting the assignment.

New Product Introduction

A host of issues needed to be studied before launching new products. The information man-
agement division began by conducting marketing studies and using focus groups to determine
if there was a consumer need. If a need existed, the consumer benefit was identified. This test
marketing stage was intended to gauge consumer acceptance. O’Reilley Associates main-
tained a research panel of several thousand consumers around the country to conduct test
marketing.

Once a consumer need was identified, a creative strategy, based primarily on the consumer
benefit, was developed. Test marketing continued to determine the effectiveness of executing
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this strategy. If this part of the test marketing was unsuccessful, it was assumed that the sell-
ing message was not conveyed effectively and the execution was changed.

When the agency finished test marketing, it gave recommendations to the client about the
probable outcome of a full-scale product launch. Only after the client decided to proceed would
the agency generate any significant revenue from the assignment. This revenue was a function
of the advertising budget needed to support the full-scale product launch and had to cover all
expenses up to that time. Management’s early assessment of the product’s chances of succeed-
ing was critical to the profitability of O’Reilley Associates.

Existing Product Support

Advertising strategy for existing products was quite different from that for new products. Mar-
ket acceptance of existing products was better known, although product obsolescence was a
constant concern. Existing products needed advertising to maintain consumer awareness of
their attributes. The client’s marketing group worked closely with the agency to develop new
plans to increase these products’ market share.

A new campaign for an existing product began when the previous campaign’s run period
ended. The decision to develop a new campaign required both the client’s and the agency’s
judgment. A drop in a product’s market share was a definite sign that a new campaign should
be considered. Additionally, meeting competitive threats was a critical part of maintaining a
product.

Account executives managed new campaigns within the agency. First, the creative depart-
ment developed a strategy. The account executive and her staff reviewed the strategy with the
client’s sales team. The parties would agree on an advertising strategy and marketing plan,
and the necessary advertisements, commercials, and other promotional material were pre-
pared. Then the media department arranged to execute the plan through various media.

Account Profitability

Another critical responsibility of the agency’s top management was to assess the profitability
of various accounts. The most profitable accounts were those that advertised frequently with
the same copy. The agency incurred its major expenses up to, and including, the preparation of
advertising copy. After that, the agency simply executed the advertising plan by purchasing
media time and space. A client who required a constant stream of new copy was far less prof-
itable than one who used the same copy repeatedly. Constant development meant additional
creative strategy and copywriting, which were expensive undertakings.

A client’s size frequently affected its profitability. In large client organizations, the advertising
plan had to be cleared at numerous levels, which involved a great deal of time and effort on the
agency’s part. Additional revisions to the plan and numerous conferences sometimes made a
large client’s account unprofitable.

There were more compelling reasons than profitability to keep a client account. An unprof-
itable product account might be retained if the agency held accounts for a client’s other prod-
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ucts that were profitable. Additionally, the client might choose to continue a marginally prof-
itable product line for competitive reasons. In this case, little advertising was in order. The
agency continued to handle such an account, albeit minimally.

Personnel Costs

Personnel constituted much of the cost associated with servicing an account. Payroll accounted
for 60 to 65 percent of O’Reilley Associates’ gross revenues. In a typical agency, other expenses
accounted for 20 to 25 percent of revenues, and the remaining 10 to 20 percent was pretax
profit.

All employees except administrative staff filed time sheets that recorded the number of
hours they worked, broken down by client account. Administrative personnel who could allo-
cate their time to a specific client did so. Approximately 85 percent of the payroll was account-
able to individual clients. Since 65 percent of revenues covered payroll and 85 percent of pay-
roll was accountable, 55 percent of revenues were direct personnel expenses. At O’Reilley
Associates, if direct payroll associated with an account was less than 55 percent of revenues,
the account was considered profitable.

Approximately 20 percent (4 to 5 percent of revenues) of the nonpayroll expenses could be al-
located to a client. This included travel, entertainment, rough copy costs, research, and copy
pretests. Indirect expenses included rent, telephone, and utilities. These expenses were allo-
cated based on direct payroll.

O’Reilley Associates was extremely secretive about the profitability of its accounts. Only three
people knew its account profitability: the company’s chairman, president, and treasurer.This pol-
icy was created to encourage teams to provide the highest level of service to their clients without
regard to the accounts’ profitability.The agency’s management believed employees would be less
enthusiastic about working on unprofitable accounts and their work would suffer. It was top
management’s job to decide on account retention.The rest of the firm was responsible for serving
the clients.

T&D Corporation Account

T&D Corporation was a large manufacturer of tools and dies that were sold to industrial cus-
tomers. The corporation had many divisions, each of which conducted its own business except
when the overall corporate image was involved. This included advertising. The corporation’s di-
visions used O’Reilley Associates as well as other advertising agencies.

Until a recent review, each of the T&D divisions that used O’Reilley Associates was thought
to be profitable to the agency. However, a recent review of T&D’s International Division ac-
count raised questions about its profitability. A profit and loss worksheet for the T&D Interna-
tional Division account is provided in Exhibit 1.

The International Division did not advertise in the mass media. It did its own artwork in-
house. O’Reilley Associates’ main responsibilities were to provide advertising copy and buy
media space. The O’Reilley Associates account executive on T&D International had spent con-
siderable time and energy learning the client’s business and understanding T&D Corpora-
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tion’s objectives. This was done to create an advertising plan that would be supported by the
client’s corporate management. The account executive also spent considerable time familiariz-
ing copywriters with the company to ensure that the copy was in line with T&D’s corporate
policies.

Anil Chitkara, a member of O’Reilley Associates’ staff at headquarters, was told to prepare
a report for the agency’s top management review of the T&D International account. The report
was to cover all relevant issues, set forth alternative courses of action, estimate the conse-
quences of each, and articulate Chitkara’s recommendations.

Questions

1. What management control system would you recommend for O’Reilley Associates?

2. What would you include in Anil Chitkara’s report described at the end of the case?

Customer ⫽ T&D International Division
Product ⫽ Professional Prod.
Period ⫽ Year to 12/31/89
Billing  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $870,000
Commission and fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $154,500
Direct payroll:

Account management  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000
Copy  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000
Art  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Media  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500
Administrative  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,750

136,250
Other direct expenses:

Unbillable costs  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
Travel  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
Entertainment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

3,500
Indirect expenses:

Occupancy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Employee benefits  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Telephone  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,250
Indirect service departments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,500
Other indirect  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000

86,750
Total expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 226,500

Profit (loss) before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ($  72,000)

EXHIBIT 1
Income
Statement
for T&D
International
Division
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Case 14-2

Williamson and Oliver
In early 1984, the policy board of Williamson and Oliver approved the suggestion of Ted John-
son, national managing partner, to institute an incentive compensation plan applicable to all
the partners in the firm. (The plan is described in Exhibit 1.) One senior partner in the firm ob-
served:

In my opinion, this incentive plan is a step in the right direction. We want our partners to im-
prove current profits; but, at the same time, we cannot lose sight of the longer-term development
of our firm. I think the incentive plan explicitly considers the multidimensional nature of the
partner’s tasks. I am sure, though, that the plan needs to be fine-tuned as we gain more experi-
ence.

In 1984 Williamson and Oliver was one of the largest and fastest-growing public accounting
firms in the United States. It had offices in more than 50 major cities and had over 500 part-
ners. A major part of the firm’s growth came from bases established through acquisition of local
and regional CPA practices. Each office engaged in auditing, management advisory services,
and taxation services. The practice offices were grouped into five areas, each headed by an area
director. Reporting to the area directors were partners-in-charge (PIC), who managed the indi-
vidual offices. Each area director was also the partner-in-charge for one of the offices in the
area. About 15 partners and the related supporting staff constituted the executive office of the
firm. The executive partners, including the national managing partner, reported to the policy
board, which was a rotating group elected by the partners.

The Public Accounting Profession

Although there are literally thousands of CPA firms in this country, the profession is domi-
nated by a small set of about 10 international firms. These firms account for perhaps 90 per-
cent of the annual audits of publicly traded companies. For each of these 10 firms, auditing ac-
counts for somewhere between 60 and 75 percent of gross billings. Taxation advisory services
and management consulting services make up the remainder of the billings. The percentage of
total billings from auditing has been falling for all the firms over the past 15 years. Each of the
major firms maintains offices in most major cities across the country and offers a full range of
client services in each office. No one firm is dominant in any region. In fact, it is extremely rare
for any one firm to have even a 20 percent share of market in any one city or state.

The canons of professional ethics prohibit the corporate legal form, but the major firms all
operate much like closely held professional service corporations, anyway, in terms of gover-
nance, management succession, and distribution of profits. The accounting business has been
an excellent one over the past 40 years in terms of growth and profitability. In the 10 top firms,
compound growth rates over the years have been in excess of 10 percent per year, and partner
income averaged more than $100,000 per year in 1984.

This case was prepared by Vijay Govindarajan and John K. Shank, The Amos Tuck School of Business Administration, Dart-

mouth College. Copyright © Dartmouth College.



Chapter 14 Service Organizations 639

EXHIBIT 1 Office Evaluation System

The Policy Board has approved 15 percent of distributable earnings as variable compensation for fiscal year
1984, 10 percent to be distributed based on partner performance against goals set forth in accountability
statements, and 5 percent to be allocated to offices based upon an office evaluation system.*

The system is designed to produce improvement in critical areas of office practice management and to
reward offices that improve or maintain existing high standards. The measurement criteria can be changed
to emphasize areas where management feels the partners’ attention should be focused. Thus, emphasis
can be varied from net income to chargeable hours, or from performance versus last year to performance
versus standard, simply by changing the allocation percentages. It also will provide peer pressure to
achieve improvement since each office will be rated and the listing will be circulated.

The system will measure the four key responsibility areas: Practice Management, Practice Development,
Human Resources, and Client Service.

Within these key responsibility areas, six specific factors on which to evaluate the office will be
considered. They are:

• Net income.

• Collections (outstanding days).

• Chargeable-hours growth.

• Client service.

• Human resources development.

• One-firm commitment.

The system will be fully implemented over the next few years. In fiscal 1984, evaluation would be
based on performance in net income, collections, and chargeable hours. The remaining three factors will
be added as soon as possible.

Weighting

As can be seen from the attached Schedule A, each of the three factors has been assigned a percentage,
under the column heading “Weight,” namely, 60 percent, 15 percent, and 25 percent for all practice offices
in fiscal 1984.

Schedule A also shows the three criteria used to measure each factor.

Performance versus budget.

Performance versus last year.

Performance versus “ideal” or standard.

These, too, have been assigned a percentage, under the column heading “Composite Weight,” which
places emphasis where management considers it most appropriate, namely, 50 percent, 20 percent, and
30 percent, respectively.

Grading

The “basic score” shown on Schedule A is the level at which a practice office is rated, as follows:

5 Excellent.

4 Above average.

3 Average.

2 Below average.

1 Unsatisfactory.

To determine where an office is to be rated, the following criteria were developed:

Net Income

1. Percent of net income versus budget.

2. Percent of net income versus last year.

3. Percent of net income versus deal target of 20 percent.
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EXHIBIT 1 Continued

Outstanding Days (Collections)

4. Percent of outstanding days versus budget.
5. Percent of outstanding days versus last year.

6. Percent of outstanding days versus standard (105 days).

Chargeable-Hours Growth

7. Percent of chargeable hours growth versus budget.
8. Percent of chargeable hours growth versus last year.

—(Percent of chargeable hours growth versus standard, which is 5 percent, is not used because it would
duplicate performance versus last year, since the firm achieved the 5 percent goal last year.)
Offices are then separated into two groups based on their budgeted net billings.

—Over $2.2 million.

—Under $2.2 million.

Offices are ranked within their group in each of the eight criteria and given a rate (5 to 1) using the bell
curve theory as follows:

Top 10%–5
20%–4
40%–3
20%–2

Bottom 10%–1

In measuring performance against budget for 1984, budget will be the amount agreed upon by the
Area Director, Deputy Director, and PIC as a reasonable level of attainment by that office. This will enable
us to continue to improve our budgeting procedures in 1984. This plan contemplates that budgets are at
reasonable levels of attainment for each office.

Exceptions

• Offices with an operating loss at year end are excluded from bonus pool allocation, unless a
development loss is budgeted and approved by the National Director-Operations. Their grade will show
as zero in all eight criteria, disregarding what results could have been obtained in collections and
chargeable hours.

• Offices with net income as a percent of net fees under 10 percent for last year are adjusted to 10 percent
for grading purposes. This is done to prevent offices with a loss or low net income the year before from
getting a high grade when compared to this year’s results, illustrated as follows:

Actual 1983 Actual 1984 Percent of ‘84 over ‘83

Office A:
Net fees 1,000 1,050
Net income 20 40 100%

Office B:
Net fees 1,000 1,200
Net income 300 400 33%

Without the rule, Office A would rank considerably higher than Office B, which is not logical. After
adjusting Office A net income to 10 percent of its net fees in 1983, the result would be:

1983 1984 Percent ‘84/’83

Net income 100 40 (60%)

• Mergers in current year or last year or both will be deducted from actual results in both years to make
the comparison valid.
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EXHIBIT 1 Continued

• New offices (which do not have “last year” results) will be weighted as follows:

Performance versus budget 70%

Performance versus standard 30%

After all of the foregoing is applied, the mathematical result will be determined (Schedule B) and
offices listed in decreasing order according to their final weighted score. Then a final grade is given,
using the bell curve theory. The bonus pool is allocated based on the following table:

Percent Applied to Base Compensation

Rank Average Highest Lowest

5 10.0% 11.25% 8.80%
4 7.5 8.75 6.30
3 5.0 6.25 3.80
2 2.5 3.75 1.25
1 0.0 — —

Distribution of the 5 percent incentive pool will be based on the grading shown and will be the
percentage of base compensation in each office as shown above.

The incentive pool award will be allocated to the individual partners in an office based on
performance relative to accountability statement goals. This allocation is subject to the approval of both
Area and Deputy Directors.

Final Comments

It is very important to realize the only component of the office evaluation system that does not change
from 
year to year is its philosophy. The others might and likely will change according to the firm’s needs.

Office Evaluation Summary FY 1984 Office _____ Schedule A

Composite Basic Adjusted 
Weight Score Score Weight Total

Net Income

Percent of income versus budget 50%
Percent of net income versus last year 20% —
Performance versus standard 30%
Total 100% 60% —

Outstanding Days (collections)

Percent of outstanding days versus budget 50%
Percent of outstanding days versus last year 20% —
Performance versus standard 30%
Total 100% 15% —

Chargeable-Hours Growth

Percent growth in chargeable hours 
versus budget 50%

Percent growth in chargeable hours 
versus last year 50%

Total 100% — 25% —
—

Total 100% —
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Auditing has been the traditional “major profit machine” for all the firms. In recent years, how-
ever, the auditing business has shown many signs of maturity, such as slowed growth, declining
margins, fierce price competition, and declining client loyalty. Although many people believe the
annual audit is becoming a “commodity,” this business was still highly profitable, on average, in
1984.

Different firms are responding to the changes in the auditing environment in different ways,
including ignoring it while hoping it will go away, emphasizing product differentiation to jus-
tify a price premium, trying to develop low-cost leadership to make possible aggressive pricing,
and trying to shift the product mix toward nonaudit services, which are still highly differenti-
ated and, thus, less price sensitive.

Competitive position for an accounting firm or an individual office within a firm can be
looked at in terms of a two-dimensional grid with service mix on one dimension and mix of
client size on the other dimension (see Exhibit 2).

Although each of the major firms probably generates some billings each year from each of
the 12 niches, no two firms are comparable in terms of aggregate positioning within the grid.
Since all the firms are constrained by their ability to attract and retain first-class professional
staff, careful delineation of where, within the grid, to place particular emphasis is a major ele-
ment in strategic planning for a firm.

Because the only productive resource for a CPA firm is people, successful management of the
people resource is critically important to the continued prosperity of all such firms. High
turnover (both voluntary and forced) has always been part of the structure of the business—of
every 10 staff accountants hired, no more than 4 will stay beyond four years and no more than 1

EXHIBIT 1 Concluded

Office Evaluation Summary FY 1984 Office Hypothetical_____ Schedule B

Composite Basic Adjusted 
Weight Score Score Weight Total

Net Income

Percent of income versus budget 50% 3 1.5
Percent of net income versus last year 20% 5 1.0
Performance versus standard 30% 4 1.2
Total 100% 3.7 60% 2.22

Outstanding Days (collections)

Percent of outstanding days versus budget 50% 4 2.0
Percent of outstanding days versus last year 20% 5 1.0
Performance versus standard 30% 3 0.9
Total 100% 3.9 15% 0.59

Chargeable-Hours Growth

Percent growth in chargeable hours 
versus budget 50% 3 1.5

Percent growth in chargeable hours 
versus last year 50% 4 2.0

Total 100% 3.5 25% 0.89
Total 100% 3.70

*Case note: The pool of funds to be distributed through the office evaluation system, 5 percent of partner earnings, could be about $2 million in
a normal year. Individual awards could range from $15,000 to zero.
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or 2 will become partners. There are no career professionals below the partner level. The rule is
“up or out.”Admission to the partnership typically comes somewhere between 8 and 15 years. In
the major firms, the ratio of partners to staff accountants ranges from a low of 1 to 5 to a high of
1 to 12. Apparently, the partner/staff ratio is a strategic variable.

Traditionally, 40 percent of billings go to pay the professional staff (each staff member
should generate billings of 2.5 times salary), 40 percent go to pay overhead (much of which is
salary for support personnel), and 20 percent go to the partners as profit. This 40-40-20 eco-
nomic model has been amazingly durable across firms and over the years.

The Firm of Williamson and Oliver

The name Williamson and Oliver (WO) is an amalgam of parts of the names of predecessor firms
dating back more than 50 years. Through a long series of more than 40 mergers of local and re-
gional CPA practices, the current firm gradually emerged. In fact,although the current name was
less than 10 years old, Messrs.Williamson and Oliver had both been dead for more than 20 years.

The current firm comprised more than 2,500 professionals in addition to the more than 500
partners. Billings in 1983 were more than $200 million, with 20 offices doing more than $5 mil-
lion. In about half of the top 50 market areas, the firm is one of the top six in size. It is the
largest firm in about 10 of those 50 markets. Counting its international affiliates around the
world, Williamson and Oliver is one of the top few firms in terms of billable hours. Its major

EXHIBIT 2 An Accounting Practice

Mix of Services

Consulting

Opinion Taxation Project General
Size of Clients Audits Advisory Services Consulting Advisory Services

Large (Fortune 1,000 companies) (1) (4) (7) (10)
Medium (publicly traded, but not huge) (2) (5) (8) (11)
Small (privately held, not large enough 

to have professional financial 
management) (3) (6) (9) (12)

The following comments relate to these individual practice niches:
(1) This is a very-low-growth business. There is erosion from expansion of corporate internal auditing. There is rising price sensitivity among
clients, resulting in efforts to “manage the audit fee,” and growing price competition among accounting firms. Many people believe that the basic
legally mandated opinion audit is very much a “commodity” now. A “Big Eight” image is critical to be a participant in this niche.
(2) Almost all real growth in the audit business is here. Accounting firms can use nonaudit work as a way to gain audit clients here. This niche
is also price sensitive; but there is still much room to push differentiation, based on high-quality personal service to the client. As client compa-
nies grow, they usually reach a point where they switch to a major auditing firm, even if they did not start out with a major firm.
(3) This is a very minor niche, because small firms typically do not have annual audits unless required by a bank or other lender.
(4) This is a limited niche, because major companies tend to have their own tax planning and tax advisory personnel.
(5), (6) These are large, growing, and very profitable niches. They represent an excellent example of a niche that represents very low price sensi-
tivity coupled with very high perceived product differentiation.
(7), (8), (9) These are all profitable niches with relatively low price sensitivity and relatively high differentiation. The clear competitive advan-
tage and the perceived areas of expertise for CPA firms lie in projects related to financial controls, computer-based financial systems, and finan-
cial planning. The major accounting firms differ substantially in the breadth of projects they are willing to undertake, ranging all the way to
virtually a full-range management consulting practice.
(10), (11) These are very small niches, because the relevant expertise is as likely to exist in the company as in the accounting firm.
(12) This is a significant and profitable niche that is exploited very aggressively by some of the accounting firms but not by all.
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client strength is in “medium-sized” companies. The firm’s situation is comparable to the other
major firms in terms of history, size, services mix, and management challenge. One distin-
guishing characteristic of WO is that, for about two-thirds of its offices, it is not one of the six
largest firms in town. It, thus, has a particularly severe marketing challenge in a great many of
its offices.

The Job of an Office PIC

Essentially, the PIC for an office is the general manager of a moderately autonomous profit
center. Each office is part of the WO network and, thus, does part of its work for local affiliates
of WO clients from other offices. Also, each office farms out some work on its clients to other WO
offices. But a major share of the work in each office is done for clients of that office. The PICs
are responsible for managing businesses ranging in size from about $1 million in annual
billings to over $30 million and serving markets as diverse as Manhattan or Muncie, Indiana.

The career path for virtually every PIC is the same—college graduate in accounting, entry-
level staff accountant (technical professional in a work team), senior-level accountant (super-
vising the work team on individual jobs), managing accountant (supervising several work
teams while also maintaining a heavy client load), client service partner (managing the over-
all relationship for several clients while still carrying a heavy load of chargeable hours), then
promotion to running an office. The person may have come from audit, tax, or consulting and
may or may not have had a staff assignment somewhere along the line; but the overall theme
is the same—progression up the technical ladder of the firm.

This career path raises some important issues in considering the job of the PIC and the role
of an incentive compensation system in that job context. First, virtually no PICs have had any
general management experience until they arrive at the PIC job—their experience is as tech-
nical professionals. Second, the set of skills associated with success up the career ladder to the
PIC job is not necessarily highly correlated with the set of skills required of a successful gen-
eral manager—“managing” is different from “doing.” Third, while it is the dream of every newly
hired staff accountant to someday become a PIC, having become one, many persons don’t seem
to like being one. The things they enjoyed while becoming a PIC included task-oriented project
work, providing technical service to clients, the status associated with having your expertise
valued by clients, heavy involvement with work teams, and success in managing a work sched-
ule paced by defined projects with deadlines. These things have very little to do with the job of
being a successful PIC. In fact, although many PICs try to maintain some involvement in the
work of the office (because they enjoy it), the policy of the firm is that a PIC should not have
any chargeable hours at all—100 percent of each PIC’s time should be devoted to managing the
business. It is not necessarily surprising that the kind of person who enters the accounting pro-
fession and then is successful in a large CPA firm may not really want to be a general manager
and may not be very good at it. What is surprising is that the dramatic change from being a
client service partner to being a PIC comes as such an unpleasant surprise to so many of the
newly minted PICs.
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Ted Johnson’s View of the Incentive Program

Ted Johnson was in the middle of his first five-year term as national managing partner of WO.
He could serve additional terms if he were willing and if the policy board reelected him. He had
come up through the ranks in one of the predecessor firms that merged into WO. He had run
one of the largest WO offices for 10 years and been an area director before becoming national
managing partner. He saw his task as helping to improve the profitability of the firm while also
ensuring that the right strategic decisions were made to keep the firm prosperous over the
longer term. The concept of strategic planning was embryonic at WO, and at the other large
CPA firms as well. Johnson was grasping for a way to identify the critical strategic issues and
to coalesce the management of the firm around an appropriate strategic thrust. But, at the
same time, on the day-to-day front he was “hip deep in alligators.”

One major problem was inexperience. One third of the PICs had less than four years’ tenure
in the job. About 10 had less than two years’ tenure. Thus, in a substantial number of offices, a
critical issue was just getting the PIC to “think like a general manager,” rather than like a
client service professional. Also, in many offices, profits were not as good as the partnership felt
they should be. This was not only true for offices with an inexperienced PIC. Tough-minded,
day-to-day business management skills seemed to be lacking too often. This was particularly
troublesome to Ted Johnson, because his election to the top job had been based in large part on
a consensus view that he could lead the firm to a better realization of its profit potential. His
predecessor’s retirement had been somewhat “early” because of widespread concern that the
firm was not being managed aggressively enough.

Another problem for Ted Johnson was that many of the PICs just wanted to be left alone by
senior management. They were content running a self-contained business. They were willing to
pay an “overhead assessment” to the executive office in exchange for use of the national name
and for access to national technical expertise. However, they had not made the psychological
transition from a local firm to a local office of a national firm. They had to be convinced, some-
how, that their local prosperity was significantly related to the prosperity of the national firm.

Finally, Johnson was convinced that managing primarily for short-run profits would hurt the
business in the long run. Thus, in addition to getting the PICs oriented to profit and committed
to profit growth, he had to try to make them think longer term and beyond their local offices. To

top off this challenge, Johnson was not totally sure that the growth theme being pushed in the
firm (“We must prove that WO is a firm of comparable stature to the other major firms”) was ap-

propriate to bring about the profit growth upon which his future and that of the firm depended.
Overall,Ted Johnson believed that the new incentive system would help “calibrate” the partners’
actions appropriately for the success of the firm.

The casewriters obtained the following comments from partners in the firm about the new
incentive plan.

The Partner-in-Charge of a Large Office in 

a Fast-Growing Urban Area

The real focus of this plan is on short-term profits. Net income, collections, and chargeable hours all
relate directly to the bottom line. But it is just as important for me to build new clients in this high-
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growth area. That depends on my efforts to project a favorable image with prospective clients. That
means I have to give speeches, be seen and liked around the country club, participate in community
activities, and participate in business leadership activities like Rotary and Chamber of Commerce.
In addition, I have to develop people internally to manage the future growth in our business. That
means paying high salaries, allowing heavy training time, and programming in heavy supervision
and “mentoring” time. All these activities are negative in terms of their impact on current billings
and short-run profit. In fact, all of these activities take my time away from billable work and from
collection efforts. Also, if I am successful in developing talented young people in this office, the
chances are very good that those people will get “exported” to other offices because of the firmwide
need for good managers. So, I wind up with a thank you and the chance to start all over again
spending extra people-related dollars, which hurts current profits. As I see it, I am not personally
rewarded for developing the firm, just for being profitable.

An Area Director

Profit is the name of the game in this firm. It ought to be, because that is what matters most in ul-
timate analysis. This is a business and the way businesses keep score is the bottom line. Sure it’s
tough to balance growth goals and intangible factors as well as profitability, but we pay our part-
ners very well to do exactly that. Profit without growth or growth without profit is pretty easy—
the trick is getting both. Outstanding partners are the ones who can give you both. I think the in-
centive plan’s focus on short-run profits, with some attention to longer-run issues, is right on
track.

The Partner-in-Charge of a Major Office

The system says that by 1985 we will include “client service,” “human resource development,” and
“one firm commitment” as additional factors on which a partner’s compensation will depend. Let
me raise a few issues. What do we mean by “client service”? by “human resource development”? by
“one firm commitment”? How do we measure performance on these factors on a monthly or even
annual basis? When there are six factors in the equation, what weights are we going to assign to
them? Would these weights be the same or different across the practice offices? Who would decide
the weights? I think we have to resolve some fundamental questions before we can be sure that
our incentive plan would motivate our partners to do the things that senior management wants
them to do.

Questions

1. Is Williamson and Oliver committing the “fallacy of hoping for A while rewarding B”?

2. Can you expect PICs to worry a lot about factors not in the formal reward system?

3. Can the “soft,” future-oriented performance areas be sufficiently quantified to permit inclu-
sion in the reward system?

4. Given the management task at hand, how would you structure the set of measurements for
an office of WO? (What measures and what weights across the set of measures?) Would your
answer vary across offices?

5. Given your understanding of the industry situation, WO’s position within the industry, and
Ted Johnson’s sense of mission for WO, is the new incentive plan a positive or a negative fac-
tor in the management of the firm?
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Case 14-3

Harlan Foundation
Harlan Foundation was created in 1953 under the terms of the will of Martin Harlan, a
wealthy Minneapolis benefactor. His bequest was approximately $3 million and its purpose
was broadly stated: Income from the funds was to be used for the benefit of the people of Min-
neapolis and nearby communities.

In the next 35 years, the trustees developed a wide variety of services. These included three
infant clinics, a center for the education of special needs children, three family counseling cen-
ters, a drug abuse program, a visiting nurses program, and a large rehabilitation facility. These
services were provided from nine facilities, located in Minneapolis and surrounding cities. Har-
lan Foundation was affiliated with several national associations whose members provided sim-
ilar services.

The foundation operated essentially on a break-even basis. A relatively small fraction of its
revenue came from income earned on the principal of the Harlan bequest. Major sources of rev-
enue were fees from clients, contributions, and grants from city, state, and federal governments.

Exhibit 1 is the most recent operating statement. Program expenses included all the ex-
penses associated with individual programs. Administration expenses included the costs of the
central office, except for fund-raising expenses. Seventy percent of administration costs were for

This case was prepared and is copyrighted by Robert N. Anthony, Harvard Business School.

EXHIBIT 1
Operating
Statement for
the Year
Ended June
30, 1986

Revenues:
Fees from clients . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   917,862
Grants from government agencies . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,792,968
Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 683,702
Investment income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 426,300
Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,553

Total revenues. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,845,385
Expenses:

Program expenses:
Rehabilitation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,556,242
Counseling . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,621
Infant clinics . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 312,007
Education . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 426,234
Drug abuse . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 345,821
Visiting nurses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 267,910
Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,280

Total program expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,089,115
Support:

Administration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 480,326
Dues to national associations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,603
Fund-raising . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 182,523
Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 47,862

Total support . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 735,314
Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,824,429

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     20,956
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personnel costs. The staff members (excluding two senior officers) earned an average of $18,000
per year in salaries and fringe benefits.

In 1987, the foundation decided to undertake two additional activities. One was a summer
camp, whose clients would be children with physical disabilities. The other was a seminar in-
tended for managers in social service organizations. For both of these ventures, it was neces-
sary to establish the fee that should be charged.

Camp Harlan

The camp, which was renamed Camp Harlan, was donated to the foundation in 1986 by the
person who had owned it for many years and who decided to retire. The property consisted
of 30 acres, with considerable frontage on a lake, and buildings that would house and feed
some 60 campers at a time. The plan was to operate the camp for eight weeks in the summer
and to enroll campers for either one or two weeks. The policy was to charge each camper a
fee sufficient to cover the cost of operating the camp. Many campers would be unable to pay
this fee, and financial aid would be provided for them. The financial aid would cover a part,
or in some cases all, of the fee and would come from the general funds of the foundation or,
it was hoped, from a government grant.

As a basis for arriving at the fee, Henry Coolidge, financial vice president of the foundation,
obtained information on costs from the American Camping Association and from two camps in
the vicinity. Although the camp could accommodate at least 60 children, he decided to plan on
only 50 at a time in the first year, a total of 400 camper-weeks for the season. With assured fi-
nancial aid, he believed there would be no difficulty in enrolling this number. His budget pre-
pared on this basis is shown in Exhibit 2.

Coolidge discussed this budget with Sally Harris, president of the foundation. Harris agreed
that it was appropriate to plan for 400 camper-weeks and also agreed that the budget esti-
mates were reasonable. During this discussion, questions were raised about several items that
were not in the budget.

The central office of the foundation would continue to plan the camp, do the necessary pub-
licity, screen applications and make decisions on financial aid, pay bills, and do other book-
keeping and accounting work. There was no good way of estimating how many resources this
work would require. Ten staff members worked in administration, and as a rough guess about
half a person-year might be involved in these activities.

EXHIBIT 2
Budget for
Camp Harlan

Staff salaries and benefits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   90,000
Food . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,000
Operating supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Telephone and utilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000
Insurance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,100
Rental of equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Contingency and miscellaneous (5%) . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,200
Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $151,300
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There were no plans to hire an additional employee in the central office. The work load as-
sociated with other activities usually tapered off somewhat during the summer, and it was be-
lieved that the staff could absorb the extra work.

At the camp itself, approximately four volunteers per week would help the paid staff. They
would receive meals and lodging, but no pay. No allowance for the value of their services was
included in the budget.

The budget did not include an amount for depreciation of the plant facilities. Lakefront
property was valuable, and, if the camp and its buildings were sold to a developer, perhaps as
much as $500,000 could be realized.

The Seminar

The foundation planned to hold a one-day seminar in the fall of 1987 to discuss the effect on so-
cial service organizations of the income tax act passed in 1986 and other recent regulatory de-
velopments. (Although these organizations were exempt from income taxes, except on unre-
lated business income, recent legislation and regulations were expected to have an impact on
contributions, investment policy, and personnel policies, among other things.) The purposes of
the seminar were partly to generate income and partly to provide a service for smaller welfare
organizations.

In the spring of 1987, Harris approved the plans for this seminar. The following information
is extracted from a memorandum prepared by Coolidge at that time.

It is estimated that there will be 30 participants in the seminar.
The seminar will be held at a local hotel, and the hotel will charge $200 for rental of the room

and $20 per person for meals and refreshments.
Audiovisual equipment will be rented at a cost of $100.
There will be two instructors, and each will be paid a fee of $500.
Printing and mailing of promotional material will cost $900.

Each participant will be given a notebook containing relevant material. Each notebook will
cost $10 to prepare, and 60 copies of the notebook will be printed.

Coolidge will preside, and one Harlan staff member will be present at the seminar. The hotel
will charge for their meals and for the meals of the two instructors.

Other incidental out-of-pocket expenses are estimated to be $200.
Fees charged for one-day seminars in the area range from $50 to $495. The $50 fee excluded

meals and was charged by a brokerage firm that probably viewed the seminar as generating cus-
tomer goodwill. The $495 fee was charged by several national organizations that run hundreds
of seminars annually throughout the United States. A number of one-day seminars are offered
in the Minneapolis area at a fee in the range of $150 to $250, including a meal.

Except for the number of participants, the above estimates were based on reliable informa-
tion and were accepted by Harris.

Questions

1. What weekly fee should be charged for campers?

2. Assuming a fee of $100, what is the break-even point of the seminar?

3. What fee should be charged for the seminar?
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This case was prepared and is copyrighted by Robert N. Anthony, Harvard Business School.

Case 14-4

Piedmont University
When Hugh Scott was inaugurated as the 12th President of Piedmont University in 1984, the
university was experiencing a financial crisis. For several years enrollments had been declining
and costs had been increasing. The resulting deficit has been made up by using the principal of
“quasi-endowment” funds. (For true endowment funds, only the income could be used for oper-
ating purposes; the principal legally could not be used. Quasi-endowment funds had been accu-
mulated out of earlier years’ surpluses with the intention that only the income on these funds
would be used for operating purposes; however, there was no legal prohibition on the use of the
principal.) The quasi-endowment funds were nearly exhausted.

Scott immediately instituted measures to turn the financial situation around. He raised tu-
ition, froze faculty and staff hirings, and curtailed operating costs. Although he had come from
another university and, therefore, was viewed with some skepticism by the Piedmont faculty,
Scott was a persuasive person, and the faculty and trustees generally agreed with his actions.
In the year ended June 30, 1986, there was a small operating surplus.

In 1986, Scott was approached by Neil Malcolm, a Piedmont alumnus and partner of a local
management consulting firm, who volunteered to examine the situation and make recommen-
dations for permanent measures to maintain the university’s financial health. Scott accepted
this offer.

Malcolm spent about half time at Piedmont for the next several months and had many con-
versations with Scott, other administrative officers, and trustees. Early in 1987, he submitted his
report. It recommended increased recruiting and fund-raising activities, but its most important
and controversial recommendation was that the university be reorganized into a set of profit cen-
ters.

At that time the principal means of financial control was an annual expenditure budget sub-
mitted by the deans of each of the schools and the administrative heads of support depart-
ments. After discussion with the president and financial vice president, and usually with minor
modifications, these budgets were approved. There was a general understanding that each
school would live within the faculty size and salary numbers in its approved budget, but not
much stress was placed on adhering to the other items.

Malcolm proposed that in future the deans and other administrators would submit budgets
covering both the revenues and the expenditures for their activities. The proposal also involved
some shift in responsibilities and new procedures for crediting revenues to the profit centers
that earned them and charging expenditures to the profit centers responsible for them. He
made rough estimates of the resulting revenues and expenditures of each profit center using
1986 numbers; these are given in Exhibit 1.

A series of discussions about the proposal were held in the University Council, which consisted
of the president, academic deans, provost, and financial vice president. Although there was sup-
port for the general ideas, there was disagreement on some of the specifics, as described below.
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Central Administrative Costs

Currently, no universitywide administrative costs were charged to academic departments. The
proposal was that these costs would be allocated to profit centers in proportion to the relative
costs of each. The graduate school deans regarded this as unfair. Many costs incurred by the ad-
ministration were in fact closely related to the undergraduate school. Furthermore, they did not
like the idea of being held responsible for an allocated cost that they could not control.

Gifts and Endowment

The revenue from annual gifts would be reduced by the cost of fund-raising activities. The net
amount of annual gifts plus endowment income (except gifts and income from endowment des-
ignated for a specific school) would be allocated by the president, according to his decision on
the needs of each school, subject to the approval of the board of trustees. The deans thought this
was giving the president too much authority. They did not have a specific alternative but
thought that some way of reducing the president’s discretionary powers should be developed.

Athletics

Piedmont’s athletic teams did not generate enough revenue to cover the cost of operating
the athletic department. The proposal was to make this department self-sufficient by
charging fees to students who participated in intramural sports or who used the swimming
pool, tennis courts, gymnasium, and other facilities as individuals. Although there was no
strong opposition, some felt that this would involve student dissatisfaction, as well as
much new paperwork.

EXHIBIT 1
Piedmont
University:
Rough
Estimates of
1986 Impact
of the
Proposals
($ millions)

Profit Center Revenue Expenditures

Undergraduate liberal arts school $30.0 $29.2
Graduate liberal arts school 5.6 11.5
Business school 15.3 12.3
Engineering school 17.0 17.3
Law school 6.7 6.5
Theological school 1.2 3.4
Unallocated revenue* 5.0
Total, academic 80.8 80.2
Other:
Central administration 10.1 10.1
Athletic 2.6 2.6
Computer 3.4 3.4
Central maintenance 5.7 5.7
Library 3.4 3.4

*Unrestricted gifts and endowment revenue, to be allocated by the president.



Maintenance

Each school had a maintenance department that was responsible for housekeeping in its
section of the campus and for minor maintenance jobs. Sizable jobs were performed at the
school’s request by a central maintenance department. The proposal was that in future the
central maintenance department would charge schools and other profit centers for the work
they did at the actual cost of this work, including both direct and overhead costs. The dean
of the business school said that this would be acceptable provided that profit centers were
authorized to have maintenance work done by an outside contractor if its price was lower
than that charged by the maintenance department. Malcolm explained that he had dis-
cussed this possibility with the head of maintenance, who opposed it on the grounds that
outside contractors could not be held accountable for the high-quality standards that Pied-
mont required.

Computer

Currently, the principal mainframe computers and related equipment were located in and su-
pervised by the engineering school. Students and faculty members could use them as they
wished, subject to an informal check on over-use by people in the computer rooms. About one
quarter of the capacity of these computers was used for administrative work. A few depart-
mental mainframe computers and hundreds of microcomputers and word processors were lo-
cated throughout the university, but there was no central record of how many there were.

The proposal was that each user of the engineering school computers would be charged a fee
based on usage. The fee would recover the full cost of the equipment, including overhead. Each
school would be responsible for regulating the amount of cost that could be incurred by its fac-
ulty and students so the total cost did not exceed the approved item in the school’s budget. (The
computers had software that easily attributed the cost to each user.) Several deans objected to
this plan. They pointed out that neither students nor faculty understood the potential value of
computers, and they wanted to encourage computer usage as a significant part of the educa-
tional and research experience. A charge would have the opposite effect, they maintained.

Library

The university library was the main repository of books and other material, and there were
small libraries in each of the schools. The proposal was that each student and faculty member
who used the university library would be charged a fee, either on an annual basis or on some
basis related to the time spent in the library or the number of books withdrawn. (The library
had a secure entrance at which a guard was stationed, so a record of who used it could be ob-
tained without too much difficulty.) There was some dissatisfaction with the amount of paper-
work that such a plan would require, but it was not regarded as being as important as some of
the other items.

652 Part Three Variations in Management Control
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Cross Registration

Currently, students enrolled at one school could take courses at another school without charge.
The proposal was that the school at which a course was taken would reimburse the school in
which the student was enrolled. The amount charged would be the total semester tuition of the
school at which the course was taken, divided by the number of courses that a student nor-
mally would take in a semester, with adjustments for variations in credit hours.

Questions

1. How should each of the issues described above be resolved?

2. Do you see other problems with the introduction of profit centers? If so, how would you deal
with them?

3. What are the alternatives of a profit center approach?

4. Assuming that most of the issues could be resolved to your satisfaction, would you recom-
mend that the profit center idea be adopted, rather than an alternative?
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This case was prepared by R. N. Anthony, Harvard Business School. Copyright by the President and Fellows of Harvard

College. Harvard Business School case 172–228.

Case 14-5

Chemical Bank
Chemical Bank, with deposits averaging well over $1 billion, was one of the largest banks in
the United States in 1960. Its banking operations were conducted in a main office and in sev-
eral dozen branch offices located throughout the New York metropolitan area. A partial orga-
nization chart is shown in Exhibit 1.

Branch offices operated as if they were independent banks. They served individual, com-
mercial, and industrial customers by accepting demand, savings, and time deposits, by ex-
tending various types of loans, and by performing other services normally expected of a bank.
The sizes and operating characteristics of the branches varied over a wide range. Average de-
posits outstanding ranged from $1 million to over $100 million; average loans outstanding,
from no loans to over $100 million. Moreover, the ratio of deposits to loans varied considerably
from one branch to another; most branches had more deposits than loans, but a few had more
loans than deposits. In brief, both the magnitude and composition of assets and liabilities
were significantly different among the different branches. Inasmuch as these differences were
related to the geographical location of the branches, the difficulty of evaluating and compar-
ing the performance of branches for the purpose of overall planning and control was inherent
in the situation. The design and operation of a planning and control system for this purpose
was the responsibility of the control division.

Among various reports reaching top management, the quarterly comparative earnings
statement (see Exhibits 2 and 3) played a central role in the evaluation of branch performance.
The report was designed to show the extent to which branches attained three important goals:
(1) branches should operate within their budgets, (2) branches should grow in deposits and
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loans, and (3) branches should earn satisfactory profits. Accordingly, the statement showed for

each branch the budgeted and actual amounts of deposits and loans outstanding, and income,

expenses, and earnings for the current quarter, the year to date, and the year to date for the

preceding year.

EXHIBIT 2 Comparative Statement of Earnings, 1960 (Branch A)

January 1 through 
3rd Quarter September 30

Actual Budget Actual Budget

Income:
$       13,177 $       12,600 Interest on loans $       33,748 $       35,200

6,373 4,800 Service chgs.—regular A/Cs 14,572 14,100
3,816 3,600 Service chgs.—special ck 11,114 10,700
1,168 1,300 Safe deposit rentals 4,317 4,500
2,237 2,154 Installment loans (net) 5,126 5,406

— — Special loans (net) — —
1,010 1,200 Fees, comm., other income 3,321 3,300

27,781 25,654 Total direct income 72,198 73,206
104,260 102,128 Interest on excess (borr.) funds 324,434 306,166

$     132,041 $     127,802 Gross income $     396,632 $     379,372
Expenses:

$       32,363 $       32,617 Salaries $       96,151 $       97,164
2,995 2,995 Deferred compensation 8,865 8,865
5,232 4,689 Employee benefits 14,925 14,067

11,485 11,489 Rent and occupancy 34,398 33,947
6,824 7,560 Interest on deposits 20,455 21,780
9,458 8,090 Other direct 25,688 23,930
3,128 3,097 Office administration 9,676 9,725

19,183 17,642 Service departments 57,059 52,399
6,415 5,061 Indirect and overhead 14,964 14,273

97,043 93,200 Gross expenses 282,181 276,150
34,998 34,602 Net earnings before taxes 114,451 103,222
18,955 18,741 Income tax prov. (credit) 61,978 55,906

$       16,043 $ 15,861 Net earnings after taxes $ 52,464 $ 47,316

$12,655,000 $12,550,000 Average deposits—Demand $13,134,000 $12,650,000
979,000 1,100,000 Savings 986,000 1,057,000

55,000 55,000 Time 40,000 43,000
233,000 190,000 US 213,000 183,000

$13,922,000 $13,895,000 Total $14,373,000 $ 33,000
900,000 870,000 Average loans 775,000 827,000

5.82 5.76 Average loan rate 5.82 5.69
Earnings rate on:

4.08 3.95 Excess (borr.) funds 4.05 3.95
6.50 6.40 Savings deposits 6.46 6.40
26.5% 27.1% Net earnings ratio (before taxes) 28.9% 27.2%

Memo:
— — Losses—before taxes — —
— — Recoveries—before taxes — —
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Budget

In early November, each branch prepared a budget for the following year for submission to

headquarters of the banking division and to top management. The branches were furnished a

booklet containing sample forms, 24 pages of detailed instructions, and a brief set of policy

EXHIBIT 3 Comparative Statement of Earnings, 1960 (Branch B)

January 1 through 
3rd Quarter September 30

Actual Budget 1960 Actual 1960 Budget

Income:
$     951,617 $     833,300 Interest on loans $  2,646,813 $  2,202,750

7,015 7,400 Service chgs.—regular A/Cs 24,020 21,900
8,211 7,600 Service chgs.—special ck 23,284 22,600
2,049 2,100 Safe deposit rentals 6,712 7,100
9,202 9,478 Installment loans (net) 21,402 23,790

— 212 Special loans (net) 85 556
8,081 3,100 Fees, comm., other income 22,517 12,800

986,175 863,190 Total direct income 2,744,933 2,291,496
(191,650) (121,960) Interest on excess (borr.) funds (430,444) (121,493)

$     794,525 $     741,230 Gross income $  2,314,489 $  2,170,003
Expenses:

$       69,308 $       62,633 Salaries $     197,572 $     185,634
5,646 5,646 Deferred compensation 16,938 16,938
9,180 7,989 Employee benefits 25,833 23,967

27,674 27,775 Rent and occupancy 82,726 83,375
15,878 18,230 Interest on deposits 47,589 52,650
25,637 23,660 Other direct 86,112 71,400
17,232 17,072 Office administration 53,321 53,606
89,724 95,719 Service departments 290,082 283,531
22,406 18,001 Indirect and overhead 53,643 51,166

282,685 276,725 Gross expenses 853,816 822,267
511,840 464,505 Net earnings before taxes 1,460,673 1,347,736
277,212 251,576 Income tax prov. (credit) 791,100 729,934

$     234,628 $     212,929 Net earnings after taxes $     669,573 $     617,802

$67,901,000 $70,000,000 Average deposits—Demand $69,425,000 $72,667,000
2,354,000 2,700,000 Savings 2,328,000 2,600,000

74,000 90,000 Time 52,000 66,000
5,194,000 1,900,000 US 4,086,000 1,733,000

$75,523,000 $74,690,000 Total $75,891,000 $77,066,000
72,129,000 65,500,000 Average loans 67,446,000 57,666,000

5.25 5.10 Average loan rate 5.24 5.10
Earnings rate on:

4.08 3.95 Excess (borr.) funds 4.05 3.95
6.50 6.40 Savings deposits 6.46 6.40
64.4% 62.7% Net earnings ratio (before taxes) 63.1% 62.1%

Memo:
— — Losses—before taxes 5,559 —
— 66 Recoveries—before taxes 798 —
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guides from top management to facilitate the preparation of their budgets. The instructions

gave the procedures to be followed in arriving at the budget amounts for specific items. It was,

for instance, specified that the starting point for forecasting was to be the prior year’s figures

on the quarterly basis, that the income item of interest on loans was to be derived from the pro-

jected volume of loans and loan rates, that painting cost should not be included in the item for

building maintenance expense, and so on.

Since salaries were the biggest single expense item, and the hiring and releasing of employ-

ees involved considerable cost, utmost care was required in budgeting this item. Branches were

instructed to arrive at staffing requirements for the next year after a thorough examination of

anticipated increases in productivity arising from computerization or otherwise improved op-

erating procedures, of anticipated changes in the volume of activity, and of advantages and dis-

advantages of using overtime or temporary or part-time help. If the number of the required

staff of a branch thus determined exceeded the number previously authorized by top manage-

ment, the reason for the difference had to be thoroughly documented and substantiated to

banking division headquarters and the budget committee. Top management was extremely

critical of subsequent requests by the branches for staff increases that had not been reflected

in the budgets.

In general, there were two types of income and expense items—those directly identifiable

with a particular branch, and those not directly identifiable with a particular branch. Branches

were instructed to budget only those direct expenses under their control. Indirect expenses

were allocated to branches by the control division. In addition, the budgeting of certain direct

expenses, such as depreciation of fixtures, employee benefits, and deferred compensation, was

done by the control division because the branches had only secondary control over these ex-

penses.

Earnings Statement

The control division had encountered a number of serious problems in trying to produce an

earnings statement that would be most useful for the branches and for the management of the

banking division. The control division resolved some of these problems in the following ways.

Installment Loans

Recordkeeping, issuance of coupon books, and part of collection work for installment loans gen-

erated by all branches were handled centrally by the installment loan department; and income

earned from installment loans, therefore, was credited initially to this department. This income

was in large part attributable to the branches that generated the loans and, therefore, was re-

distributed to them. The current procedure was to distribute gross operating income less the

direct cost of “borrowed” funds and operating expenses of the department on the basis of the

total indirect installment loans generated by the branch during a revolving annual cycle.

An alternative basis that had been considered was to apportion the net income of the in-

stallment department according to the number of payments received by branches, since this

measure of activity reflected the clerical time spent for coupon handling. This alternative was
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not adopted, on the grounds that it did not give branches enough motivation to seek more new

installment loans, particularly since customers could make their installment payments at any

branch they chose. An alternative basis considered was the amount of average loans outstand-

ing. The controller thought this might be more equitable than the currently used basis, but he

was of the opinion that the gain to be obtained from the adoption of the new basis was not large

enough to offset the additional necessary record keeping.

Interest on Excess (or Borrowed) Funds

Branches and other operating units, with funds available for investment in excess of their own

requirements for loans, cash, and other assets, shared in the net earnings of the investment di-

vision; branches and other operating units whose asset requirements exceeded their available

funds were charged for funds “borrowed.” There was a wide variation in the ratio of deposits to

loans among branches, and some branches were credited with the interest on excess funds in

an amount higher than their direct income. An example of the calculation of this important in-

come or charge item is shown in Exhibit 4.

As shown in the top section of Exhibit 4, the first step was to compute the amount of excess

(or borrowed) funds for the branch. Funds were divided into two pools: (1) special pool—earn-

ings from special long-term, high-yield municipal securities, which were considered as an in-

vestment of part of the savings and time deposits; and (2) regular pool-earnings from other

EXHIBIT 4 Calculation of Interest Income on Excess Funds, Branch A 

(First Three Quarters of 1960)

Calculation of Excess Funds (000s)

Total demand deposits $13,134
Less: reciprocal bank balances; float (727)
Plus: treasury tax and loan a/c 221

Adjusted demand deposits 12,628
Less: reserve at 18% (2,273)

Net demand deposits $10,355
Savings deposits 1,026

Less: reserve at 5% $   (51)
Net savings deposits 975
Net deposits available for investment 11,330

Less: loans, cash, other assets (1,229)
Net excess funds $10,101

Calculation of Interest Income on Excess Funds

Principal Annual Rate Three Quarters Interest

In special investment pool (63%) $     614,000 * 7.88% * 3/4 ⫽ $  36,270
In regular investment pool (37%) 361,000 * 4.05% * 3/4 ⫽ 10,962
Savings deposits (100%) 975,000 * 6.46% * 3/4 ⫽ 47,232
In regular investment pool—

demand deposits 9,126,000 * 4.05% * 3/4 ⫽ 277,202
Net excess funds $10,101,000
Interest on excess funds $324,434
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portfolio securities investments, interest on certain loans, and sundry earnings. As a result, the

special-pool investments yielded a higher rate of return than the regular-pool investments.

Third, branches with savings deposits were credited at the interest rate of the special pool

on the basis of their pro rata share of savings deposits. Net savings deposits in excess of the

principal of investment in the special pool, together with excess funds other than savings de-

posits, received pro rata credit from the earnings of the regular investment pool. Branches that

borrowed funds were charged at the regular-pool rate. In summary, the two rates from the two

pools were as follows:

Special-pool rate: Net earnings of special pool/special pool

securities principal (part of total savings

deposits)

Regular-pool rate: Net earnings from regular pool ⫼ excess funds

less borrowed funds less special securities

principal.

For the first three quarters of 1960, the budgeted regular pool rate and special pool rate were

3.95 percent and 7.81 percent; the actual rates were 4.05 percent and 7.88 percent, respectively.

Thus, for Branch A the interest on excess funds for the first three quarters was calculated as

shown in the lower section of Exhibit 4.

Rent and Occupancy Cost

Some branches operated in leased space, whereas others operated in bank-owned buildings. The

first group was charged with the actual rent paid;but the second was charged with the “fair rental

value,” which was determined by outside real estate appraisers. The practice was thought to put

the two groups on the same footing. The fair rental value charges were internal bookkeeping

entries offset by credits to real estate accounts and, therefore, indicated the profitability of each

building. The determination of the fair rental value was not difficult, and there had been no sig-

nificant controversies involving its calculation.

Advertising

General or institutional advertising was charged to other indirect expenses. (See below for the

allocation of other indirect expenses.) Advertising related to a specific branch was charged di-

rectly to that branch, except that, when advertising was placed in mass media, such as radio,

television, and newspapers with general circulation, 33 percent of the expense was allocated to

other indirect expenses and 67 percent was allocated to the specific branches involved. The the-

ory of the exception was that when mass media were used, the whole bank benefited to a cer-

tain extent.

Banking Division Headquarters and General Administration

All expenses of the banking division headquarters, including the salaries of officers in the di-

vision headquarters, were allocated to branches on the basis of their prior year’s average gross

deposits. The figure for average gross deposits was considered as the best single measure of

branch activity.

The salaries of general administrative officers of the bank were first allocated among divi-

sions on the basis of the time spent on problems of each division as estimated by each officer.
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The amount of general administrative salaries thus allocated to the banking division was, in

turn, allocated among branches on the basis of gross deposits in the prior year. All other general

administrative expenses were charged on the same basis.

Bookkeeping Department

Much of the bookkeeping work was centralized for the whole bank. However, since the central

department had been established only in 1959, several offices continued to do their own book-

keeping in 1960. The expenses of the central bookkeeping department, therefore, were allo-

cated only to the branches it serviced. There were eight functional cost centers in the book-

keeping department, and each cost center had its own basis of allocation. The bases of four of

the cost centers are given below.

1. Regular Bookkeeping Cost Center. In the bookkeeping department, a permanent clerical staff was

assigned to process the accounts of each branch. Allocations to branches were based on the

salaries of this assigned staff, plus fringe benefits and related overhead cost.

2. Bank Ledgers Cost Center. Allocation was on the basis of debit and credit activity as determined by

an analysis made from time to time. Inasmuch as the main activity of this cost center was the

posting of transactions to ledger sheets, the number of debit and credit entries was preferred to

any other basis (e.g., number of accounts). A new survey of debit and credit statistics was made by

the analysis department whenever it was believed that there had been a material change from

the prior survey period and, in any event, at least once a year.

3. Special Checking Cost Center. Same as 2.

4. Special Statement Section. Allocation was on the basis of a number of accounts handled. The activ-

ity of the section was to send out special statements on customers’ special requests.

Before adoption of the current method based on the cost center concept, weight of statements

mailed out had been the basis of allocation for the expenses of the entire department.The current

practice was regarded as more accurate, because there were very few temporary movements of

staff and machine services from one cost center to another and because there was a significant

variation in the activity measures of the cost centers.

According to the controller, the main controversy involving the expenses of the bookkeeping

department was not with respect to the basis of allocation but, rather, with respect to the ab-

solute level of expenses of the department. Complaints were heard from those branches ser-

viced by the department to the effect that they were handicapped relative to branches that did

their own bookkeeping, because the cost charged by the central bookkeeping department was

considerably higher than the cost that would be incurred if the branch did its own bookkeep-

ing. The controller thought branches that had this opinion failed to recognize that the book-

keeping expenses shown in the earnings statements of the branches with their own bookkeep-

ing were only part of the true bookkeeping cost, because an appropriate portion of supervisory

salaries, occupancy costs, supplies, etc., was not included in the item. When the bookkeeping

was centralized for a branch, the benefit gained from relieving the supervisors of supervising

bookkeeping activity usually appeared as increased loans and deposits, and better manage-

ment generally.
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Check Clearance Department

The total cost of this department was divided among 12 functional cost centers, based on the

number of employees assigned to each and the volume of its work. The cost of each cost center

was, in turn, charged to branches. Examples of the basis of allocation are given below.

1. IBM proof machine operation—exchanges: allocated on the basis of number of checks han-

dled.

2. IBM proof machine operation—deposits: allocated on the basis of the number of deposit

items.

3. Check desk: allocated on the basis of the number of checks handled.

4. Transit clerical: allocated on the basis of number of deposit items.

5. Supervision: allocated to the various check clearance department cost centers in ratio to labor

costs.

As was the case with the bookkeeping centers, the measures of activity (checks handled and

number of deposit items) were based on periodic surveys and remained unchanged until sig-

nificant changes in the relative activity of branches indicated the need for a new survey. Every

cost center’s activity was reviewed at least once a year for this purpose.

There were two important sources of trouble in allocation of the expenses of the check clear-

ance department. One was that branches cashed checks issued by other branches; the other was

that branches received deposits for customers whose accounts were in other branches. In the

periodic activity analyses made to determine the basis of allocating cost, the “number of checks

cashed” was the number of checks actually cashed in the branch, whether or not the account

was located in the branch. Similarly, the “number of deposit items” was the number of deposits

made in the branch. Although it had been believed that the effect of these interbranch services

largely offset one another, a recent study by the control division indicated that they, in fact, re-

sulted in distortions with respect to certain branches. The control division was currently work-

ing on a method of allocation by which the charge would be made to the branch that benefited

most—that is, the branch in which the account was located.

Credit Investigation Department

Although most branches had their own credit analysis staffs, they often asked the central

credit department to make investigations. The expenses of the central credit investigation de-

partment, therefore, were allocated to the branches that requested its service. The basis of al-

location was the number of requests for credit investigation weighted by the typical time re-

quired for the analyses performed. The weight for the various types of investigation was

determined by the analysis department on the basis of an actual time study.

Term Loan Department

Income from term loans was credited to the branches that generated the loans. Officers of the

term loan department actively counseled the branches in negotiating terms with customers, in

drawing up loan contracts, and in reviewing existing loans. It was necessary, therefore, that the

expenses of the term loan department be allocated to the branches that used its service. The
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basis of allocation was the number of loans considered, the number of loans outstanding, and

the number of amendments to existing loans, weighted by the unit handling time of each of

three classes. To determine the weight, the analysis department asked the staff of the term

loan department to estimate the time spent on each class.

Personnel Division

The expenses of this division were allocated to all operating units in the ratio of the number of

employees in each operating unit to the total.

Other Indirect Expenses

Items of a general overhead nature, such as expenses of the operations division (except the di-

rect cost of examining a branch, which was charged directly), cost of the senior training pro-

gram, general institutional advertising, contributions, etc., were included under this heading.

The basis of allocation of these expenses among branches was the ratio of annual operating ex-

penses (excluding other indirect expenses and interest on deposits) of each branch to the total

operating expenses of all branches.

Deposits and Loans

In the lower part of the comparative statement were shown the budgeted and actual loans and

deposits outstanding. Both top management and branch managers exercised a close watch

over these primary indicators of the level of the branch’s operation. The controller, however, be-

lieved that the ultimate test of the office performance should not rest with these items but,

rather, with earnings. He maintained that the effect of changes in deposits and loans should

and would be reflected in the earnings statement.

Controller’s Views on Allocations

The controller believed that some arbitrariness was inevitable in the allocation of the income

and expense items described above. With dozens of branches, each with its own operating char-

acteristics, it was impossible to have a “perfect” or “right” system for all of them. What was

more important, according to the controller, was agreement on the part of the branch managers

that the system was generally equitable. If managers agreed on the fairness of the system, he

believed, it was likely to be a success. The controller, therefore, let it be known to branch man-

agers that the system was always open for revision, and he encouraged them to make known

any criticisms they had. After the control division had done its best to find a workable system,

the initiative for suggesting changes was with the branch managers. The controller said that

several changes had been made as a result of branch managers’ suggestions.

He warned them, however, against a blind and apathetic acceptance; the acceptance should

be positive and constructive. On acceptance of the system, branch managers should be con-

cerned with the reported result and make necessary efforts to improve it. Thus, he said, branch

managers were told clearly that the earnings statement was used to evaluate their perfor-
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mance. This, he thought, attached sufficient importance to the matter to prevent any possible

indifference.

Attitudes of Branch Managers on Allocations

The managers of two offices, A and B, held different opinions about the system. The operating

characteristics of these branches were different, as indicated by their comparative statements

of earnings for the third quarter of 1960, reproduced in Exhibits 2 and 3. Branch A was rela-

tively small and deposit-heavy, did its own bookkeeping, and operated in a leased space,

whereas Branch B was larger, loan-heavy, used the centralized bookkeeping department, and

operated in a bank-owned building.

Comment by Manager of Branch A. The statement is useful because I like to see, at least

quickly, whether I am within the budget and what caused the deviations from it, if any.

The earnings of our branch are relatively low, because the volume of business is limited by the

location. We have more deposits than our loan requirements; consequently, we get credit for the

excess funds. In fact, as you see, for the first three quarters of 1960, interest on excess funds was

more than four times the total direct income. The 4.05 percent rate on the excess funds seems fair

enough, but we try always to increase our loans in order to increase our earnings. However, the lo-

cation of our office is a limiting factor.

Since rent and occupancy is the actual rent paid to the owner of the building, we can’t have any

quarrel about that, but the service department charges are certainly too high. We don’t have any

control over these costs; yet we are charged for them. I am not complaining that this is unfair; on

the contrary, I believe branches should share the burden. My only misgiving is whether those ser-

vice departments are doing enough to cut down on their costs.

About one-half of the service department expenses charged to our branch is for check clearing

service. Although I don’t know the basis of allocation, I don’t doubt that it is fair. Besides, even if I

should have some questions about the basis, probably it wouldn’t reach up there; the communica-

tion channel from here to the top is long and tedious.

At present, we do our own bookkeeping, but soon this will be centralized. I have heard some man-

agers complain that the cost charged to them for the centralized bookkeeping is higher than the cost

when they did their own bookkeeping. However, such intangible gains as prestige and customer re-

lations may justify a little higher cost. At any rate, we wouldn’t have any choice if top management

decides to centralize our bookkeeping. It may be better in the long run.

Although I don’t know exactly what items are included in other direct and indirect and over-

head expenses, I don’t think they are excessive. The control division is trying to be fair.

In summary, I think the statement is useful, but there are many factors you should consider in

interpreting it.

Comment by Manager of Branch B. The statement is a fair measure of how branches are

doing. It is true that the location of a branch has a lot to do with its operation; in evaluating a

particular branch, the location is an important element to be taken into account. To take the ex-

treme case, you don’t need a branch in a desert. If a branch can’t show earnings after being

charged with its fair share of all costs, perhaps the purpose of its existence is lost.
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High volume and efficient operation have contributed to our high level of earnings. Our branch

has more loans than can be sustained by our own deposits; thus, we are charged with interest on

borrowed funds on the theory that we would have to pay the interest if we borrowed from outside.

Of course, by increasing deposits we could meet the loan requirements and add to our earnings a

good part of the interest on borrowed funds; indeed, we have been trying to lure more deposits to

our branch. Quite apart from this special effort, however, we do not neglect to seek more loan op-

portunities, for loans increase earnings even after the interest charge.

Our office is in a bank-owned building; but, instead of controversial depreciation and mainte-

nance charges, we are charged with the fair rental value. We are satisfied with this practice.

The bookkeeping of our branch is centralized. I believe we could do it for less money if we did

our own bookkeeping; but competing banks have centralized bookkeeping departments, and we

have to go along. I suspect there are some intangible benefits being gained, too.

If I really sat down and thoroughly examined all the allocation bases, I might find some

things that could be improved. But the fact of life is that we must draw a line somewhere; some

arbitrariness will always be there. Furthermore, why should our branch raise questions? We

are content with the way things are.

Comments by Banking Division Headquarters. We call this report [Exhibits 2 and 3] our

Bible, and, like the actual Bible, it must be interpreted carefully. Many factors affect the perfor-

mance of a branch that do not show up on the report. For example, in an area that is going down-

hill the manager of a branch has to work terribly hard just to keep his deposits from declining,

whereas in a growing area, the manager can read the New York Times all day and still show an

impressive increase in deposits. The location of the branch in the neighborhood, its outward ap-

pearance, its decor, the layout of its facilities—all can affect its volume of business. Changes in the

level of interest rates, which are noncontrollable, also have a significant effect on income. At head-

quarters, we are aware of these factors and take them into account when we read the reports. The

unfortunate fact is that some managers—for example, those in declining areas—may not believe

that we take them into account. Such a manager may worry about his apparently poor perfor-

mance as shown on the report, and this has a bad psychological effect on him.

One other difficulty with the report is that it may encourage the manager to be interested too

much in his own branch at the expense of the bank as a whole. When a customer moves to an-

other part of town, the manager may try to persuade him to leave his account at the same branch,

even though the customer can be served better by a branch near his new location. We even hear of

two branches competing for the same customer, which certainly doesn’t add to the reputation of

the bank. Or, to take another kind of problem, a manager may be reluctant to add another teller

because of the increased expense, even though he actually needs one to give proper service to his

customers.

Of course, the earnings report is just one factor in judging the performance of a bank man-

ager. Among the others are the growth of deposits compared with the potential for the area; the

number of calls he makes soliciting new business (we get a monthly report on this); the loans

that get into difficulty; complaint letters from customers; the annual audit of operations made

by the control division; and, most important, personnel turnover, or any other indications of

how well he is developing his personnel. Some of these factors are indicated in these statistics

[see Exhibit 5], which are prepared at banking division headquarters.
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EXHIBIT 5 Branch Office Report

All Dollar Amounts in Thousands 

Unless Otherwise Stated JAN. FEB. MAR. APRIL MAY JUNE JULY AUG. SEPT. OCT. NOV. DEC. YEAR AVERAGE

DEPOSITS—AVERAGE

1 Demand—(Ind., Part., Corp.) $ 14 038 13 473 12 330 12 919 13 108 12 911 12 596 11 907 12 746 12 202 1

2 Demand—Banks $ 50 50 — — — — — — — — 2

3 Special Checking $ 221 218 220 251 235 216 237 244 236 219 3

4 Treas. Tax & Loan Account $ 118 149 238 124 270 321 232 202 265 196 4

5 Savings $ 987 974 1 001 990 976 1 012 972 978 986 1 013 5

6 Christmas Club $ 15 23 30 35 41 46 51 55 60 63 6

7 Time $ — — — — — — — — — — 7

8 Total $ 15 429 14 887 13 819 14 319 14 630 14 506 14 088 13 386 14 293 13 693 8

NUMBER OF ACCOUNTS

9 Demand—(Ind., Part., Corp.) 1 515 1 513 1 507 1 503 1 516 1 511 1 514 1 497 1 478 1 473

10 Demand—Banks 1 — — — — — — — — —

11 Special Checking 868 865 884 892 894 900 903 911 939 948

12 Savings 585 587 593 589 587 591 593 587 621 645

13 Christmas Club 540 536 534 538 533 530 526 519 516 511

14 Time — — — — — — — — — —

15 Total 3 509 3 501 3 518 3 522 3 530 3 532 3 536 3 514 3 554 3 577

LOANS YEAR AVERAGE

16 Total Loans—Average $ 723 755 720 627 672 773 841 889 971 961 16

17 Installment Loan—Volume $ 20 24 36 31 35 22 25 34 27 39 17

18 Spec. Loan Dept.—Month End $ — — — — — — — — — — 18

NUMBER OF BORROWERS

19 Total Loans 48 58 50 49 51 54 55 60 62 63

20 Installment Loan—Made 24 37 46 50 32 30 28 45 44 39

21 Special Loan Dept. — — — — — — — — — —

22 Staff—Number of Officers 4 4 4 4 4 4 4 4 3 3

23 No. of Employees—Auth Budget 25 25 25 25 25 25 25 25 25 25

24 Total 29 29 29 29 29 29 29 29 28 28 YEAR—TOTALS

25 Overtime & Supper Money 

Payments (To nearest dollar) $ 276 135 273 93 496 123 536 370 350 220 25

SERVICE CHARGES

(To nearest dollar)

26 Regular Checking Accounts $ 1 543 1 578 1 445 225 2 550 858 2 378 1 998 1 997 1 833 26

27 Special Checking Accounts $ 1 017 1 119 1 220 1 397 1 223 1 322 1 313 1 237 1 266 1 340 27

28 Total $ 2 560 2 697 2 665 1 622 3 773 2 180 3 691 3 235 3 263 3 173 28
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To Nearest Dollar 1st Quarter 2nd Quarter Jan. thru June 3rd Quarter Jan. thru Sept. 4th Quarter Jan. thru Dec.

Gross Income $ 133 060 131 531 264 591 132 041 396 632

Gross Expenses $ 92 060 93 088 185 138 97 043 282 181

Net Before Taxes $ 41 010 38 443 79 453 34 998 114 451

Net After Taxes $ 18 799 17 622 36 421 16 043 52 464

Average Loan Rate 5.80 5.83 5.81 5.82 5.82

Earn. Rate—Excess Funds 4.02 4.06 4.04 4.08 4.05

Earn. Rate—Savings Deposits 6.52 6.55 6.54 6.59 6.55

1960 Location and Office No. A ____________________

All Dollar Amounts in Thousands JAN. FEB. MAR. APRIL MAY JUNE JULY AUG. SEPT. OCT. NOV. DEC. YEAR TOTALS

Regular Checking Accounts—

Number

1 Opened—New 26 17 7 15 16 17 10 9 14 11 1

2 Opened—A/C Trans. within Office — 1 1 1 4 — 1 — — — 2

3 Opened—A/C Trans. from other Off. — 1 1 — 3 — 2 — 1 — 3

4 Total Number Opened 26 19 9 16 23 17 13 9 15 11 4

5 Close 24 17 12 17 6 19 9 17 24 14 5

6 Closed—A/C Trans. within Office — 2 1 2 2 — — 8 6 1 6

7 Closed—A/C Trans. to other Offices 4 3 2 1 2 3 1 1 4 1 7

8 Total Number Closed 28 22 15 20 10 22 10 26 34 16 8

9 Net Opened or Closed ⫺2 ⫺3 ⫺6 ⫺4 ⫹13 ⫺5 ⫹3 ⫺17 ⫺19 ⫺5 9

Regular Checking Accounts 

Average Deposits Closed—Monthly

10 Closed $ 16 7 8 15 7 14 4 11 18 7

11 Closed—Trans. within Office $ — 19 2 4 2 — — 6 4 1

12 Closed—Trans. to other Offices $ 5 6 2 — 1 3 1 1 2 2

13 Total Average—Closed Accts. $ 21 32 7 19 10 17 5 18 24 10

Accounts Since Jan. 1st—Cumulated*

14 *No. Opened (Line 1) 26 43 50 65 81 98 108 117 131 142

15 No. Closed (Line 5) 24 41 53 70 76 95 104 121 145 159

16 *Opened—Current Mo. Avg. 

(Line 14) $ 83 191 162 143 120 102 120 109 114 127

17 Closed—Total Avg. Bal. (Line 10) $ 16 23 26 41 48 62 66 77 95 102

Income and

Expense By

Quarters and

Cumulative
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EXHIBIT 5 Concluded

Business Development

18 No. of calls—Customers 3 8 7 4 10 8 6 9 5 5 18

19 No. of calls—Prospects 3 4 4 4 1 4 2 6 5 5 19

20 Total 6 12 11 8 11 12 8 15 10 10 20

21 Spec. Checking Accts.—Opened 26 21 31 21 19 22 15 33 37 29 21

22 Spec. Checking Accts.—Closed 13 24 12 13 17 16 12 25 9 20 22

23 Spec Checking Accts.—Net ⫹13 ⫺3 ⫹19 ⫹8 ⫹2 ⫹6 ⫹3 ⫹8 ⫹28 ⫹9 23

24 Savings Accounts—Opened 17 9 22 9 15 24 15 9 52 39 24

25 Savings Accounts—Closed 21 7 16 13 17 20 13 15 18 15 25

26 Savings Accounts—Net ⫺4 ⫹2 ⫹6 ⫺4 ⫺2 ⫹4 ⫹2 ⫺6 ⫹34 ⫹24 26

27 S. D. Boxes—New Rentals 9 6 3 9 3 6 5 6 4 — 27

28 S. D. Boxes—Surrendered 9 4 9 11 12 10 6 7 7 3 28

29 S. D. Boxes—Net — ⫹2 ⫺6 ⫺2 ⫺9 ⫺4 ⫺1 ⫺1 ⫺3 ⫺3 29

30 No. of Personal Money Orders Sold 523 543 583 643 421 467 447 419 452 367 30

JAN. FEB. MAR. APRIL MAY JUNE JULY AUG. SEPT. OCT. NOV. DEC. YEAR TOTALS
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Questions

This case deals with the use of the profit center concept as a management control device for

branch offices in a service industry. A particular problem in banking is how to set the transfer

price for money.

Discuss the adequacy of the following structural components’ of Chemical’s control systems.

1. Cost allocation of headquarters’ expense. Should these costs be allocated? Are these meth-

ods of allocation appropriate?

2. Noncontrollable costs included in performance reports. Should noncontrollable costs be

omitted from the earnings statement? If so, what items would be affected?

3. Performance evaluation of dissimilar branches. Does this reporting system provide enough

information? Too much? Should Exhibit 5 be discontinued?

4. Profit center organization of branches. Do you believe branches should be evaluated as

“profit centers”? What factors are critical to the success of a branch bank? To what extent

are these factors controllable by a branch manager?

5. Transfer pricing system used. If you believe the profit center system should be continued

as a control device, discuss the appropriateness of the data developed in Exhibit 4 for trans-

fer pricing purposes. Can you suggest better ways to price the transfer of funds between

branches? Bank of America, one of the largest banks in the United States, charges its profit

centers for the use of money at current interest rates for obtaining funds of like maturities

and risk. For example, if a branch makes a 90-day loan, it would be charged at the current

rate that the bank pays on 90-day certificates of deposit. Should Chemical Bank adopt this

practice?
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Case 14-6

Metropolitan Bank

Fred Marple, senior vice president of Metropolitan Bank, studied the Chemical Bank case as a

participant in a senior management development program during August 1993. The instructor

informed the class that this case was originally written in the early 1960s. Mr. Marple told the

case writer how and why Metropolitan’s system differed from the system described in that

case.

Background

With deregulation of consumer banking in the early 1970s, commercial banking became a

highly profitable business. Banks earned an interest rate spread (the difference between the

rate generated on loans and the rate paid out to depositors) that provided a profitable margin

over expenses. Loan growth and expense control increased profitability. The 1980s brought un-

profitable times to the banking industry as ill-fated loans to less developed countries went into

default and huge loan losses drained earnings. Also in the late 1980s and early 1990s, losses on

real estate loans and leveraged transactions were large. Banking became intensely competi-

tive with nonbank competitors such as brokerage houses entering the business with money

market accounts. Consequently, commercial banks examined individual areas to identify prof-

itable lines of business and look for downsizing opportunities.

The bank was divided into two operating units: Global Bank and Regional Bank. Global Bank

provided sophisticated lending, corporate finance, and treasury services to Fortune 1000 com-

panies, foreign multinationals, and public sector clients. Regional Bank was responsible for re-

tail banking, middle-market commercial banking, and private banking for high net-worth indi-

viduals.

This case describes the Retail Banking Group that was a component of Regional Bank. In

1992, Regional Bank generated approximately 32 percent of the revenues and net income of

Metropolitan Bank and constituted 28 percent of Metropolitan’s assets.

In 1991, in order to analyze its retail banking business, Metropolitan Bank decided that it

needed a better assessment of the profitability of its customers and products. A team was as-

sembled for this purpose. The team developed a new organization structure and management

control system.

The team recognized that the entire organization had to be mobilized in a coherent and fo-

cused direction. To that end they developed the following mission, strategy, and business syn-

ergies/linkages.

Retail Bank Mission

“Our mission is to achieve superior customer focus and responsiveness. We view our customers

as our most important corporate asset. We believe that the best way to create value for the cor-

This case was prepared by Anil R. Chitkara (T’94) under the supervision of Professor Robert N. Anthony. Copyright by

Robert N. Anthony.
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poration is to create value for our customers. Value is the experience of conducting business

with Metropolitan. It is the combination of product, price, convenience, and service. By provid-

ing the best value for our customers, Metropolitan will be recognized as the leader in retail fi-

nancial services within our chosen markets.”

Retail Bank Strategy

The Retail Bank strategy is to grow its franchise by creating superior customer value.

1. Creating superior customer value engenders the following four principles:

a. Understanding and anticipating customer needs.

b. Developing products and services to meet important needs.

c. Delivering conveniently with high quality service.

d. Pricing competitively.

2. Continuation of this strategy will drive revenue growth and strengthen the franchise by:

a. Acquiring new customers through aggressive pursuit of new value propositions.

b. Expanding and strengthening relationships with existing and new customers.

The Retail Bank is moving aggressively to implement a strategic platform to grow the fran-

chise by generating superior customer value. Execution of this platform involves a broad range

of business unit and cross organization initiatives.

Business Synergies and Linkages

Understand the Market

Identify performance opportunities where significant market segments are currently under- or

overserved and we could more appropriately meet their needs—set the benefit and pricing pa-

rameters for the value proposition.

Develop and Communicate the Value Proposition

Translate our improved market understanding into a profitable, unique service proposition

and communicate this proposition to our target audience—define the cost, capability, and ser-

vice-level objectives for the delivery system.

Adapt the Delivery System

Ensure that the value proposition is being delivered to maximize profitability and build re-

quired capabilities—finalize the quantitative business models (e.g., market and supply) to sup-

port rigorous performance management.

Upgrade the Performance Management Systems

Ensure that the goal-setting, planning, performance measurement, and reward systems stim-

ulate behavior at all organization levels which optimizes operating performance—identify re-
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quirements to upgrade the business models or develop market understanding, value proposi-

tion or delivery system. See Exhibit 1.

Retail Banking Group

The Retail Banking Group (RBG) served three classes of customers: regional consumers, com-

mercial and professional businesses, and consumers on a national basis. The RBG previously

had been organized around the branch banking network. Under the new organizational struc-

ture, RBG was organized around three major business lines: Local Markets, Retail Card Ser-

vices, and National Consumer Business Group. Local Markets Group works with branch de-

pendent customers for deposits, insurance, investments, and small business lending; Retail

Card Services Group handles payment systems and revolving credit on a nationwide basis; and

National Consumer Business Group consists of nonpayment system related lending, including

mortgages, home equity, education, recreational vehicles, and automobiles (see Exhibit 2).

Organization of the Local Market Group

Local Market Development

The Market Development Group was responsible for understanding the market. The objective

of the Market Development Group was to identify significant performance opportunities where

current value propositions poorly or unprofitably serve significant segments. Key steps in this

process included understanding needs segmentation and the value of current service offerings,

EXHIBIT 1
The performance

improvement

wheel is a system-

atic discipline to

identify and pri-

oritize all signifi-

cant performance

opportunities

and embed a con-

tinuous improve-

ment system.

Upgrade the
performance
management

systems

Build/adapt the
delivery system

Develop and
communicate the
value proposition

Understand
the market
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estimating economic opportunity from redesigned offerings, evaluating current competitive po-

sition, and conducting environmental scans (i.e., regulation, technology, economy, demograph-

ics). Major groups of customers were separated into various segments, each indicating similar

characteristics such as demographic, behavioral, and psychographic profile. The segments were

tracked based on use of products, services, and distribution channels. The objective of monitor-

ing customer segments was to assess profitability dynamics, value propositions, and examine

processes whereby nonvalue processes would be eliminated via reengineering. The perfor-

mance of the Market Development Group was measured on major market segment profitabil-

ity, its progress in developing new market segment programs, and effective management of the

overall Local Markets marketing budget.

This group also served as the catalyst to develop new business lines. As competition inten-

sified, the need to expand business offerings was essential; therefore major business line

EXHIBIT 2 Partial Organization Chart

Retail Banking Group

Local Markets

Business Group

Retail Card Services

Business Group

National Consumer Lending

Business Group

Market Development Sales and Service Systems & Operations Strategic Implementation

Product Management

Regional Managers (3)

District Managers (16)

Branch Managers (300)

Human Resources

Finance

Retail Administration

Transformation

Information Systems

Strategic Planning

Service Management

Facilities Management
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strategies surrounding insurance, investments, and electronic banking (i.e., Debit Cards,

Home Banking) were employed.

Product Management

The Product Management Group was responsible for working with the Market Development

Group to ensure product offerings were aligned with customer needs, included the appropri-

ate value functions, and were priced profitably. The overall objective was to develop a service

offering which uniquely meets segment needs/values at profitable prices and communicates

the value proposition to target segments. The key steps included designing the new value

proposition by adding/eliminating features on the basis of willingness to pay and establishing

pricing levels/structure, functionality, service levels, and access. Communicating the new

value proposition included message development, channel selection, and brand management.

Every week the Product Management Group prepared a report detailing the changes in vol-

ume for the products and listed Metropolitan’s prices and its competitor’s prices (obtained

both internally and from an outside data-gathering organization). These findings, together

with recommendations for product feature enhancements, new products, and pricing, were

presented at a pricing committee meeting that included members of each group within Local

Markets. The performance of the Product Management Group was measured on major prod-

uct grouping’s profitability.

Sales & Service

The Sales and Service Group (S&S) supervised the local distribution channel of the bank, in-

cluding branches, automated teller machines (ATMs), and customer telephone service lines.

This group was responsible for executing the product management and market development

strategies. The overall objective of S&S was to build/adapt the delivery system to ensure that

the value proposition is delivered to maximize profitability and build required capabilities. Key

steps in the process included assessing the gap between actual and target activity performance

measures (i.e., cost, customer satisfaction, service levels, revenue, product delivered), assuring

value created by all activities, and performing internal and external surveys via benchmark-

ing and best practice comparisons (i.e., scale, service levels, technology). The performance of

S&S was measured against key performance measures designed to reflect the goals of the

strategies and growth targets.

Branch managers were within the S&S group, and their performance was measured by

the Bonus Incentive Plan (BIP) linked directly to the strategies and growth targets of the

market segments and product groupings. The BIP set forth 11 specific criteria (see Exhibit

3). Each criterion had a point weighting and a band around which the point weighting fluc-

tuated. Each branch was given specific goals for each of the 11 criteria. If the goal was met,

the branch received the points assigned to it. If the goal was exceeded, additional points

within the band were earned; if performance was below goal, fewer points were earned. Com-

pensation of district managers, branch managers, and key personnel was affected by the

Bonus Incentive Plan. These measures differed markedly from the profit center system de-

scribed in the Chemical Bank case.
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Support Functions

Centralized support groups such as Human Resources, Finance, Strategic Planning, Service

Management, Systems, Back Office Operations, Retail Facilities and Transformation,1 were

treated as expense centers, and their financial performance was measured against their bud-

gets, the group’s financial performance including specific Key Performance Measures, and im-

plementation of appropriate tactics to support the Market Product and Sales & Service groups.

Organization of the National Business Groups

The Retail Card Services and National Consumer Business Groups served Metropolitan’s na-

tional consumer base. The groups were responsible for asset originations, credit approval, cus-

tomer service, quality control, and remittance processing of the national customer business

base. The performance of the groups was measured on their own profitability.

Retail Card Services Business Group

Mission

Retail Card Services Business Group will take advantage of its national customer base and di-

rect communications channel to help shape a competitively advantaged national purchase and

payment system, based on fundamental, “real value” propositions to the customer. These

propositions would be used to build durable, meaningful relationships with customers over the

course of their lives, using the credit product as a “wedge.”

Deposit growth
Personal transactions 12
Personal investments 8
Business investments and transactions 15

Subtotal 35
Asset growth:

Mortgage loans 3
Home equity and quick loans 7
Direct installment loans 3
Revolving credit 5
Business lending 6

Subtotal 24
Revenue:

Nonbank investments 12
Fees 9

Subtotal 21
Customer satisfaction 20
Total 100

EXHIBIT 3
Weighting of

Evaluation

Criteria for

Bonus

Incentive

Plan

1Transformation consists of reengineering the retail bank and includes productivity enhancements and operations and ser-

vice workflow redesigning (i.e., balance retention programs, quality, and customer focus).
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Beyond repositioning its card products, Retail Card Services Business Group was defining a

vision for the future that will allow Metropolitan to fully realize its potential in the new world

as well as serve as a beacon for “Evolving Card Business Developments.”
The strategic functions were redefined as follows:

1. Primary role is to provide strategic blueprints that will bring together and give direction to

marketing, operations, product development, product management, etc.

2. Ensure that the organization does not get focused solely on deals and transactions, but cre-

ates a context and framework for these efforts. Dedicated attention to the big picture helps

the entire organization develop the ability to adapt to change.

3. Expand to a broader view of Purchase/Payment System products and services in order to

competitively position the Metropolitan franchise and grow the earnings base.

4. Provide increased project management and implementation support.

National Consumer Business Group

Mission

The mission was to establish a multichannel, broad-based, and cost-effective origination capa-

bility that generated assets with attractive risk-adjusted returns.

1. Leveraging risk-management capabilities to offer competitive products at competitive pric-

ing to a broader customer base, while providing a level of service that resulted in high cus-

tomer satisfaction.

2. Becoming a top-tier player in the home secured market. Home Equity products provided a

strong base on which to build because of the size and depth of the market, the profitability

of the product for lenders, and the attractive demographics of home-secured borrowers. Met-

ropolitan Bank had an established expertise to take advantage of the existing fragmenta-

tion within the market.

3. Continuing to offer consumer loans where our leadership position in these products resulted

in superior economic returns and/or opportunities to attract new customers.

The National Consumer Business Group was composed of four major business lines, each with

strong competitive positions:

1. Metropolitan had created a Mortgage franchise with enormous value. The mortgage indus-

try was undergoing rapid consolidation and Metropolitan had become a top-tier player in

both originations and servicing. Scale economics, effective risk management, and techno-

logical enhancements in new origination, servicing, and secondary marketing systems were

major challenges.

Servicing represented the store of economic value to be harvested over the life of a mortgage loan.

Efficiency was the key.The new systems and technology (automated workflow/imaging) being im-

plemented will enhance our position.
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2. Metropolitan had also become one of the largest Guaranteed Student Loan providers. In a

consolidating industry, it was one of the few vertically integrated processors. The guaran-

teed nature of Student Loans produced a stable earnings stream with very low equity re-

quirements. The challenge was to continue to achieve growth while reducing operating risk.

3. National Consumer Finance was a profitable consumer finance business operating through

a national network of 12 regional offices. Their national distribution system will continue to

be leveraged to expand the origination of home equity loans through correspondents.

4. Consumer Asset Group was a high margin, high ROE business focused in the local area.

Metropolitan had a dominant market share of total consumer loan households, representing

a strong second position.

Transfer Pricing

Metropolitan Bank used transfer prices for funds and services provided by one bank unit to

another. The Retail Banking Group generated funds in the form of deposits, and these funds

were used to finance loans and investment activities throughout the Bank. All funds received

were transferred into Metropolitan’s Treasury Group, a corporate function. The Treasury

Group’s primary responsibility was to remove interest rate risk in the business unit’s results,

thereby minimizing the impact of profits or losses associated with the mismatching of asset

and liability terms.

The Treasury Group calculated interest rates, or “pool rates,” for different products2 with

differing maturities. Pool rates were based on an average of a “core rate” and the current (or

slightly lagged) LIBID3 rate. The core rate was the historical average interest rate earned by

the Bank. It was applied to a specified fraction of the total amount of money in the pool. For

other products, the interest rate was based entirely on the LIBID, and for still others it was re-

lated to the interest on wholesale borrowings of the same maturity. Some rates were modified

to take account of rates charged by competing banks, based on information obtained by the

Product Management Group and supplied by an outside data-gathering organization.

Sales and Service (branches and telephone service) also provided a wide array of services to

other major areas of the corporation that housed the large corporate, middle market, and pri-

vate banking customers. Compensation (payment for services provided) was set for approxi-

mately 75 different services including deposits, checks cashed, account maintenance, auto-

matic teller machine transactions, and payroll preparation. Individual charges were set at the

beginning of the year by estimating the quantity of the services to be provided and the total ex-

penses associated with each service. Transaction cost per unit of service was calculated by mul-

tiplying the rate agreed to by the actual volume.

2Demand deposits, NOW accounts, savings accounts, 91-day certificates of deposit, and 6-month certificates of deposit

are examples of products.
3LIBID is an acronym for “London Inter Bank Interest Rate on Deposits,” a commonly used short-term interest rate.
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Profit Planning Process

The Retail Bank Group budget preparation process had four phases. First, the Market Devel-

opment Group set gross revenue targets for each major customer segment. Next, the Product

Management Group developed specific product functions and pricing to support the marketing

programs and gross revenue projections. Third, the Sales and Service and support groups de-

veloped the expense levels and appropriate compensation goals based on key performance

measures needed to meet the market and product groups’ plans. The final phase was consoli-

dation of the three previous phases and development of a coherent plan for the entire Retail

Banking Group. The planning process required five months, beginning in early July.

Questions

1. Compare the Retail Banking Group in Metropolitan Bank with the corresponding organiza-

tion in Chemical Bank.

2. Do you think the organizational structure and control systems are consistent with the bank’s
strategies?

3. What changes to the organization structure and control systems would you recommend for

Metropolitan Bank?
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Chapter

Multinational
Organizations

In this chapter we describe management control problems and practices in multinational
(also called transnational) organizations. Most of the practices for controlling foreign opera-
tions are similar to those for controlling domestic operations. The planning and control
processes that we described in Chapters 8 through 12—strategic planning, budget prepara-
tion, operating, variance analysis and reporting, performance evaluation, and management
compensation—generally are applicable to multinational organizations, but they need to be
tailored to the context of these organizations. As an example, foreign operations may be or-
ganized as expense centers, revenue centers, profit centers, or investment centers, and the
considerations that govern the choice of a particular type of responsibility center are, in most

respects, similar to those for domestic operations. One important difference, however, is that
even if a foreign operation is an expense center or a revenue center for control purposes, it is
often a profit center for accounting purposes. Many foreign operations are legal entities, in-
corporated in the host country, and, therefore, they must maintain a complete set of account-
ing records for legal and tax reasons.

There are three special problems of global organizations: cultural differences, transfer pric-
ing, and exchange rates. This chapter is devoted to these three topics. Although our discussion
is stated in terms of a U.S. corporation and its foreign subsidiaries, the same general problems
exist with respect to a parent company of any nationality and its foreign subsidiaries.

Cultural Differences

One of the important contextual variables that influence management control within a multi-
national enterprise is cultural differences across countries. By definition, a multinational or-
ganization operates in multiple countries and therefore has to contend with cultural differ-
ences as head office coordinates and controls its subsidiaries. Whether within an organization
or a nationality, “culture” refers to shared values, assumptions, and norms of behavior. When

15
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an organization spans nationalities, cultural differences of a profound sort having to do with
national and regional character abound and have an important bearing on management con-
trol. One way to understand cultures is proposed by Hofstede.1 Hofstede made a systematic
analysis of cultural differences, based on a questionnaire that was answered by approxi-
mately 80,000 employees of IBM located in 64 countries. According to Hofstede, cultures can
differ across four dimensions.

1. Power distance refers to the extent to which power is unequally distributed and centralized.
High power distance cultures include Philippines, Venezuela, and Mexico. Low power dis-
tance cultures include Israel, Denmark, and Austria.

2. Individualism/collectivism refers to the extent to which people define themselves as indi-
viduals or as part of a larger group. Highly individualistic cultures include United States,
Australia, and Great Britain. Highly collectivistic cultures include Saudi Arabia, Venezuela,
and Peru.

3. Uncertainty avoidance refers to the extent to which people feel threatened by ambiguous
situations. Highest uncertainty avoidance cultures include Japan, Portugal, and Greece.
Lowest uncertainty avoidance cultures include Singapore, Hong Kong, and Denmark.

4. Masculinity/femininity refers to the extent to which dominant values emphasize assertive-
ness and materialism (“masculine”) versus concern for people and quality of life (“femi-
nine”). Examples of highly “masculine” cultures include Austria, Switzerland, and Italy.
Highly “feminine” cultures include Sweden, Norway, Netherlands, and Denmark.

Another classification scheme is proposed by Hall, according to whom cultures differ from
each other on a spectrum from “low-context cultures” at one end (Germany, Switzerland, Scan-
dinavia, North America, Britain), where people get down to business quickly and negotiate as
efficiently as possible, to “high-context cultures” at the other end (China, Korea, Japan, Saudi
Arabia), where people attempt to establish personal relationships before getting down to busi-
ness and where negotiations are slow and ritualistic.

Several inferences can be drawn regarding the type of planning and control systems that
will be more effective in different cultures. In individualistic cultures, employees are likely to
prefer rewards based on individual performance, whereas group-based rewards are likely to be
preferred by employees in collectivistic cultures. In cultures with low power distance, decen-
tralization in decision making and greater participation in budget preparation might be pre-
ferred. The opposite might be true in high power distance cultures. Subjective performance
evaluation will be more effective in low, rather than high, uncertainty avoidance cultures. For-
mal planning and control systems will be better received in low context cultures, whereas in
high context cultures building interpersonal familiarity and trust is felt to be essential, and so
informal controls are likely to be more effective.

Executives in multinational organizations must understand and respect cultural differ-
ences and adapt management controls across countries.

1H. Hofstede, “Motivation, Leadership, and Organization: Do American Theories Apply Abroad?” Organizational Dynam-

ics, Summer 1980, pp. 42–63.



Transfer Pricing

Transfer pricing for goods, services, and technology represents one of the major differences be-
tween management control of domestic and of foreign operations. In domestic operations, the
criteria for the transfer price system are almost exclusively those described in Chapter 6. In
foreign operations, however, several other considerations are important in arriving at the
transfer price. They include taxation, government regulations, tariffs, foreign exchange con-
trols, funds accumulation, and joint ventures.

Taxation

Effective income tax rates can differ considerably among foreign countries. A transfer price
system that results in assigning profits to low-tax countries can reduce total worldwide income
taxes.

Government Regulations

In the absence of government regulations, the firm would set transfer prices to minimize tax-
able income in the countries with high income tax rates. However, government tax authorities
are aware of such possibilities, and governments have passed regulations that affect the way
in which transfer prices can be calculated.

Tariffs

Tariffs are often levied as a percentage of the import value of a product. The lower the price,
the lower the tariff. The incidence of tariffs is usually opposite to the incidence of income taxes
in transfer pricing. Although tariffs for goods shipped to a given country will be low if the
transfer price is low, the profit recorded in that country—and hence the local income tax on the
profit—will be correspondingly high. Thus, the net effect of these factors must be calculated in
deciding on the appropriate transfer price. Because income taxes are typically a larger amount
than tariffs, international transfer pricing is usually driven more by income tax than by tariff
considerations.

Foreign Exchange Controls

Some countries limit the amount of foreign exchange available to import certain commodities.
Under these conditions, a lower transfer price allows the subsidiary to bring in a greater quan-
tity of these commodities.

Funds Accumulation

A company may wish to accumulate its funds in one country, rather than in another. Transfer
prices are a way of shifting funds into or out of a particular country.

Joint Ventures

Joint ventures create additional complications in transfer pricing. Suppose a U.S. firm has a

joint venture operation in Japan with a local Japanese firm. If the U.S. parent charges a higher
price for a component transferred to Japan, the Japanese joint venture partner is likely to re-
sist that price since it lowers the profits of the Japanese operation and, consequently, the share
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of the profits for the Japanese joint venture partner. Ford Motor Company, partly to avoid
transfer pricing disputes, purchased the large British minority interest in Ford, Ltd., in 1961.
For similar reasons, General Motors had not used joint ventures until its arrangement with
Toyota in the late 1980s.

Use of Transfer Pricing Methods

Exhibit 15.1 shows the transfer pricing methods used by a sample of multinational companies
headquartered in Canada, Japan, the United Kingdom, and the United States for their cross-
border transfer of goods.

Legal Considerations

Almost all countries place some constraints on the flexibility of companies to set transfer prices
for transactions with foreign subsidiaries. The reason is to prevent the multinational company
from avoiding the host country’s income taxes. Consider the following examples:2

• To minimize taxes, U.S. multinationals transfer assets to low-income tax countries. For ex-
ample, Cayman Islands has 50 banks.

• U.S. multinationals move their “paper” corporate office to Bermuda, which does not have cor-
porate income tax. For instance, Ingersoll-Rand, Accenture, and Tyco International use
Bermuda as head office while all their businesses are conducted elsewhere.

EXHIBIT 15.1 Transfer Pricing Methods Used by Multinational Companies

Pricing Method Canadaa Japanb United Kingdomc United Statesd

Cost-Based Methods:
Variable cost—actual or standard 5% 3% 5% 1%
Full cost—actual — — — 4
Full cost—standard 26 38 28 7
Variable cost plus markup — — — 1
Full cost plus markup 2 — 5 28
Total cost-based 33% 41% 38% 41%

Market-Based Methods:
Market price — — — 26
Market price less selling expense — — — 12
Other — — — 8
Total market-based 37% 37% 31% 46%

Negotiated Price 26% 22% 20% 13%

Other 4% — 11% —
100% 100% 100% 100%

aR. Tang, “Canadian Transfer Pricing in the 1990s,” Management Accounting, February 1992.
bR. Tang, C. Walter, and R. Raymond, “Transfer Pricing—Japanese vs. American Style,” Management Accounting, January 1979, pp. 12–16.
cA. Mostafa, J. Sharp, and K. Howard, “Transfer Pricing—A Survey Using Discriminant Analysis,” Omega 12, no. 5 (1984).
dY. Roger, and W. Tang, “Transfer Pricing in the 1990s,” Management Accounting, February 1992, pp. 22–26.

2“Taxing Multinationals: The Donnybrook Ahead,” BusinessWeek, September 9, 2002, pp. 86–89.



• Companies transfer intellectual property (such as patents) to Ireland, a low-tax country. The
U.S. headquarters will pay a hefty sum for the rights to use the intellectual property,
thereby transferring taxable income from a high-tax country to a low-tax country.

The laws relating to multinational taxes might undergo changes as a result of abuses as men-
tioned earlier. At present, regulations for the United States are basically set forth in Section 482
of the Internal Revenue Code. In general, Section 482 tries to ensure that financial transactions
between the units of a controlled taxpayer (a company that can control transactions between do-
mestic and foreign profit centers) are conducted as if the units were uncontrolled taxpayers (in-
dependent entities dealing with one another at arm’s length). In case of a dispute, Section 482
permits the Internal Revenue Service to calculate what it believes to be the most appropriate
transfer price, and the burden of proof is then on the company to show that this price is unrea-
sonable. This is in contrast with most provisions of the Internal Revenue Code, which permit the
company to select whatever permissible alternative it wishes and place the burden of proof on the
Internal Revenue Service to show that the company’s method is unacceptable.

Section 482 provides rules for determining the transfer price on sales between members of
the controlled group. Acceptable intercompany pricing methods, listed in descending order of
priority, are as follows:

1. Comparable uncontrolled price method. An arm’s-length price is ascertained from compara-
ble sales of goods or services between the multinational firm and unrelated customers, or be-
tween two unrelated firms.
Circumstances that may affect the price include the quality of the product, terms of sale,
market level, and geographical area in which the item is sold; but quantity discounts, pro-
motional allowances, and special losses due to currency exchange and credit differentials
are excluded.
Lower prices, and even sales at a price below full cost, are permitted in certain instances, such
as during the penetration of a new market or in maintaining an existing market in a particu-
lar area.

2. Resale price method. If comparable sales are not available, the next preferred method is the re-
sale price method. Under this method, the taxpayer works back from the final selling price at
which property purchased from an affiliate is resold in an uncontrolled sale. This resale price

is reduced by an appropriate markup percentage based on uncontrolled sales by the same af-
filiate or by other resellers selling similar property in a comparable market. Markup percent-
ages of competitors and industry averages are also helpful.
The regulations require that this method be used (a) if there are no comparable uncontrolled
sales, (b) the resales are made within a reasonable time before or after the intercompany
purchase, (c) the reseller has not added significant value to the property by physically alter-
ing it, other than packaging, labeling, and so forth, or by the use or application of intangible
property.

3. Cost-plus method. Under this method, which is the lowest priority of the three prescribed

methods, the starting point for determining an arm’s-length price is the cost of producing
the product, computed in accordance with sound accounting practices. To this is added an

appropriate gross profit expressed as a percentage of cost and based on similar uncontrolled
sales made by the seller, by other sellers, or the rate prevalent in the industry.
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A schematic representation of these three methods is as follows:

1.Comparable uncontrolled price method:

Transfer price ⫽ Price paid in comparable uncontrolled sales 
⫾ Adjustments

In a controlled sale, the transaction is between two members of a controlled group. In an un-
controlled sale, one of the two parties is not a member of the controlled group.

2. Resale price method:

Transfer price ⫽ Applicable resale price ⫺ Appropriate
markup 
⫾ Adjustments

Applicable resale price is the price at which property purchased in a controlled sale is resold
by the buyer in an uncontrolled sale.

Appropriate markup ⫽ Applicable resale price * Appropriate
markup percentage

Appropriate markup percentage ⫽ Percent of gross profit (expressed as a percent of sales)
earned by the buyer (reseller) or by another party in an
uncontrolled purchase and resale similar to controlled
resale.

3. Cost-plus method:

Transfer price ⫽ Costs ⫹ Appropriate markup ⫾ Adjustments

Appropriate markup ⫽ Costs * Appropriate gross profit percent

Appropriate gross profit percent ⫽ Gross profit percent (expressed as a percent of cost)
earned by seller or another party on uncontrolled sale
similar to controlled sale.

Implications of Section 482

From a management control point of view, there are two important implications of Section 482,
each of which is discussed here:

1.Although there are legal restrictions on a company’s flexibility in transfer pricing, there is
considerable latitude within these restrictions.

2.In some instances, the legal constraints may dictate the type of transfer prices that must
be employed.

Latitude in Transfer Prices

In many multinational companies there is a difference between the transfer prices that man-
agement would use purely for control purposes and the legally allowable transfer prices that
minimize the sum of the tax and tariff impacts. Because a certain amount of subjectivity is in-
volved in applying Section 482 to many goods and services, there may be a considerable range
in the permissible transfer price for a particular item. Management can minimize the sum of
income taxes and tariffs by maintaining transfer prices as far as possible at the appropriate



end of the range. For example, if a U.S. parent company sells a product to a subsidiary in a
country with materially lower income tax rates than those in the United States, profits can be
shifted to the foreign subsidiary by keeping the transfer price as low as is legally allowable.
This practice, however, may cause a management control problem because profits in a foreign
subsidiary would be reported as being higher, and profits in the American parent would be re-
ported as being lower, than would be the case if the transaction took place between indepen-
dent entities.

There are two extremes of policy in dealing with this problem. Some companies permit sub-
sidiaries to deal with each other at arm’s length and let the impact of taxes and tariffs fall
where it may. With this policy, there is no question about the legality of transfer prices because
the subsidiaries are trying to do exactly what the regulations say they should do—deal at
arm’s length. Under this policy, foreign transfer pricing policies will be essentially the same as
domestic transfer pricing. Consequently, the transfer price system supports the management
control system. On the other hand, this policy could result in higher total costs.

At the other extreme, foreign transfer prices may be controlled almost entirely by corporate
headquarters, for the purpose of minimizing total corporate costs, maximizing dollar cash flow,
or obtaining the optimum mix of currency positions. Such a policy can severely restrict the use-
fulness of the control system, however, because, in some instances, the transfer prices may bear
little relationship to the prices that would prevail if the buying and selling units were inde-
pendent. If this policy is followed, the question arises of what to do about the control system.

One possibility is to adjust profits for internal evaluation purposes to reflect competitive
market prices. For example, the total differences between the prices actually charged and those
that would have been in effect had taxation not been a consideration could be added to the sell-
ing subsidiary’s revenue and the buying subsidiary’s costs when profit budget reports are ana-
lyzed. This is a questionable practice, however, and few companies use it. If asked, a company
would be required to disclose these adjustments to the Internal Revenue Service, and their ex-
istence could raise questions concerning the validity of the transfer prices being used for tax
purposes.

Many companies that price to minimize taxes and tariffs use the same transfer prices for

profit budget preparation and reporting as are used for accounting and tax purposes. The ap-
proved budget reflects any inequities arising from the transfer prices. To illustrate, a sub-

sidiary that sells for lower than normal prices might have a budgeted loss. If reports of actual
performance show that the subsidiary loses less than budget, its performance is considered to
be satisfactory, other things being equal. In short, the transfer prices are considered both in
preparing the budget and in analyzing results.

If profit budgets and reports reflect uneconomic transfer prices, care must be taken to make
certain that subsidiary managers make decisions that are in the best interests of the company.
For example, suppose that Subsidiary A purchases a line of products from Subsidiary B at a
price that gives B most of the profit. In these circumstances, Subsidiary A can improve its re-
ported profit performance by not selling B’s products aggressively and by concentrating its
marketing efforts on products that add more to its reported profits. Such a practice could be
contrary to the best interests of the company as a whole. If uneconomic transfer prices are used
in budgeting, therefore, it is important to guard against such situations. It may be necessary to
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use other measures of performance than profitability or, at least, other measures in addition to
profitability, such as sales volume or market share.

Legal Constraints on Transfer Pricing Systems

In some instances, legal constraints may require that a particular transfer pricing system be
used, or that a preferred transfer system not be used. For example, the two-step transfer price
system described in Chapter 6 might be questioned by the tax authorities simply because it is
not mentioned in Section 482 and is not widely known abroad.

In other instances, the “full cost” approach implicit in Section 482 may limit a company’s
ability to transfer some products at less than full costs. For example, the marketing depart-
ment may want to introduce a new product in a market at a price that is lower than its normal
price, perhaps not even high enough to cover its full costs. This may be a sound marketing tac-
tic, but the IRS may not recognize it as a valid basis for arriving at the transfer price.

If Section 482 requires the use of transfer prices different from the ones that would be used
for control purposes, a company is in the same position as the company that used one set of
transfer prices for taxation and another for control, except that such a company can safely ad-
just subsidiary revenues and costs for differences between the Section 482 transfer price and
the preferred transfer price in most cases. Since the company presumably would have no ob-
jection to using the preferred transfer price for tax purposes, no harm comes from, in effect,
keeping two sets of books.

Minority Interests

Whenever minority interests are involved, top management’s flexibility in distributing profits
between subsidiaries can be severely restricted because the minority parties have a legal right
to a fair share of the corporation’s profit. In this event, subsidiaries must deal with each other
at arm’s length, to the extent possible.

Exchange Rates

The cash flows of a domestic company are denominated in dollars, and at a given moment each
dollar has the same value as every other dollar. By contrast, the cash flows of a multinational
enterprise (MNE) are denominated in several currencies, and the value of each currency rela-
tive to the value of the dollar is different at different times. These variations complicate the
problem of measuring the performance of subsidiaries and subsidiary managers. Specifically,
MNEs face translation, transaction, and economic exposure to changes in exchange rates. We
first discuss exchange rates briefly, and then we define the three types of exchange rate expo-
sure and their implications for the design of management control systems.

Exchange Rates

An exchange rate is the price of one currency in terms of another currency. It can be expressed
either as the number of units of the home currency that are needed to buy one unit of foreign
currency (called the direct quote), or the number of units of the foreign currency that are
needed to buy one unit of the home currency (called the indirect quote). For example, if the U.S.



dollar ($) is the home currency and the French franc (FF) is the foreign currency, then to ex-
press the exchange rate as $0.20/FF is the direct quote, and to express it as FF5/$ is the indi-
rect quote. In the markets for foreign exchange, both types of quotes are used, but traders usu-
ally use one or the other type for particular currencies. Exhibit 15.2 provides examples of both
for exchange rates prevailing on January 19, 2000, for the most heavily traded currencies.

Exchange rates that are usually quoted (such as those above) are called nominal exchange
rates. The spot exchange rate is the nominal exchange rate that prevails on a given day. The
real exchange rate is the spot exchange rate after adjusting for inflation differentials between
the two countries in question. There are also forward exchange rates, which are exchange
rates known today at which transactions can be entered into for completion at some future
point in time.

Using the direct quote, if the number of dollars required to buy a unit of foreign currency
rises, then the dollar is said to have undergone a depreciation relative to the foreign currency;
the reverse is true for an appreciation. Suppose, for example, that one year ago the spot
U.S./U.K. exchange rate was $1/£, and today’s spot rate is $1.20/£. These rates are “nominal” ex-
change rates that prevailed one year ago and are prevailing today, respectively. In nominal
terms, we would then say that the U.S. dollar depreciated 20 percent against the pound ster-
ling, because it takes 20 percent more dollars to buy the same number of pounds sterling today,
compared with a year ago.

However, suppose that the inflation during this period was 10 percent in the United States
and 5 percent in the United Kingdom. Then, according to purchasing power parity (PPP), these
inflation rates would predict that the U.S. dollar should have depreciated against the U.K.
pound sterling by about 5 percent, or to the approximate extent of the inflation differential be-
tween the two countries, and not by 20 percent. Thus, under PPP, we would have expected the
exchange rate today to be $1.05/£. At the spot rate of $1.20/£, the nominal value of the U.S. dol-
lar depreciated by 14.3 percent more than PPP would predict. This additional depreciation of
14.3 percent in currency values in excess of the inflation differential between the two countries
is the real depreciation of the U.S. dollar; analogous arguments apply in the case of appreciation.
The real exchange rate is the exchange rate after adjusting for inflation differentials between

the United States and the United Kingdom and, in our example, it is $1.143/£.
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EXHIBIT 15.2 Exchange Rates for Various Foreign Currencies on January 19, 2000

Dollar per Unit Foreign Currency 
Monetary of Foreign Currency Units per Dollar 

Country Unit (direct quote) (indirect quote)

Britain Pound .6128 1.6320
Germany Mark .5171 1.9337
Japan Yen .0095 104.85
Switzerland Franc .6265 1.5963
Europe Euro .9886 1.0115



Chapter 15 Multinational Organizations 687

Ever since the evolution of the floating exchange rate system in the early 1970s, there have
been substantial swings in real exchange rates. In the broadest terms, real exchange rate
changes create changes in the cost competitiveness of a domestic manufacturer against its for-
eign competitors: If all else remains equal and U.S. real exchange rates depreciate by 10 per-
cent against the Japanese yen, then U.S. firms are likely to have become 10 percent more cost
competitive, compared with their Japanese competitors. The explanation is as follows: A 10
percent real depreciation of the U.S. dollar must mean that goods priced in U.S. dollars have
become 10 percent cheaper over and above the price adjustments that should have normally re-
sulted from inflation in both the United States and Japan.

Different Types of Exchange Rate Exposure

Translation exposure to exchange rates is the income statement and balance sheet exposure on
MNEs to changes in nominal exchange rates. It results from the fact that MNEs must consol-
idate their accounts in a single (usually home-country) currency, although their cash flows are
denominated in multiple currencies. Understanding translation exposure in MNEs comes
down to understanding the answer to the following question: Given that the cash flows of the
firm are denominated in multiple currencies and given that there have been nominal changes
in currency values during the year, how should revenues, expenses, assets, and liabilities be
consolidated into one currency at a point in time?

Transaction exposure is the exchange rate exposure that the firm has in its cross-border
transactions when such transactions are entered into today but payments to settle the trans-
action are made at some future time. During the period that payment or receipt commitments
are outstanding, nominal exchange rates could change and put the value of transactions at
risk. Examples of such transactions include receivables and payables and debt or interest pay-
ments outstanding in foreign currencies.

Economic exposure is the exchange rate exposure of the firm’s cash flows to real exchange
rate changes. Economic exposure is also referred to as operating exposure or competitive expo-

sure to exchange rates.

Choice of Metric in Performance Evaluation

In a survey of MNEs, Choi and Czechowicz found almost all the respondents had performance
evaluation systems that compared actuals against budgets in assessing subsidiary perfor-
mance.3 There are basically three possibilities for choice of metric in setting and tracking bud-
gets: the exchange rate prevailing at the time budgets are set (the initial exchange rate), the
exchange rates projected at the time budgets are set (the projected exchange rate), or the ac-
tual exchange rates prevailing at the time budgets are tracked (“ending” exchange rate). There
are, then, nine possible combinations of metrics in setting and tracking budgets, as shown in
Exhibit 15.3.4

3F. D. S. Choi and I. J. Czechowicz, “Assessing Foreign Subsidiary Performance: A Multinational Comparison,” Manage-

ment International Review 4 (1983), pp. 14–25.
4These possibilities were originally discussed in D. Lessard and P. Lorange, “Currency Changes and Management Control:

Resolving the Centralization/Decentralization Dilemma,” Accounting Review, July 1977, pp. 628–37.



Not all nine cells are feasible, however; only the five underlined ones are. The obviously fea-
sible ones consist of the three where the budget is set and tracked using the same metric (ini-
tial-initial, cell 1; projected-projected, cell 5; ending-ending, cell 9).5 Similarly, it is feasible to set
the budget using an “initial” rate and track it using an “ending” rate (cell 3), as well as to set at
a “projected” rate and track at the “ending” exchange rate (cell 6). It is illogical, however, to set
the budget at the “ending” exchange rate and then to track actuals using initial or projected ex-
change rates (thus ruling out 7 and 8). Similarly, to project an exchange rate in setting the bud-
get and then to track it at the rate that initially prevailed also seems illogical (thus ruling out
cell 4).

Control System Design Issues

From the point of view of performance evaluation, these are the important questions in control
systems design:

• Should subsidiary managers be held responsible for the effect of exchange rate fluctuations
on their bottom line?

• Should the parent company use the home-country currency, or should it use the local cur-
rency in performance evaluation? Further, should it use the initial exchange rate, the pro-
jected exchange rate, or the ending exchange rate in setting and tracking budgets?

• Should the parent company distinguish between the effects of different types of exchange
rate exposure while evaluating the performance of the subsidiary manager? If yes, how?

• How should different types of exchange rate exposure affect the evaluation of the economic
performance of the subsidiary, as distinct from the evaluation of the manager in charge of
the subsidiary?

Translation Effects

Consider an example of a U.S. company with a subsidiary in France. Exhibit 15.4 describes
the budget and the actuals for the subsidiary. Suppose that the initial exchange rate was
FF10/$ and the ending exchange rate was FF11/$ (that is, the French franc depreciated in
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EXHIBIT 15.3
Choice of Metric
in Performance
Evaluation

Tracking Budget

Initial Projected Ending

Initial 1 2 3

Setting

Budget
Projected 4 5 6

Ending 7 8 9

5To set the budget at the “ending” rate means that at the time performance is being evaluated, the original budget is re-

cast using the exchange rate prevailing at the end-of-period.
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both real and nominal terms by 10 percent relative to the dollar, so that the French inflation
rate did not change). The subsidiary was given a volume target, based on which the budgeted
profit at the initial exchange rate was $1, or FF10. Further, assume that the French subsidiary
incurs all its costs in France and sells entirely in France; it does not engage in any cross-border

transactions. Such a subsidiary is called a balanced unit. Assume that the subsidiary met all its
volume targets, but the exchange rate changed to FF11/$. Under the new exchange rate, the dol-
lar profits generated by the subsidiary would be only $0.91—or an unfavorable budget variance
of about 10 percent in dollar terms—even though it met its volume objectives.

Should the manager of the French subsidiary be held accountable for exchange rate fluctu-
ations even though the actual performance was exactly as budgeted? The French subsidiary is
self-contained (i.e., it does not engage in cross-border transactions). Therefore, the manager of
that subsidiary need not be concerned with strategic and operating decisions (such as pricing
and sourcing) in response to exchange rate changes. In addition, changes in exchange rates are
completely beyond the control of the subsidiary manager. It seems fair, therefore, that sub-
sidiary managers not be held responsible for translation effects. The simplest way to achieve
this objective is to set and track budgets using the same metric (cells 1, 5, or 9 in Exhibit 15.3).

In the example in Exhibit 15.4, if the budget was tracked using the same metric as that on
which the budget was set (FF10/$), then the subsidiary would have been shown to have gener-
ated $1. Alternatively, if the budget at the end of the year was reset to the ending exchange rate
of FF11/$, the subsidiary would have been only expected to generate $0.91 in profits. Thus, if
the same metric is used to set and track the budget, then the choice of metric (whether local or
foreign currency; whether initial, projected, or ending exchange rate) is not relevant; the re-
sulting performance reflects the operating performance of the manager, independent of trans-
lation effects.

However, the parent company suffered a “translation” loss at the end of the year. Parent
companies can do little to control such exchange rate shifts. If they use translation gains or
losses in evaluating the subsidiary managers’ performance, this could lead to several prob-
lems: (1) It would make the subsidiary managers responsible for factors that are beyond their
control, (2) it does not get rid of the translation gain or loss, (3) it will not account for other
types of exchange rate exposure that subsidiaries face (see next section), and (4) it will con-
found the performance of the manager and the subsidiary (see next section).

When companies report to stockholders, they have to consolidate the accounting numbers of
foreign subsidiaries with the accounting numbers of the parent. Translation gains and losses
arising out of converting the income statement and the balance sheet of the foreign subsidiary

Budget Actual

FF $ FF $

Revenue 100 10 100 9.09
Profit 10 1 10 0.91

EXHIBIT 15.4 Budget and Actuals for Balanced Subsidiary (Initial
Exchange Rate: FF10/$; Ending Exchange Rate: FF11/$)



into the monetary unit of the parent company should not affect the performance evaluation of
the subsidiary manager. The required method of calculating translation gains and losses for fi-
nancial reporting purposes is described in the Appendix at the end of this chapter.

Economic Exposure

In the balanced unit that we considered earlier, exchange rates led only to translation effects.
However, when subsidiaries have cross-border transactions, they also are subject to economic
exposure. A control system that effectively deals with economic exposure differs in a funda-
mental way from the one that we have described for translation exposure. Under economic ex-
posure, it would be appropriate for the control system to evaluate the subsidiary manager on
decisions that would have enabled the subsidiary to respond to real exchange rate changes. We
explain how this can be done by considering two generic types of subsidiaries in MNEs: “net im-
porters” and “net exporters.”

A net importer is a subsidiary that sells most of its products in its own country but imports
most of its inputs from outside that country (either from sister subsidiaries or from outside
companies); a net exporter is a subsidiary that sells most of its products outside its own coun-
try (either to sister subsidiaries or to outside companies) but purchases most of its inputs
within that country. As the following example shows, given an exchange rate shift, such sub-
sidiaries will not only face translation effects but also “dependence” effects resulting from real
exchange rate changes.

To keep the example simple, we will consider subsidiaries that have transactions only between
the home country and the host country. The conclusions from this example can be generalized to
any subsidiary that has cross-border transactions with sister subsidiaries or other companies
outside the host country. Also, we will include the balanced unit in the analysis for purposes of
comparison. Suppose a U.S. MNE has three subsidiaries—A, B, and C—in France. Subsidiary A
is the balanced unit, the one considered in the preceding section. B is a net importer; it obtains its
inputs from its parent in the United States and sells all its output in France. C is a net exporter;
it sources entirely in France and sells all of its outputs in the United States.The initial exchange

rate is $1⫽ 10FF, and the budgets have been set as indicated in Exhibit 15.5.
Now, as before, suppose that the United States dollar appreciated against the French franc by

10 percent in real terms, with the new exchange rate being $1⫽FF11 by the time the budget was
tracked. Suppose the parent company set the budget at the initial rate (FF10/$) and tracked it at
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EXHIBIT 15.5 Budgets for A, B, and C (Initial Exchange Rate: 10FF/$)

A: Balanced B: Net Importer C: Net Exporter

FF US$ FF US$ FF US$

Sales 100 10 100 10 100 10
Costs 90 9 90 9 90 9
Profit (value) 10 1 10 1 10 1
Profit (margin) 10% 10% 10% 10% 10% 10%
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the ending rated (FF11/$). Let us suppose that at the end of the year, the performance of the three
subsidiaries looked like Exhibit 15.6 from the perspective of the parent company.

The net exporter outperformed the budget (in both $ and FF, both profit objective and mar-
gin), the balanced unit performed approximately at budgeted levels (met the profit objective in
FF, but a bit below in $; met the margin objectives in both currencies), and the net importer un-
derperformed the budget (in both $ and FF, profit value and margin).

Now let us examine the exchange rate effects a bit more closely. Note that, under the new
real exchange rates scenario, the net exporter should have been able to achieve FF110, without
any extra efforts. In fact, given the nature of its demand and cost structure, it may have been
able to achieve much higher levels of sales than even FF110. Thus, its sales of FF109 represent
under achievement relative to what should have been expected, given the real exchange rate
shift. Further, its underperformance on the sales front was exacerbated by underperformance
on the cost front (since it incurred local costs of FF95, although it was budgeted for FF90).

Now, consider the net importer. Under the new exchange rate scenario, Firm B became less

cost competitive against its competitors that did not have similar exchange rate exposure in re-
lation to inputs. Against B’s cost of $8.63, competitors that were sourcing entirely locally (as,
for example, the balanced subsidiary was doing) were incurring a cost of only $8.18. They could
easily have (and perhaps did) undercut B in prices to gain both profits and market share. Yet,
the net importer not only exceeded his FF sales target but, in the process, did so at a lower local
input cost than originally budgeted.

This example not only underscores the point that setting and tracking bud-gets using dif-
ferent metrics can be unfair; it also highlights the problems of measuring management perfor-
mance and subsidiary performance. In addition, such a situation confounds translation and de-
pendence effects. If only the translation effect was considered, manager B would have been
criticized and manager C rewarded. If the dependence effect was isolated from the translation
effect, manager B would have been rewarded and manager C criticized. To illustrate, manager
C would have been told that given the real appreciation of the U.S. dollar, his or her sales per-
formance of FF109 represents inadequate performance; if he or she expected to be rewarded for
above-budget performance, the subsidiary should have done more.

For subsidiaries like B and C (which have cross-border transactions), real exchange rate
changes require important strategic and operating decisions. For example, if the U.S.$ depreci-
ated against the foreign currencies, this implies that goods priced in U.S.$ have become cheaper
in real terms, compared with those priced in foreign currencies. For a subsidiary that imports

EXHIBIT 15.6 Performance of A, B, and C (Current Exchange Rate: 11FF/$)

A: Balanced B: Net Importer C: Net Exporter

FF US$ FF US$ FF US$

Sales 100 9.09 103 9.36 109 9.91
Costs 90 8.18 95 8.63 95 8.63
Profit (value) 10 0.91 8 0.73 14 1.28
Profit (margin) 10% 10% 7.9% 7.9% 12.9% 12.9%



from the United States, this provides major strategic opportunities—for example, it can now af-
ford to costlessly pursue a market share strategy by dropping its local currency prices, thereby
increasing demand and market share. Still, it would not suffer in terms of U.S.$ profitability. Or
the subsidiary could pursue a skimming strategy in which it retains local currency prices at
predepreciation levels and simply pockets the extra U.S.$ profits without losing market share.

While on the one hand we have shown that it is not fair to reward or penalize subsidiary man-
agers for exchange rate changes per se, on the other hand it is important to evaluate the perfor-
mance of the managers in terms of the quality of their decisions when changes in real exchange
rates create strategic opportunities of the type described here. As in the case of the translation
effect, the unfair reward or penalty can be avoided by setting and tracking the budget using the
same metric.

Transaction Effects

The basic approach to dealing with transaction exposure is by appropriate foreign exchange
hedging strategies. Hedging is any transaction by which risk associated with future cash
flows is reduced. In the process, the company that buys the hedge shifts risk to the entity sell-
ing the hedge—typically a commercial bank in the case of foreign exchange markets. Natu-
rally, such hedging services come at a price.

Hedging is commonly practiced by most firms—for example, whenever a company purchases
insurance, it is, in effect, undertaking a hedge transaction. Hedging is particularly common
among companies engaged in international transactions, and it is used as a means of counter-
acting the effects of transaction exposure. There are many ways of hedging transaction expo-
sure. To illustrate the simplest: if an American company sells products to a French company at
a price that is stated in French francs, it can simultaneously buy the right to purchase French
francs at the same price as of the future date that the account receivable is due. If it has a
transaction loss on the sale, it will have an equal gain on the hedge. Other hedging techniques
include making use of the option market and matching assets/liabilities and revenues/ex-
penses in the same currency. The commonly used techniques of hedging use forward and future
markets, as well as foreign currency options markets. From the perspective of performance
evaluation, the key question is whether to hold subsidiary managers responsible for hedging
transaction exposure.

Hedging transactions are probably best done at the parent company level, rather than per-
mitting individual subsidiaries to make them. There are a number of reasons for this. First, in
most MNEs, there are payables and receivables in different parts of the overall firm that may
naturally hedge each other if information on all such transactions is collected and dealt with
at one central location. This reduces transaction costs associated with hedging. Second, the
parent company probably has better access to a wider (and perhaps more sophisticated) range
of hedging instruments, across a greater range of maturities, than a subsidiary typically has.
Third, there is no reason to presume that the manager of a subsidiary can forecast exchange
rates any better than the corporate treasurer; in fact, parent companies may not want man-
agers of subsidiaries to hedge, since this runs the risk of making subsidiary managers ex-
change rate speculators.
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Thus, from the perspective of performance evaluation, it is unnecessary to make subsidiary
managers responsible for transaction effects.

Performance of the Subsidiary

We have thus far suggested that it is important to distinguish between the economic perfor-
mance of the subsidiary and the performance of its manager, and the guidelines discussed
herein primarily have dealt with isolating the effect of exchange rates on the performance of
the subsidiary manager. It is important to recognize that the economic performance of the sub-
sidiary itself should reflect the negative or positive consequences of translation, transaction,
and economic exposures.

If the long-term economic performance of the subsidiary (after incorporating exchange rate
effects) continues to be poor, even though the performance of the manager is excellent, then the
parent company should address a more basic question: Does it make continued economic sense
for the MNE to carry on operations in that country, or should it take its business elsewhere?
The answer to this question comes down to a business location decision, rather than a perfor-
mance evaluation decision; these should be independent decisions.

Management Considerations

In designing performance evaluation systems of MNE subsidiaries, companies could use the
following guidelines:

• Subsidiary managers should not be held responsible for translation effects. The simplest
way to achieve this objective is to compare budgets and actual results using the same met-
ric and isolate inflation-related effects through variance analysis. It is pointless for man-
agers to worry about the appropriate metric. The MNE should choose whatever metric is
more convenient.

• Transaction effects are best handled through centralized coordination of the MNE’s overall
hedging needs. This is likely to be cheaper and simpler, and it prevents the subsidiary man-
ager from becoming a foreign exchange rate forecaster and speculator.

• The subsidiary manager should be held responsible for the dependence effects of exchange
rates resulting from economic exposure.

• Evaluation of the subsidiary as a basis for a decision to locate operations in a country or to
relocate operations from a country should reflect the consequences of translation, transac-
tion, and economic exposures.

In a 1982 survey, Sapy-Mazella et al. found that in evaluating the subsidiary managers’ per-
formance, 79 percent of the respondents used different metrics to prepare budgets and report
performance, 66 percent used some forecast of exchange rates to prepare the budget and used
the actual end-of-period exchange rate to report the subsidiary’s performance relative to the
budget, and 13 percent used the initial exchange rate to prepare the budget and the end-of-pe-
riod actual to report performance.6 These findings are inconsistent with the guidelines we have
developed earlier.

6Jean-Pierre Sapy-Mazella, R. Woo, and J. Czechowicz, “New Directions in Managing Currency Risk: Changing Corporate

Strategies and Systems under FAS No. 52,” Business International Corporation, New York, 1982.
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There are two possible explanations for this inconsistency. First, most of these control sys-
tems were developed in the 1950s and 1960s, when exchange rates were fixed; given the recent
vintage of flexible exchange rates, MNEs may not have tailored their performance evaluation
system to the new reality. Second, many companies may not distinguish between the financial
performance of the manager and the financial performance of the subsidiary.

Whatever the reason, it is important to recognize that an MNE that chooses to use different
metrics to prepare subsidiary budgets and report actual performance runs the various types of
risks we have discussed.

Summary

From the standpoint of management control, three topics are unique to multinational enter-
prises: cultural differences, transfer pricing, and exchange rates. In addition to goal congru-
ence, other considerations are important in arriving at transfer prices in MNEs: taxation, gov-
ernment regulations, tariffs, foreign exchange controls, funds accumulation, and joint
ventures.

An evaluation of the economic performance of the subsidiary should incorporate the nega-
tive or positive consequences of translation, transaction, and economic exposures. However,
while evaluating the performance of the manager in charge of the subsidiary, effects of trans-
lation and transaction exposures should be removed; even so, the subsidiary manager should
be held responsible for the dependence effects of exchange rates resulting from economic ex-
posure.

Appendix

SFAS No. 52: Foreign Currency Translation
Statement of Financial Accounting Standards No. 52 requires the all-current method for
translating the balance sheet. Under this method all balance sheet items are translated at
the rate of exchange in effect on the balance sheet date.7 Conversion or translation gains
and losses are reported as direct credits or charges to shareholders’ equity; they do not af-
fect net income for the year. This practice is similar to that used in the United Kingdom. In-
come statement items are translated at the exchange rate in effect on the date when the in-
come or expense items are recognized, except that companies can use a weighted-average
exchange rate if using the actual rates is too complicated.

An example of these exchange translations follows.

7The name all current is used to contrast with the current/noncurrent method that the Financial Accounting Standards

Board considered and rejected. Under the current/noncurrent method, only current assets and current liabilities are trans-

lated at current rates.
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Assume that a United States corporation had a Swiss subsidiary with the following finan-
cial statements, expressed in Swiss francs (Sfr):

Beginning Balance Sheet
December 31, 1989

Assets Sfr 100,000

Liabilities Sfr 60,000

Capital stock 20,000

Retained earnings 20,000

Sfr 100,000

During 1990, the subsidiary had the following two transactions.

(1) Borrowed Sfr 10,000 from a local bank:

1990 Transactions

Assets Sfr 10,000
Liabilities Sfr 10,000

(2) Earned Sfr 5,000 from operations:

Revenues Sfr 15,000
Expenses 10,000
Profit Sfr 5,000

The impact of (2) is to increase assets by Sfr 5,000 and retained earnings by Sfr 5,000.

Ending Balance Sheet
December 31, 1990

Assets Sfr 115,000

Liabilities Sfr 70,000

Capital stock 20,000

Retained earnings 25,000

Sfr 115,000

Assume that the Swiss franc was worth $.60 on December 31, 1989, and $.50 on December 31,
1990. The average value during 1990 was $.55.

Under SFAS No. 52, the subsidiary results would be consolidated with the parent company’s
financial statement as shown here.

Beginning Balance Sheet
December 31, 1989

Assets (Sfr 100,000 * .6) $60,000

Liabilities (Sfr 60,000 * .6) $36,000

Capital stock (Sfr 20,000 * .6) 12,000

Retained earning (Sfr 20,000 * .6) 12,000

$60,000
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Income Statement

Revenues (Sfr 15,000 * .55) $  8,250

Expenses (Sfr 10,000 * .55) 5,500

Profit $  2,750

Ending Balance Sheet
December 31, 1990

Assets (Sfr 115,000 * .5) $57,500

Liabilities (Sfr 70,000 * .5) $35,000

Capital stock (Sfr 20,000 * .5) 10,000

Retained earnings (Sfr 25,000 * .5) 12,500

$57,500

Reconciliation of retained earnings 
in dollars:

Beginning balance $12,000

Profit 2,750

Indicate ending balance 14,750

Actual ending balance 12,500

Translation loss $  2,250

The United States corporation would include profit of $2,750 in its consolidated income state-
ment and a reduction of $2,250 in a segregated part of retained earnings. This represents the
financial effect of the fall in the Swiss franc, or, put another way, the rise in value of the dollar.
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Case 15-1

AB Thorsten
You will see from my report that the XL-4 project shows an excellent rate of return on the Skr
700,000 investment and is also a logical extension of our product development and growth strategy
here in Sweden. My management and I strongly recommend this project.

—Anders Ekstrom, Managing Director AB Thorsten, Stockholm 

(100 percent–owned subsidiary of Roget S. A.)

Any extra XL-4 which Ekstrom might sell in Sweden can be produced in our existing plant in Gent
for no additional investment. Ekstrom is not only very optimistic about the sales potential, he is also
underestimating the manufacturing problems and costs he will face. I recommend that you inform
Ekstrom that it is in Roget’s best interest for him to import from Belgium any XL-4 he can sell in
Sweden.

—Pierre Lambert, Vice President for Domestic and Export Sales and 

Manufacturing, Industrial Products Group, Roget S. A. Brussels

Roget S. A.

Roget S. A.1 was one of the largest industrial companies in Belgium. The company was incor-
porated in 1928 by merging three smaller firms that all produced industrial chemicals for sale
in Belgium. By 1981 Roget had expanded to produce 208 basic and specialty chemical products
in 21 factories, for sale throughout Europe.

Until the mid-70s, Roget was organized with one large manufacturing division and one large
sales division in Belgium. A department of the sales division was devoted to export sales. How-
ever, in the late 70s, exports grew so fast, and domestic markets became so complex, that the
company created three main product divisions (Food, Industrial, and Textile), each with its
own manufacturing plants and sales organization. In addition, the company created foreign

subsidiaries to take over the businesses in certain areas. For example, in Industrial Chemicals
the company had two subsidiaries—one in the United Kingdom and one in Sweden (Thorsten),
which served all of Scandinavia. At the same time, the Domestic Department of the Industrial
Chemicals Division exported to the rest of Europe. The United Kingdom and Sweden ac-
counted for 
9 percent and 5 percent, respectively, of sales in that Division.

Mr. Gillot (see Exhibit 1) was responsible for profits from all industrial chemicals; Mr. Lam-
bert was responsible for profits from domestic operations (manufacturing and sales of indus-
trial chemicals) and export sales to countries where the company did not have subsidiaries or
factories; and Mr. Ekstrom was responsible for profits in Scandinavia. The company utilized a
rather liberal bonus system to reward executives at each level, based on the profits of their di-
visions.

This case is adapted from AB Thorsten (A), (B), and (C) cases, which were prepared by Professors C. E. Summer and G.

Shillinglaw and are copyrighted by the Institute for Management Development, Lausanne, Switzerland.
1“AB” and “S.A.” are abbreviations used in Sweden and Belgium that are similar to “Corp.” or “Inc.” in the United States.



This, together with a policy of promotion from within, helped stimulate managers in Roget
to a degree not enjoyed by some of its competitors. It also helped the company to retain key peo-
ple in an industry where experience was of great importance. Many of the company’s execu-
tives had been in the starch chemicals business all of their business lives. It was a complex
business, and it took many years to learn it.

Certain policies—rules of the game—governed relationships with the subsidiary companies.
These policies were intended to maintain the efficiency of the whole Roget complex, while at the
same time giving subsidiary managers autonomy to run their own businesses. For example, a
subsidiary manager could determine what existing Roget products to sell in the local market.
Export sales would quote the same price as they quote agents in all countries. Of course, all
prices were subject to bargaining on both sides. Second, subsidiaries were encouraged to propose
to division management in Brussels the development of new products. If these were judged fea-
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EXHIBIT 1 Roget S. A. Organizational Chart
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sible, new products were manufactured in Belgium for supply to world markets. Third, the sub-
sidiary managing director could build manufacturing plants if the investment in the local mar-
ket were adequately justified.

AB Thorsten

AB Thorsten was purchased by Roget S. A. in 1972. Since that time, Thorsten’s board of direc-
tors had consisted of four persons: Mr. Michel Gillot, senior vice president in charge of Roget’s
industrial chemicals division; Mr. Ingve Norgren, a Swedish banker; Mr. Ove Svensen, a Stock-
holm industrialist; and the managing director. Swedish law required any company incorpo-
rated in Sweden to have at least two outside directors, and the Roget management felt
fortunate in finding two men as prominent as Norgren and Svensen to serve on the Thorsten
board.

During the first four years of Roget’s ownership, Thorsten’s sales fluctuated between Skr. 5
and 7 million, but hit a low in 1976.2 The Board decided at that time that the company was in
serious trouble, and that the only alternative to selling the company was to hire a totally dif-
ferent management group to overhaul and streamline company operations.

On the advice of the Swedish directors, Mr. Anders Ekstrom, a 38-year-old graduate of the
Royal Institute of Technology, was hired as managing director. He had 16 years of experience
as a production engineer for a large paper machinery company and as division manager re-
sponsible for profits in a large paper company.

Ekstrom joined AB Thorsten in January of 1977. Since that time, sales had increased to Skr.
20 million and profits had reached levels that Roget’s management found highly satisfactory.

Ekstrom said that at the time he joined Thorsten, he knew it was a risk:

I liked the challenge of building a company. If I did a good job here I would have the confidence of
Norgren and Svensen as well as of the Roget management in Brussels. I felt that succeeding in
this situation would teach me things that would make me more competent as a top executive. So I
chose this job even though I had at the time (and still have) offers from other companies.

Initial Proposal for Manufacture of XL-4

In September of 1980, Ekstrom had informed the Thorsten board of directors that he proposed
to study the feasibility of constructing a factory in Sweden for the manufacture of XL-4, a
starch-based adhesive chemical used in drying paper. He explained that he and his customer
engineers had discovered a new way of helping paper mills adapt the dryer sections of their
huge paper machines at very low cost so that they could use XL-4 instead of competitors’ prod-
ucts. Large paper mills would realize dramatic savings in material handling and storage costs
and also shorten drying time substantially. Shortened drying time increases the effective ca-
pacity of a paper machine. It was Ekstrom’s judgment that his innovation would allow him to

2Most monetary amounts in this case are stated in Swedish kronor (Skr).
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develop a market in Sweden almost as big as Roget’s present worldwide market for XL-4. This
product was currently being produced in Roget’s Domestic Department at the rate of 600 tons
per year, with none going to Sweden. Ekstrom stated:

At that meeting, Mr. Gillot and the other directors seemed enthusiastic. During the next six
months, we did the analysis. My marketing director used modern market research techniques to
estimate the total potential in Sweden at 800 tons of XL-4 per year, using the custom engineered
approach we were proposing. We interviewed important customers and conducted trials in the
mills of three big companies which proved that with the introduction of our machine designs, the
large cost savings and capacity expansion would indeed materialize. We determined that if we
could sell the product for Skr. 1,850 per ton, we could capture at least one-half of the market
within a three-year period, or 400 tons a year. At the same time, I called the head of the corporate
engineering division in Belgium and asked for his help in designing a plant to produce 400 tons of
XL-4 per year and in estimating the cost of the investment. This is a routine thing. The central
staff divisions are advisory and always comply with requests for help. He assigned a project man-
ager and four other engineers to work on the design of factory and machinery and to estimate the
cost. At the same time I assigned three men from my staff to work on the project. In three months
this joint task group reported that the necessary plant could be built for about Skr 700,000. All of
this we summarized in a pro forma calculation [Exhibit 2]. This calculation, together with a com-
plete written explanation, was mailed to Mr. Gillot in early April 1981. I felt rather excited, as did
most of my staff. We all know that introduction of new products is one of the keys to our contin-
ued growth and profitability. The yield on this investment was well above the minimum 8 percent
established as a guideline for new investment by the Roget vice president of finance. We also
knew that it was a good analysis, using modern tools of management. In the cover letter, I asked
that it be put on the agenda for the next Thorsten board meeting.

The minutes of the next board meeting held in Stockholm on April 28, 1981, quoted Ek-
strom’s remarks as he explained the proposal to other directors:

You will see from the summary table [Exhibit 2] that this project is profitable. Gentlemen, it
seems clear from these figures that we can justify this investment in Sweden on the basis of sales

EXHIBIT 2 XL-4: The Swedish Proposal (in Skr.)

1 2 3 4 5 6 7 8 9 10

Net

End Sales Variable Contribu- Number Total Cash Flows 

of Working Price/ Cost/ tion/Ton of Contribution Promotion (1ⴙ2ⴙ7ⴚ

Year Plant Capital Ton Ton (col. 3 ⴚ 4) Tons (col. 5 * 6) Costs Taxes† 8ⴚ9)

0 ⫺700,000 ⫺56,000*
⫺756,000

1 ⫺2,000* 2,000 1,000 1,000 200 200,000 130,000 (35,000) 103,000

2 ⫺7,000* 1,850 1,000 850 300 255,000 75,000 20,000 153,000

3 1,850 1,000 850 400 340,000 50,000 75,000 215,000

4 1,850 1,000 850 400 340,000 50,000 75,000 215,000

5 1,850 1,000 850 400 340,000 50,000 75,000 215,000

6 1,850 1,000 850 400 340,000 50,000 145,000 145,000

7 ⫹150,000‡
⫹65,000* 1,850 1,000 850 400 340,000 50,000 145,000 360,000

*These working capital investment amounts are net of tax credits.
†Taxes are calculated after depreciating Skr. 700,000 over a 5-year period on straight-line basis.
‡Sales value, net of appropriate taxes, assuming plant will be closed at end of seven years.
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to the Swedish market. The group vice president for finance has laid down the policy that any
new investment should yield at least an 8 percent return. This particular proposal exceeds that
substantially, using a very conservative seven-year life. My management and I strongly recom-
mend this project.

Ekstrom later recalled Gillot’s reactions in his role as chairman of the Thorsten board:

Gillot said that it seemed to him to be a clear case. He asked positive questions, mainly about
the longer-term likelihood that we could sell more than 400 tons a year, and about how we
would finance any further expansion. I explained that we in Sweden were very firm in our
judgment that we would reach 400 tons a year even before one year, but felt constrained to
show a conservative estimate of a three-year transition period. We also showed him how we
could finance any further expansion by borrowing in Sweden. That is, if Roget would furnish
the initial capital, and if the 400 tons goal were reached quickly, any further expansion would
easily be financed by local banks. The two Swedish directors confirmed this. The board voted
unanimously to construct the plant.

Disagreement about the XL-4 Proposal

About a week later, Gillot telephoned Ekstrom:

I have been through some additional discussions with the production and marketing people here
in the Domestic Department. They think the engineering design and plant cost is accurate, but
that you are too optimistic on your sales forecast. It looks like you will have to justify this more.

Ekstrom said:

I pushed him to set up a meeting the following week. This was attended by myself and my mar-
keting and production directors from Sweden, and four people from Belgium—Gillot, Lavanchy
(director of manufacturing), Gachoud (director of sales), and Lambert (vice president for domestic
and export). That was one of the worst meetings of my life. It lasted all day. Gachoud said that
they had sales experience from other countries and that in his judgment the market potential and
our share were too optimistic. I told him over and over how we arrived at this figure based on our
custom engineered approach, but he just kept repeating the over-optimistic argument. Then La-
vanchy said that the production of this product is complicated, and that he had difficulties produc-
ing it in Belgium, even with trained workers who had long experience. I told him I only needed
five trained production workers and that he could send me two men for two months if he liked, to
train Swedes to do the job. I impressed on him that they could oversee manufacturing for us in
Sweden until we learn, if they did not have confidence in Swedish technology. He repeated that
the difficulties in manufacturing were enormous.

Lavanchy then said that since the whole world market for Roget was only 600 tons a year, it
was inconceivable that Sweden alone could make 400 tons. Gillot ended the meeting without a
decision, and said that he hoped all concerned would do more investigation of this subject. He
indicated that he would think about it himself and let us know when another meeting would
be held.
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Ekstrom returned to Stockholm and reported the meeting to his own staff, and to the two
Swedish members of his board:

They, like I, were really disgusted. Here we were, operating with initiative and with excellent
financial techniques. Roget management had often made speeches in which they emphasized
the necessity for decentralized profit responsibility, and for authority and initiative on the part
of foreign subsidiaries. One of my men said that they seem to talk decentralization and act like
tin gods at the same time. Mr. Norgren, the Swedish banker on Thorsten’s board, expressed
surprise. I considered this carefully. It is sound business for AB Thorsten, and XL-4 will help to
build one more growth company in the Swedish economy. Somehow, the management in Brus-
sels has failed to understand this. I dictated a letter to Mr. Gillot telling him that I didn’t know
why the project was rejected, that Roget has a right to its own reasons, but that I was prepared
to resign as a director. It is not that I am angry, or that I have a right to dictate decisions for
the whole worldwide Roget organization. It is simply that if I spend my time studying policy
decisions, which are not appreciated by parent company management, then it is a waste of my
time to continue.

Finally, Ekstrom stated:

While I certainly wouldn’t bring these matters out in a public meeting, I think those Belgian pro-
duction and sales people simply want to build their empire and make the money in Belgium. They
don’t care about Thorsten and Sweden. We have the ideas and initiative, and they take them and
get the payoff.

Further Study

Mr. Gillot received Norgren’s letter in late May 1981. He then contacted Messrs. Lavanchy, Ga-
choud, and Bols (V.P. finance, Roget) and told them that the Swedish XL-4 project had become a
matter of key importance for the whole Roget Group, because of its implications for company
profits, and for the morale and autonomy of subsidiary management. He asked them to study the
matter very carefully and report their recommendations in one month. Meanwhile, he wrote Ek-
strom, “Various members of the Corporate Headquarters are studying the proposal very seri-
ously. You will hear from me within about six weeks regarding my final decision.”

Lavanchy’s Response

A month after he was asked to study the XL-4 project more closely, Lavanchy gave Gillot a
memorandum explaining his reasons for opposing the proposal:

At your request, I have reexamined thoroughly all of the cost figures that bear on the XL-4 pro-
posal. I find that manufacture of this product in Sweden would be highly uneconomical, for two
reasons: (1) overhead costs would be higher, and (2) variable costs would be greater.

As to the first, we can produce XL-4 in Gent in our existing plant with less overhead cost. Sup-
pose that Thorsten does sell 400 tons a year so that our total worldwide sales rise to 1,000 tons.
We can produce the whole 1,000 tons in Belgium with essentially the same capital investment we
have now. If we produce 1,000 tons, our fixed costs will decrease by Skr. 120 a ton.3 That means Skr.
72,000 in savings on production for domestic and export to countries other than Sweden (600 tons a
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3Total fixed cost in the Gent factory was the equivalent of Skr. 180,000 a year. Divided by 600, this equals Skr. 300 a ton.

If it were spread over 1,000 tons, the average fixed cost would be Skr. 180.

year), and Skr. 120,000 for worldwide production including Sweden (1,000 tons). Second we could
also save on variable costs. If we were to produce the extra 400 tons in Belgium, the total production
of 1,000 tons a year would give us longer production runs, lower average setup costs, and larger raw
material purchases, thus allowing mass purchasing and material handling and lower purchase
prices. My accounting department has studied this and concludes that our average variable costs
will decrease from Skr. 950 a ton to Skr. 930. This Skr. 20 per ton difference means a savings of Skr.
12,000 in Belgian domestic production and a saving of Skr. 20,000 for total worldwide production
assuming that Sweden takes 400 tons a year. Taxes on these added profits are about the same in
Belgium and Sweden—about 50 percent of taxable income. In conclusion, a new plant should not be
built. Ekstrom is a bright young man, but he does not know the adhesives business. He would be
caught up in costly production mistakes from the very beginning. I recommend that you inform the
Thorsten management that it is in the Company’s interest that they must buy from Belgium.

Bols’s Response

The same week, Gillot received the following memorandum from Erik Bols, Roget’s financial
vice president:

I am sending you herewith estimates of the working capital requirements if Roget increases its
production of XL-4 in our Belgian plant from 600 to 1,000 tons a year [Exhibit 3]. Initially, we will
need Skr. 54,000, for additional inventories and accounts receivable. By the end of the second year,
this will have increased to Skr. 74,000. The working capital amounts shown in this exhibit are

EXHIBIT 3 XL-4: The Belgian Proposal (in Skr.)

1 2 3 4 5 6 7 8 9 10

Net

End Sales Variable Contribu- Number Total Cash Flows 

of Working Price/ Cost/ tion/Ton of Contribution Promotion (1ⴙ2ⴙ7ⴚ

Year Plant Capital Ton Ton† (col. 3 ⴚ 4) Tons (col. 5 * 6) Costs Taxes 8ⴚ9)

0 0 ⫺54,000*
⫺54,000

1 ⫺10,000* 2,000 1,380 620 200 124,000 130,000 (3,000) ⫺13,000

2 ⫺10,000* 1,850 1,380 470 300 141,000 75,000 33,000 23,000

3 1,850 1,380 470 400 188,000 50,000 69,000 69,000

4 1,850 1,380 470 400 188,000 50,000 69,000 69,000

5 1,850 1,380 470 400 188,000 50,000 69,000 69,000

6 1,850 1,380 470 400 188,000 50,000 69,000 69,000

7 ⫹74,000 1,850 1,380 470 400 188,000 50,000 69,000 143,000

*Working capital amounts are net of tax credits.
†Variable cost per ton ⫽ SKr. 1,380
Manufacturing ⫽ 930
Shipping from Belgium to Sweden ⫽ 50
Swedish import duty ⫽ 400
Total variable cost ⫽ 1,380



based on the applicable law which permits businesses to deduct 60 percent of incremental
inventory costs from taxable income. I have also looked at Lavanchy’s calculations for the fixed and
variable manufacturing costs, and am in full agreement with them. In conclusion, I see no reason
to spend Skr 700,000 to build a factory in Sweden when we have excess capacity in our Belgian
plant which can produce the incremental tons at lower cost and with lower manufacturing risk.

Gillot’s Response

In early July 1981, Gillot sent a letter to Ekstrom indicating that the XL-4 proposal was turn-
ing out to be more of a problem than he had anticipated. He included copies of the memos from
Lavanchy and Bols. He said he was not yet in a position to give final approval. He said he would
let Ekstrom know his decision as soon as possible.

Ekstrom’s Thoughts

Ekstrom expressed some impatience with the way things were going:

I have other projects that need developing for Thorsten, and this kind of long-range planning
takes much time and energy. Also, just keeping on top of the 
normal operating problems of the business we already have takes up a lot of my time. Sometimes
I feel like telling them to go and sell XL-4 themselves.

Questions

1. Using the numbers from Exhibit 2, what is your estimate of the NPV (at 8 percent) for the
Swedish proposal. Also, what is the IRR?

2. What is the NPV (at 8 percent) and IRR of the Belgian proposal in Exhibit 3?

3. What are the key arguments for and against the alternatives presented by the contending
parties from Belgium and Sweden?

4. Is everything that is being expressed by Ekstrom and the Belgium management above
board? What are the respective hidden agendas that can be anticipated for each party, and
in what way do they coincide? In what way can they be expected to diverge?

5. If you were in Gillot’s shoes, would you support the Swedish or the Belgian proposal? Why?

6. Ignoring your answer to question 5, if the plant were not built and the products were
shipped from Belgium to Sweden, what transfer price would be appropriate?

7. What are the competitive advantages of Roget S. A.? What is Roget’s strategy in the indus-
trial chemicals business? Are the management control systems designed to support this
strategy?

8. What changes in the management control systems would you recommend to Gillot?

704 Part Three Variations in Management Control
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Case 15-2

Falcon, Inc.
It was January 2005, and Lee Morgan, CEO of Falcon, Inc., was getting ready to review the per-
formance of Falcon’s subsidiaries and to allocate its bonus pool. In recent years, this exercise
had become a challenge for Morgan because of rising complaints from several subsidiaries re-
garding the performance evaluation system (PES) at Falcon. Morgan called in John Tracey,
Falcon’s controller, and had the following conversation with him:

Morgan (CEO): John, I guess it is time for us to take another look at our PES.
Yoshi Takada [manager of Japanese subsidiary] has been com-
plaining that it is unfair to evaluate all subsidiaries by the same
yardstick.

Tracey (Controller): But fairness was perhaps the most important consideration
when I designed the PES back in 1993. We hold each subsidiary
manager, domestic and foreign, responsible for budgeted U.S.
dollars profit, which allows us to achieve the corporate prof-
itability goals.

Morgan (CEO): Takada’s contention is that his unit’s value added comes from its
low-cost production. He feels that because he sells mostly to dis-
counters and builder channels in the U.S., the price competition
is severe, and profit margins are rather low.

Tracey (Controller): That’s true. But it’s a huge market, and Takada has exclusive
rights from Falcon to cater to that market in the U.S.

Morgan (CEO): Steve Bogage [manager of Danish subsidiary] was suggesting
managers should be rewarded using ROI [return on investment]
since it is a comprehensive measure that incorporates not just the
profitability but also the investments we make in the subsidiaries.

Tracey (Controller): We could consider that but you know the many limitations of ROI
as a performance metric.

Morgan (CEO): Alphonso Canella [manager of Mexican subsidiary] has suggested
that we track the budgets using the same exchange rate that we
use in setting them.

Tracey (Controller): In that case, who should assume the responsibility for changes in
the exchange rate?

This case was prepared by Professor Mahendra Gujarathi of Bentley College and Professor Vijay Govindarajan of Dart-

mouth College as the basis for class discussion. Copyright © Dartmouth College.
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Morgan (CEO): That’s his point. He feels we penalize foreign managers by hold-
ing them responsible for dollar profitability when they cannot
control the exchange-rate fluctuations.

Tracey (Controller): That’s nonsense! Who else can determine the sourcing, supplying,
and pricing strategies better than the subsidiary managers? We
already manage the transactions and translation risks at the
headquarters. Shouldn’t they manage the operating part of the
foreign exchange risk?

Morgan (CEO): Yes, I guess. We’ve always maintained that foreign subsidiary
managers need to deal with the economic effects of the exchange-
rate changes in making strategic and tactical decisions.

Tracey (Controller): Moreover, most of our stockholders are based in the U.S. Maxi-
mizing dollar returns to them should be our top priority!

Morgan (CEO): But Takada was complaining that the strengthening yen hurts
his margins.

Tracey (Controller): That’s been his alibi every year. Ever since he assumed the re-
sponsibility of Japanese operations in 1999, Takada has been
clamoring for higher bonuses, despite his unit’s unsatisfactory
performance.

Morgan (CEO): But why should exchange-rate changes matter that much? I re-
call from my college economics course that purchasing power
parity will take care of exchange-rate changes. In other words,
inflation and the foreign exchange rate offset each other, leaving
managerial performance unaffected by the exchange-rate move-
ments.

Tracey (Controller): True, but that happens only in the long run. In the short run, ex-
change-rate movement might not fully reflect the differences in
the inflation rates between the two countries [see Appendix A].

Morgan (CEO): So what should we do about that, John?

Tracey (Controller): Maybe we need to make appropriate adjustments to the budgets
at the time of tracking them.

Morgan (CEO): Should we deemphasize financial aspects in our PES and insti-
tute new measures, such as market share, that Bogage has sug-
gested on numerous occasions?

Tracey (Controller): If we incorporate the wish of each subsidiary manager in the PES,
we will need a different system for each manager!
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Global Appliance Industry2

As a result of mergers and acquisitions in the past three decades, the home appliance industry
in 2004 had fewer than ten companies that together controlled about 50 percent of the global
market. Some of the global players in the industry included Electrolux (Sweden), General Elec-
tric (U.S.), Maytag (U.S.), Whirlpool (U.S.), Matsushita (Japan), and Bosch-Siemens (Germany).
The remaining 50 percent of the market was in the hands of country-focused competitors. The
overall industry grew at a very slow pace, making competition among players very fierce.
Growth for a particular company came mainly from acquisitions or from stealing a competi-
tor’s market share.

There were significant economies of scale in the manufacture of components, such as com-
pressors and motors that were a critical part of home appliances. Improvements in component
design were essential in enhancing the functionality of home appliances in areas such as energy
efficiency, noise control, and water consumption. The three major segments in the home appli-
ance industry were the low-price segment (where several eastern European and Chinese com-
panies, and private label suppliers, competed), a mid-price segment (where Electrolux com-
peted), and a very high-price segment (where Whirlpool’s KitchenAid subsidiary and Maytag
positioned several products). The distributors of home appliances in the U.S. consisted of major
retailers (Sears, JCPenney, etc.), appliance stores, discounters (Sam’s Club, Costco Wholesale,
BJ’s Wholesale Club, etc.), and builder channels (Home Depot, Lowe’s, etc.). The retailers’ large
size enabled them to exert tremendous influence over home appliance makers in terms of prices,
delivery, and credit terms.

Falcon and Its Subsidiaries in Mexico,
Denmark, and Japan

Falcon, a publicly held U.S. company, is a global player in the home appliance industry with a

wide range of products, including refrigerators, kitchen appliances, and laundry machines
(washers and dryers). Falcon’s 2004 sales were $1.1 billion. Falcon’s overall strategy was to
participate in all three (low-price, mid-price, and high-price) segments of the appliance indus-
try.

Among Falcon’s subsidiaries are three foreign subsidiaries, one each in Mexico, Denmark,
and Japan. The exact nature of each subsidiary’s operations and their role in overall strategy
is described below.

Falcon acquired a 100 percent interest in a Mexico-based producer of refrigerators in 1995.
This subsidiary had the manufacturing capacity to cater to the growing Mexican demand for
mid-priced refrigerators, its primary product. The refrigerators were designed, produced, mar-
keted, and distributed in Mexico. In other words, the subsidiary incurred all its costs, and gen-
erated all its revenues, in Mexican pesos.

The Danish market had an attractive base of customers who could afford high-priced kitchen
appliances and desired feature-filled cooking ranges. Demand was not large enough, however, to

2This section draws from information about the global appliance industry from articles in the press, public information

from annual reports, and a case on “Global Appliance Industry,” INSEAD.
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justify putting up a scale-efficient manufacturing operation in Denmark. Moreover, the Falcon’s
U.S. plant that had a proprietary technology to produce high-quality fancy kitchen appliances
had significant excess capacity. The Danish subsidiary was therefore set up in 1997 and the
manager was given exclusive rights to market Falcon products in Denmark. The Danish sub-
sidiary sourced the products entirely from Falcon’s U.S. plant at a transfer price of standard full
cost. There were no other suppliers with exact kitchen appliances in the market which gave the
Danish subsidiary a distinct advantage. Most other companies in the kitchen appliances mar-
ket in Denmark were small local companies, producing and selling their products in Denmark
only.

The Japanese subsidiary was established in 1999 as a production unit. The Japanese engi-
neers were excellent in component design as well as high-quality, low-cost manufacture. The
subsidiary produced low-cost laundry machines (washers and dryers) and had exclusive rights
to sell them in the U.S. to the discounters and builder channels under “store” brands that
catered to the low end of the market. Manufacture of laundry machines in Japan was largely
in the hands of several medium and large domestic manufacturers that produced energy-effi-
cient and compact machines for sale in Japan. Other “private label” suppliers of laundry ma-
chines to discounters and builder channels in the U.S. consisted of local (U.S.) companies
known for producing domestically using lean manufacturing techniques.

Budgeted and Actual Profitability of Falcon’s 
Foreign Subsidiaries

In consultation with the subsidiary officers, and taking into account the expected changes in
market conditions, Falcon’s headquarters set budgets for subsidiaries at year-end. For the for-
eign subsidiaries, budgets were communicated in local currency (LC) as well as U.S. dollars,
using the exchange rate at the end of the previous year. The 2004 budgets for the three sub-
sidiaries are indicated below.

Subsidiary Budgets—2004

Mexico Denmark Japan

Budgeted no. of units* 200,000 50,000 250,000

US$ Budgets:
Sales 74,550,000 41,400,000 102,000,000
Costs 59,640,000 33,117,360 81,579,175
Profits 14,910,000 8,282,640 20,420,825

Local Currency (LC) Budgets:
Sales 799,176,000 284,832,000 12,219,600,000
Costs 639,340,800 227,847,437 9,773,185,165
Profits 159,835,200 56,984,563 2,446,414,835

*Units represent refrigerators in Mexico, kitchen appliances in Denmark, and laundry machines in Japan.
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Falcon’s investment in the subsidiaries at the beginning of 2004 was as follows. The invest-
ments in the subsidiaries did not change materially during 2004.

Mexico Denmark Japan

US$ investment 149,100,000 20,706,600 510,520,625
LC investment 1,598,352,000 142,461,408 61,160,370,875

The actual number of units sold in each country, and the product mix, remained virtually
the same (199,600 units, 50,700 units, and 249,000 units respectively in Mexico, Denmark, and
Japan). The actual inflation in the home appliance industry in each country was almost iden-
tical to Falcon’s expectations reflected in the budget above. The actual performance of the three
subsidiaries for 2004 was as follows:

Subsidiary Performance—2004

Mexico Denmark Japan

US$ Performance:
Sales 74,563,850 42,109,552 11,515,435,972
Costs 59,626,129 32,417,764 9,521,015,957
Profits 14,937,721 9,691,788 1,994,420,015

Local Currency (LC) Performance:
Sales 819,083,888 272,448,801 103,000,322
Costs 654,993,022 209,742,930 85,161,145
Profits 164,090,866 62,705,871 17,839,177

In tracking the budgets, Falcon used the average-of-the-year exchange rates, since sales and
costs typically occurred uniformly over the year. The exchange rates were as follows:

Exchange Rates

Mexico Denmark Japan

Exchange Rate (LC per 1 US$)
2003 End10.720 6.88 119.8
Average for 2004 10.985 6.47 111.8

The average economy-wide inflation in 2004 was 5.00 percent in Mexico, 4.30 percent in
Denmark, 2.25 percent in Japan, and 2.30 percent in the U.S. The specific inflation in the home
appliance industry in each country paralleled the economy-wide inflation in 2004.

Requirements

1. Under the current performance-evaluation system (PES) at Falcon, how would you assess
the financial performance of the division managers in Mexico, Denmark, and Japan? Which
manager should be awarded the highest bonus, and which should be awarded the lowest
bonus?

2. Using the approach outlined in Appendix A, calculate the nominal and real changes in the
exchange rates for Mexico, Denmark and Japan during 2004. In light of your calculations,
what revisions, if any, would you make in the 2004 dollar budgets at the time of tracking
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them? How would you assess the financial performance of the three country managers of
Falcon? Which manager should be awarded the highest bonus, and which should be awarded
the lowest bonus? Why? Evaluate the appropriateness of the three country managers’ re-
sponses to the changes in the exchange rates.

3. If ROI, rather than profit margin, were used as the performance measure, would the perfor-
mance ranking of the three subsidiaries be different? Describe the advantages and limita-
tions of using ROI as the performance indicator. Would you consider ROI to be a superior
metric of performance evaluation in comparison with Falcon’s current metric?

4. Evaluate the appropriateness of Falcon’s use of the beginning-of-the-year exchange rate for
budget setting, and average-of-the-year rate for budget tracking. Describe the approaches
for preparing country managers to better respond to inflation and exchange-rate changes.

5. Assume that for each of the past five years, the Japanese subsidiary has reported lower-than-
budgeted profit margins and ROI in dollar terms. If adjustments are made for the real ex-
change-rate changes, however, its performance in each of those five years turns out to be bet-
ter than the revised budget. Would you recommend closing the Japanese subsidiary? Why or
why not?

6. Describe the strengths and weaknesses of the current PES for foreign subsidiaries at Fal-
con. What changes in the PES would you recommend?

Appendix A

A Short Note on the Relationship between 
Exchange Rates and Inflation Rates
The purchasing-power parity (PPP) theory states that exchange rates between two countries
will change by approximately the difference between their inflation rates. For example, if in-
flation is 4 percent in the U.S. and 0 percent in Japan, the dollar value of the Japanese yen
would rise by about 4 percent. Stated formally, if ih and if are the inflation rates for the home
country and the foreign country respectively, then

et ⫽ (1 ⫹ ih)t

e0 ⫽ (1 ⫹ if)
t

where e0 is the dollar value of one unit of foreign currency at the beginning of the period, and
et is the dollar value of one unit of foreign currency at the end of the period.

To illustrate, if the U.S. and Argentina have annual inflation rates of 4 percent and 14 per-
cent respectively, and the spot rate today is one Argentine Peso (ARS) equals US$0.33, then the
value of the ARS in one year would be

e1 ⫽ (0.33)(1.04兾1.14)1
⫽ 0.301
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In other words, ARS would be expected to depreciate during the year by 8.80 percent
[(0.301 ⫺ 0.33)兾0.33] vis-à-vis the U.S. dollar. If the actual exchange rate at the end of the year
is ARS1 ⫽ US$0.32, the nominal depreciation in peso during the year is only 3.03 percent
[(0.32 ⫺ 0.33)兾0.33]. Thus, from the beginning of the year, the peso has appreciated in real
terms by 5.77 percent (8.80 percent ⫺ 3.03 percent).

Implications of PPP for Performance Evaluation

Since the exchange-rate movements reflect changes in the relative inflation levels, a nominal
change in the exchange rate should not have any effect on the relative competitive position of
a domestic firm and its foreign competitors.

While the PPP theory generally holds true in the long run, deviations from it are fairly com-
mon in the short run. Such deviations (i.e. real changes in the exchange rates) can have signif-
icant effect on competitive positions of countries and corporations. In general, a decline in the
real value of a nation’s currency makes its exports and import-competing goods more competi-
tive. Conversely, an appreciating currency hurts the nation’s exporters and those producers
competing with imports. For a given corporation, the effect of real exchange rate changes de-
pends upon the price elasticity of the demand for its inputs and outputs, the degree of compe-
tition it faces, and the location of its key competitors.
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Case 15-3

Lincoln Electric Company (B)
Mr. Willis took over the position of CEO in 1986 upon the death of Mr. Irrgang, who had ruled
the company under its Lincoln-inspired conservatism since 1972. Don Hastings became the
president. Since that time, the NIH (Not Invented Here) syndrome that Lincoln had labored
under had begun to crack. As Mr. Hastings observed, “If we didn’t develop it, we didn’t want to
make it. But today that feeling is gone.”

Under the leadership of Willis and Hastings, the company broadened its geographical scope
of operations. “Today we must be global, with worldwide manufacturing capabilities. We can’t
just produce in the US and export abroad,” Mr. Hastings noted. Lincoln acquired capacity in
Canada, Australia, Brazil, and Mexico, and built new plants in Venezuela and Japan. As the in-
dustry moved toward consolidation in Europe, Lincoln acquired companies in Germany, Italy,
and Norway, to establish a manufacturing base to tap the potential of a unified Common Mar-
ket.

In 1990 Lincoln acquired Harris Calorific, manufacturer and worldwide distributor of
plasma and gas cutting and welding products with plants in the United States, Italy, and Ire-
land. Emerson Electric, Harris’s former parent, also had a very strong corporate culture, plac-
ing a great deal of pressure on its divisions to perform and employing a low-cost strategy.

Exhibit 1 profiles Lincoln Electric’s global expansion during 1986–98. Industry observers al-
ways wondered: Will Lincoln Electric be successful in exporting its unique culture and control
systems to foreign locations? The results seem to be mixed. Lincoln Electric suffered financial
losses in its foreign operations during 1990–1993 but the company appeared to have reversed
this trend during the subsequent five years.

How Lincoln Electric Successfully Transplanted 
Its DNA into Mexico1

Between 1988 and 1992, Lincoln Electric purchased three separate companies in Mexico and
combined them to form Lincoln Electric Mexicana S.A. de C.V.Although all three plants were los-
ing money at the time, their location promised Lincoln a thriving trade with customers in Central
and South American countries—if it could turn them around. The Mexican workers knew about
the acquisition and realized the US parent company would need to make changes to improve the
business.

Lincoln set out to implement some of its basic systems, such as piece-work, merit ratings,
and the bonus plan, at its Mexican subsidiary. James Delaney, an early manager of Lincoln
Mexicana, introduced piece-work gradually by recruiting a few volunteers to try it out. When
co-workers noticed how much more these volunteers were earning, they asked to participate

This case was prepared by Vijay Govindarajan and Joseph A. Maciariello.
1This section is based on work by Joseph A. Maciariello in Lasting Value (New York: John Wiley & Sons, 2000), chap. 8.
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too. The piece-work system was expanded in 1991 by David M. LeBlanc, then Lincoln
Mexicana’s operations manager. The expansion successfully tripled productivity over the next
years.

LeBlanc made other changes as well. A great believer in Lincoln’s principles, he was pri-
marily responsible for incorporating the “Lincoln Way” into the Mexican subsidiary. However,
LeBlanc understood that in order to succeed, Lincoln’s ways had to adapt to Mexico’s culture.

For example, the company’s US plants were not unionized but its new Mexico City plant
was. Mexico, in fact, was a highly unionized nation. Unscrupulous union organizers in that
country targeted nonunion companies, organizing workers in a manner that often crippled the
firms’ ability to function effectively.

Instead of trying to force the union out, LeBlanc chose to cultivate a positive relationship
with it. He established an open-door policy and tried to get to know all of the plant’s 420 em-
ployees. He worked to improve communications between these employees and union leaders.
He negotiated an agreement with union leaders that exempted employees whose work did not
involve piece-work, such as forktruck drivers and maintenance workers, from the union. This
included 25–35 percent of Lincoln Mexicana’s work force.

LeBlanc’s efforts paid off. Union leadership converted to the Lincoln system and embraced
the piece-work system, in part because they realized well-paid union workers were able to pay
higher union dues.

EXHIBIT 1 Lincoln Electric’s Global Expansion

1986 Acquired Airco with facilities in Montreal and Cleveland.
1987 Purchased L’Air Liquide with arc-welding operations in Australia.
1988 Purchased Brasoldas and Torsima, producers of welding equipment and consumables in

Brazil.
1989 Built a greenfield plant for welding products in Japan.

Constructed a plant for consumables in Venezuela.
1990 Completed purchase of the Harris Calorific business from Emerson Electric Company. Harris

Calorific manufactured and distributed plasma and gas cutting products. Production
facilities were located in Georgia, California, Italy, and Ireland.

1991 Purchased the German firm, Messer Griesheim GmbH, which produced arc-welding
equipment in Volklingen, Germany.

1992 Purchased Lincoln Norweld of Oslo, Norway, with production facilities in Norway, the
United Kingdom, and the Netherlands.
Purchased two Mexican companies in 1988 and one more in 1992 and consolidated them
into one operation.

1993 Purchased the outstanding minority interest in a Spanish company.
1996 Acquired Electronic Welding Systems, a designer and supplier of welding power supplies

and plasma cutting equipment, based in Italy.
1998 Acquired 75% interest in Indalco Alloys, Inc., of Canada. Indalco was a premier supplier of

aluminum welding wire.
Purchased the German firm, Uhrhan & Schwill GmbH, a leader in the design and
installation of welding systems for pipe mills.
Acquired 50% equity interest in As Kaynak, a market-leading welding products
manufacturing subsidiary of EcZacibasi Holdings, headquartered in Istanbul, Turkey.

Source: Annual Reports.
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In fact, Lincoln Mexicana’s employees were very well paid. Lincoln typically paid its workers
more than they would receive if they organized into a collective bargaining unit. Even though
the Mexico City employees were represented by a union, Lincoln continued to apply this prin-
ciple. Production workers earned between $5,000 and $7,000 a year—two to three times more
than the going rate outside the firm. This practice enabled the company to be very selective in
its hiring practices. And, although Lincoln could not promise to keep its workers fully employed
in the wildly fluctuating South American markets, it did try to keep employees working when-
ever possible.

Employees who performed poorly were dismissed. Those who performed well were rewarded
through the bonus system. In Mexico all companies were required to distribute 10 percent of
pretax income to employees as bonuses. Lincoln Mexicana, in addition, distributed a second
bonus to its workers, based on the company’s merit rating system. This system had four rank-
ing criteria: group goal achievement; self-improvement/initiative; discipline/quality; and team-
work/responsibility/leadership. These and the use of a more formal goal-setting process, which
assigned goals to work groups as well as individuals, distinguished it from Cleveland’s merit
rating system. A comparison of the two systems appears below:

Lincoln Mexicana 
Merit Criteria Original Lincoln Criteria

Group Goal Achievement Output
Self Improvement/Initiative Dependability
Discipline/Quality Quality
Teamwork/Responsibility/Leadership Ideas and Cooper-
ation

Although Lincoln Mexicana’s system was more formal and more dependent on group per-
formance than its Cleveland counterpart, its bonus fraction—the size of the bonus pool divided
by the total wages of workers receiving the bonus—rose steadily. By 1998, the bonus fraction
had increased to 60 percent from a base of zero. By contrast, Cleveland’s bonus fraction was
only 56 percent in 1998. The following chart illustrates the rise of Lincoln Mexicana’s bonus
fraction:

Year Bonus Fraction

1994 0%
1995 19
1996 38
1997 55
1998 60

Lincoln Mexicana paid the government-mandated bonus in May and the merit bonus on De-
cember 12—the day on which Mexico honored its patron saint, the Virgin of Guadeloupe. Thus,
the merit bonus was paid as a celebration bonus. Employees were not the only ones with cause
to celebrate. The bonuses provided evidence of the growing productivity and increasing prof-
itability of the Mexican subsidiary.
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Difficulties in Implementing the Lincoln System 
in Some Foreign Operations2

Lincoln’s efforts to transport its systems and principles were not as successful elsewhere
around the world. In Germany, for instance, the company’s plans hit a wall at the very begin-
ning when it became clear that German workers were not as productive as Lincoln’s US em-
ployees. As Hastings explained, “Even though German factory workers are highly skilled and,
in general, solid workers, they do not work nearly as hard or as long as the people in our Cleve-
land factory. In Germany, the average factory workweek is 35 hours. In contrast, the average
workweek in Lincoln’s US plants is between 43 and 58 hours, and the company can ask people
to work longer hours on short notice—a flexibility that is essential for the system to work. The
lack of such flexibility was one reason why our approach would not work in Europe.”3

Lincoln also had not adequately planned for government-mandated social welfare costs or
labor laws that kept it from implementing systems that were the cornerstone of its operations.
For example, German law did not permit piece rates. And it outlawed labor mobility and work
force cross-training, making it difficult for Lincoln to create competitive incentive and manage-
ment systems.

Brazilian law similarly crippled Lincoln’s systems in that country. In Brazil bonuses paid to
employees for two consecutive years become part of their base wage. This undermined Lin-
coln’s reward system. Eventually, these and other obstacles in Brazil, and in Venezuela, con-
vinced Lincoln to restructure and divest itself of its German, Brazilian, Venezuelan, and
Japanese operations.

The problem was that Lincoln tried to do too much, too fast. The company bought nine busi-
nesses and constructed two new plants within a five-year period between the late 1980s and
early 1990s. In its haste, it neglected the very factor to which it attributes its success: people.
It did not adequately plan for cultural differences and how they would affect its management
systems, and it was stretched too thin to transfer the systems properly.

Furthermore, it paid premium prices for the properties in Europe despite the onset of a
worldwide recession. It did so because multinational companies, who wanted to have a manu-
facturing presence in Europe before all internal European tariffs were eliminated under the
European Union, had created a strong demand for these assets. After Lincoln purchased these
properties, however, the recession caused massive redundancies in their production capability.

Management Changes4

Until 1993 Lincoln Electric’s senior management primarily consisted of executives who rose
through the ranks and who had little meaningful international experience. To quote Hastings,
“[In August 1992] I left for Europe. I had no choice, even though I lacked extensive interna-

2Ibid., chap. 1, pp. 17–19; chap. 8, pp. 116–18.
3Donald Hastings, “Lincoln Electric’s Harsh Lessons from International Expansion,” Harvard Business Review, May–June

1999, p. 174.
4This section is based on the writings of Donald F. Hastings, chairman emeritus of Lincoln Electric Company. Donald Hast-

ings, “Lincoln Electric’s Harsh Lessons from International Expansion,” Harvard Business Review, May–June 1999, pp.

163–78.
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tional experience. None of the other senior managers had any either. The CFO, Ellis Smolik,
who joined me on the trip, didn’t even have a passport; we had to scramble to get him one at
the last minute.”5

Starting in 1993, Lincoln Electric deviated from its “promotion from within” policy and
began recruiting senior executives from the outside. Executives from Goodyear, Westinghouse,
and FMC, who had extensive international experience, joined the senior ranks of Lincoln Elec-
tric.

That same year, Lincoln appointed three new board members from the outside to replace
three insiders. The company added another “outsider” to the board the following year. The new
board members were CEOs or senior executives in General Electric, Westinghouse, American
Spring Wire, and Key Bank. All had considerable global experience. See Exhibits 2 and 3 for
company data for the 1990–98 period.

Question

On the basis of the experiences of Lincoln Electric, what lessons can be learned regarding ex-
porting unique management systems into foreign operations?

5Ibid., pp. 170–71.

EXHIBIT 2 Financial Highlights 1990–98 (dollars in millions)

1990 1991 1992 1993 1994 1995 1996 1997 1998

Net sales $797 834 853 846 907 1,032 1,109 1,159 1,187
Net income $  11 14 (46) (38) 48 61 74 85 94
Return on equity* 4% 6% (20%) (22%) 28% 24% 21% 21% 20%
Debt to equity ratio† 34% 40% 55% 62% 52% 26% 18% 17% 17%

*

†

Source: Annual Reports.

Debt to equity ratio ⫽  
Long-term debt

Long-term debt ⫹ Shareholders’ equity

Return on equity ⫽  
Profit after tax

Shareholder’s equity

EXHIBIT 3 Geographic Performance 1990–98 (dollars in thousands)

1990 1991 1992 1993 1994 1995 1996 1997 1998

Sales:
United States $548,761 $507,518 $517,611 $572,535 $682,483 $765,287 $808,894 $865,254 $886,148
Europe 216,554 291,104 282,331 217,931 167,361 217,334 230,222 216,333 218,557
Other countries 100,439 101,146 95,286 96,079 115,254 127,878 145,975 162,800 173,365

Income before taxes:
United States 39,946 45,742 24,860 42,570 81,091 87,044 101,236 112,565 125,693
Europe (1,952) (10,128) (52,828) (68,865) 5,843 11,350 10,264 10,014 14,935
Other countries (4,444) (1,346) (7,183) (22,903) 4,410 10,246 12,867 14,427 10,191

Identifiable assets:
United States 283,998 289,682 294,730 389,247 350,012 404,972 416,911 489,431 542,462
Europe 209,315 284,341 246,457 172,136 161,691 188,906 183,938 163,519 186,666
Other countries 92,747 84,905 85,839 69,871 75,880 80,594 87,808 96,850 119,344

Source: Annual Reports.
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Case 15-4

Hindustan Lever
Manvinder Singh Banga, chairman of Hindustan Lever, Ltd., (HLL) the Indian subsidiary of
Unilever PLC, reread the cover story of the March 18, 2002, issue of Business India, one of
India’s most widely read business news publications. He was pleased with the positive cover-
age that both he and his company had received. HLL continued to be one of the most respected
multinationals operating in India.

However, the article also highlighted the company’s most daunting challenge. Many of the
company’s core brands were maturing. While top-line growth had been sustained comfortably
in the double digit range through the early and mid 1990s, it had declined to 7 percent, 5 per-
cent, and 4 percent in 1999, 2000, and 2001. As a result, managerial staff at all levels had been
encouraged to submit proposals for initiatives that would reinvigorate growth.

Historically, the company’s growth strategy had been guided by two primary considera-
tions. First, HLL prioritized opportunities which built upon existing assets and capabilities.
For example, after building a supply chain for manufacturing and selling wheat flower, HLL
had expanded into value-added wheat flour based products such as bread. Second, they
avoided spreading their management talent too thinly. Following these principles, Hindustan
Lever always entered new businesses with a confidence that they would succeed.

Given HLL’s declining revenue growth, however, Mr. Banga had pushed for more expansive
thinking. Entirely new ventures were to be considered. As he reviewed some of the proposals,
he was inspired by their potential—there was certainly no shortage of ideas. But he was also
concerned about the associated implementation challenges. Did HLL have the necessary
skills?

HLL had always had a focus on innovation, and were proud of many of their accomplish-
ments. For example, they had received a great deal of recognition for the giant strides they had
made in developing innovative approaches to product development, sales, and marketing that
were suitable for India’s rural poor. Also, they had launched a new brand in 1995, Kissan An-

napurna, for staple foods, including iodized salt. Finally, and most recently, they had strength-
ened their competitive position in salt with a critical breakthrough. Their research labs had
discovered an improved way of fortifying salt with iodine, which is added to many salts for
health benefits. Through the use of a proprietary method for encapsulating the iodine, it was
prevented from boiling away in India’s unique cooking environments.

These successes gave HLL a great deal of confidence. But Mr. Banga wondered if the man-
agement practices and principles that had guided these efforts would continue to be valuable
as the company stretched further from the core business for growth.

This case was written by Professor Chris Trimble of the Tuck School of Business at Dartmouth College. © Trustees of Dart-

mouth College.
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Serving India’s Rural Poor

India’s population, which exceeded one billion in 1999, was second in the world only to China’s.
Though the market potential was tremendous, India’s population was still poor by global stan-
dards, with an average annual income of about $2,200 at purchasing power parity.1

Historically, multinationals had not targeted the poor. Their products and services had been
designed for developed-world customers, and this resulted in cost structures that priced the
poor out of the market. As a result, as multinationals expanded around the globe, they tended
to serve only the top of the economic pyramid in the poorer countries in which they operated.

Global expansion was a demanding management challenge that augmented top-line
growth to impressive rates for years or even decades for many multinationals. As a result,
until the global expansion was completed, there was little pressure (and few resources avail-
able) to explore other avenues for growth. Finding innovative ways to serve poorer customers
was one possible avenue, one that a handful of multinationals were turning their attention to
in the early years of the 21st century.

Well ahead of most multinationals, HLL began to tackle this challenge in the 1980s, focusing
particularly on their soaps and detergents.2 It was the company’s fervent belief that identifying
ways to serve the poor was not only the smart thing to do from a business perspective, but the
right thing to do from a social perspective. By finding ways to make the quality and reliability of
branded products accessible to the poor, HLL offered an improved standard of living. As part of
its commitment to this market, HLL included a six- to eight-week stay in a rural village in its
management training. Unilever, HLL’s parent, shared the enthusiasm. It believed that by 2010,
half of its sales would come from the developing world, up from 32 percent of its sales in 2000.

Part of HLL’s approach to reaching the rural poor involved a dedicated 
research-and-development effort. This was a departure from the typical approach to lower-in-
come markets. Many companies assumed that high-tech R&D couldn’t possibly fit in the bud-
get for low-price products, and that developing products for the poor was simply a matter of
making existing products cheaper by lowering quality. One payoff from HLL’s research-inten-
sive approach was the development of Breeze 2 in 1, a combined shampoo and soap that was
cost-effective and less harsh on hair than typical body soaps. HLL also discovered that it was
critical to package this product in small quantities, even single-use quantities, as poor cus-
tomers often could not afford a larger quantity on a given day.

HLL also changed their approach to marketing to the rural poor. Because of widely varying
levels of literacy and access to television, HLL had to minimize its reliance on traditional
media channels and find ways to get its message to consumers in a more personal, more direct
way. Their solution involved hiring actors, dancers, and magicians to perform traveling shows
which entertained villagers, educated them in health and hygiene, and increased their aware-
ness of HLL brands. These events would often generate excitement in villages several days be-
fore they arrived. The company also took advantage of festivals that would draw millions of

1www.economist.com.
2For a more detailed description of Hindustan Lever’s initiatives to serve India’s rural poor, see Rekha Balu, “Strategic Inno-

vation: Hindustan Lever Ltd.,” Fast Company, June 2001, p. 120. The remainder of this section briefly summarizes that ar-

ticle.
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people to the same location, and set up demonstrations. In one such demonstration, potential
customers were educated about the dangers of dirt and germs, and shown where on hands
germs tended to reside using an ultraviolet light.

Finally, HLL found new ways to sell. Much in the style of Avon and Amway, it encouraged vil-
lagers by the dozens to go into business for themselves selling HLL products. While HLL also
distributed its products to local stores, this more personal approach augmented the marketing
effort to educate customers on the benefits of using HLL products. The initiative required a
tremendous training effort, as many of the people anxious to sell HLL products to neighbors
were illiterate, and had no relevant work experience.

Expanding the Product Portfolio

HLL’s pioneering efforts to develop techniques to bring branded products to India’s rural poor
gradually had an impact on their entire portfolio of brands. Still, HLL also looked to exploit
other growth opportunities. In the early 1990s, their foods category was a minor portion of their
overall product portfolio, consisting of only cooking fats and oils. Based on the advice of
Unilever, which had experience in a variety of global foods markets, HLL believed they could
expand their presence in foods dramatically. The logic was threefold:

• The market was tremendous—food accounts for 50 percent of all economic consumption in
India.

• HLL’s existing system for selling and distributing throughout rural India could be used to
improve the economics for most food products.

• HLL had proven it possible to create nationwide, mass-market brands despite India’s over-
whelming ethnic and cultural diversity.

In 1993, through an acquisition, they expanded into processed fruit and vegetable products,
such as ketchups, jams, and cold beverages. In addition, in 1994, a research team of four was
assigned to investigate a wide variety of additional growth options in the foods category. The
team learned that 80 percent of the food purchased off the shelf in India is raw and un-
processed—basic food grains and other staples were the largest food category, and most of it
was produced and sold locally.

Because this was such a large market, the team investigated markets for several staple
foods, including wheat, rice, beans, salt, spices, and others. Each had a different set of supply
chain, production, and consumer decision-making process issues associated with it. Because
salt was a raw material input for many of HLL’s other products, there was a great deal of in-
house knowledge about the salt market. As a result, research was quick, and salt was chosen
almost immediately as one area for expansion. After about one year’s additional effort, the
team also identified wheat flour as a second attractive market.

Of many criteria, one of the most important was the extent to which consumers would value
a brand promise of quality and consistency. Rice was eliminated as an option, for example, be-
cause consumers felt confident that they could judge the quality of rice based simply on a phys-

ical and visual inspection. By contrast, a brand promise was viewed as critical for wheat, be-
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cause consumers would spend a great deal of labor preparing bread, knowing that they would
not be able to judge the quality of wheat until the cooking was complete. Branding was also
viewed as valuable for salt, since consumers could not add iodine, an important health addi-
tive, on their own.

Market Entry—Kissan Anapurna Iodized Salt

Extensive research, including hundreds of hours of listening to customers and testing concepts
like freshness, purity, quality, and convenience, clearly demonstrated that purity was the most
important attribute in salt. Early communications positioned the product as better than un-
branded choices which contained impurities, and even appeared dirty or discolored. Because
none of HLL’s existing brands were believed to be transferable to salt, the decision was made
to create a new brand, Kissan Annapurna.

At the time of entry in 1995, only 10 percent of the 6.5 million tons of salt that were con-
sumed annually in India were branded and refined. HLL decided that it made more sense to
try to expand the market by upgrading consumers to a higher-quality product than to compete
head to head for existing purchasers of branded, refined salt.

Even in the more developed, urban areas in India, most customers consumed unbranded
salt. Although 75 percent of India’s population was rural, HLL decided to focus their efforts on
the urban markets first, to prove the viability of the new product.

Production and Distribution Strategy

Production capacity for salt was well above demand in India. To avoid adding further capacity,
and also because HLL felt its strongest competencies were in R&D and marketing, HLL im-
mediately sought manufacturing partners. The primary screening criteria were the quality of
the manufacturing processes and the integrity of the business managers. Once partnerships
were in place, HLL took a very active role in managing production, transferring their technol-
ogy, and upgrading quality and cleanliness standards at each plant. Over time, they were able
to improve utilization rates for their manufacturers, and that reduced costs.

HLL also wanted to minimize financial risk. By partnering for manufacturing capacity and
sharing distribution assets with other HLL products, the investment in fixed assets for the
new product was near zero.

Despite the approach to production and distribution, cost competitiveness remained an
issue for HLL because the competition in each market was local. HLL faced high transporta-
tion costs, especially in the northern and eastern regions of the country, which were furthest
from the most cost-efficient locations for salt production. Local, unbranded producers faced
much lower transportation costs, and no refining or packaging costs. Because of this, Kissan

Annapurna salts were priced at 6 Rupees (about U.S. $0.03) per kilo, twice the cost of a typical
unbranded salt.

While initial response in urban markets showed that it was possible to upgrade consumers
to branded salts, cost reduction remained a priority. HLL found ways to reduce costs by taking
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a different approach to distribution management than was practiced for other HLL products.
Because shelf life, price-to-weight ratio, and tax status were all different for salt than for other
HLL products, it made less sense than was expected to simply “ride” the distribution system
for other HLL products. Ultimately, salt distribution relied more heavily on rail transport than
other HLL products, had fewer middlemen involved, and sometimes ended with wholesalers
rather than retailers.

Marketing Strategy

Fragmentation in Indian media offered HLL the opportunity to test the product incrementally.
In the first few cities in which they launched the product, HLL was gratified to discover that
they were successfully upgrading consumers from unbranded to branded salts.

However, as the rollout continued, they became concerned that they really hadn’t suffi-
ciently differentiated themselves from other branded salts with the purity positioning, and
therefore were worried that they wouldn’t necessarily retain the new customers they were ac-
quiring. As a result, HLL began exploring ways to position their product more strongly. They
shifted their emphasis from purity, a product attribute, to health, a consumer benefit. Essen-
tially, they positioned their product as healthy because there was nothing bad (no impurities)
in it.

Later, HLL investigated the possibility of including messages about iodine in their commu-
nications. Although all branded salts were iodized, nobody in India had really tried to take ad-
vantage of iodization from a marketing perspective.

Iodine is a critical chemical element for regulating bodily functions, particularly in the thy-
roid. Deficiencies in iodine result in goiter, an unsightly growth on the neck. More significantly,
iodine deficiencies can result in abnormal mental development and inadequate physical
growth in children.

Governments had taken different approaches to this public health issue. In some countries,
almost all salt was iodized. In others that were less susceptible to iodine deficiency and more
averse to chemical food additives, it was not. Iodine deficiency disorders had been prevalent in
several developing countries, including India, and a few nonprofit, nongovernmental organiza-
tions had become involved in persuading governments to take a more active role in ensuring
the population received sufficient iodine.

Salt was viewed as an ideal delivery mechanism for iodine because everyone used it. Water
was less ideal because it came from too many isolated sources. After researching the health is-
sues associated with iodine, HLL began a campaign to educate the public on the importance of
consuming sufficient iodine. Because HLL concluded that marketing messages that related to
goiter, particularly visual messages, would be unattractive, they decided to focus on mental de-
velopment.

Anil Dua, who had been the senior brand manager since the launch of Kissan Annapurna,

recalled the excitement of discovering such a powerful but untapped marketing angle:

Every mother wants her child to be intelligent . . . brighter than the next door child. Therefore it is in
her interest to give iodized salt to her child. That was the big idea. With that idea, we hit a very emo-
tional chord within our target customer. It was a big opportunity because research showed that al-
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most every single district in India is at risk for iodine deficiency disorders. We saw that especially in
India there was a huge opportunity and need.

Their approach was initially met with skepticism by parents. In focus groups, a typical re-
sponse was: “You must think we’re really dumb if you think we’re going to believe something
so gimmicky as my child’s mental development is dependent on consuming the right salt.”

To make their case, HLL sought endorsements from trusted government agencies. Ulti-
mately they had to pay the government for an endorsement. The government, in turn, used the
funds to support research programs. As a direct result of the endorsement, focus group re-
sponses to HLL’s messages dramatically improved.

HLL then aggressively rolled out their communications plan, heavily emphasizing the health-
related aspects of iodine. A typical advertisement might show a child asking a parent an intelli-
gent question—one that the parent didn’t know the answer to. The child would then provide the
answer, and the parent would be very proud. HLL also offered Annapurna scholarships, and held
contests which encouraged children to submit interesting questions with answers.

Following the techniques that HLL had pioneered with soaps and detergents, “demonstra-
tion vans” traveled through rural India putting on shows. For many rural residents, these
shows might include a first opportunity in a lifetime to view a moving picture, so excitement in
a town would build prior to arrival. School assemblies were addressed, and salt samples and
coupons were left with students. Health charts were posted on school walls. This was expensive
but generated tremendous word-of-mouth.

In search of a new source of competitive advantage, HLL researchers discovered a problem.
Indians tended to add most salt to their food before it was cooked, as opposed to sprinkling it
on top of food. And, Indian spices and cooking techniques created conditions that would break
down salt and release iodine as a gas. Much of the iodine within salt was simply boiling away.

As a result, HLL began a multi-year research effort to develop a technique to prevent this
from happening. By 2002, HLL was rolling out a new and improved salt, which included what
they called “stable iodine,” and which had been patented in eighty countries. They had discov-
ered that by encapsulating the iodine in aluminum and magnesium hydride (both of which
were found in salt anyway), iodine was retained even in Indian cooking conditions. Critically,
HLL was able to prove through nuclear imaging that the encapsulation materials broke down
during the digestive process—otherwise the iodine would simply pass through.

Mr. V. K. Mahindru, who headed the research into the encapsulation technique, reflected on
the managerial mindset through the project:

In certain products, we know we have to do fundamental research. If it is interesting enough from
a marketing point of view, from a customer point of view, we are prepared to invest resources. For
two-and-a-half years we did. Progress was reviewed every three to four weeks. What are we
doing? Are we moving forward? Are any problems developing? Is it worth continuing to invest?
How will we know when we are successful?

As with many fundamental research projects, it was difficult to project with any precision how
the research would progress.
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Armed with the new breakthrough, HLL felt confident they could build on their success in
the salt category. By 2002, HLL led with a 17.7 percent market share, having dislodged the for-
mer market share leader, Tata.

Building the Staple Foods Organization

HLL staffed the Kissan Annapurna team internally. Anil Dua, the senior brand manager, was
charged with developing the brand from the beginning in 1995, after successful stints with two
other existing brands. Personnel to be shifted to new product launches were selected for par-
ticular qualities which were evaluated routinely as part of the performance review process. Mr.
Gunender Kapur, who became Executive Director of Foods for HLL in 1999, described the
staffing strategy:

We have probably the best management group in Asia. That is the strength of our company, and
that’s why we staff from within. For new brands, we look at people who have displayed a strong
drive in previous assignments, and who are better than others in dealing with uncertainty. You
want people with a bias for action, who can think on their feet. In mature businesses, you can lose
these qualities.

It was well understood that working on a new product could accelerate advancement in the
company. Senior managers would try to honor opportunities for their talented subordinates to
work on new products, but generally it was not in their self-interest to do so. For this reason,
staffing decisions were made by a human resources group that reported directly to corporate.
Most management employees at HLL sought out new product assignments, though some pre-
ferred building a focused, functional expertise to pursuing a general management career track.

Because working on new products accelerated career paths, HLL did not see the need to pro-
vide any incentive compensation based on the performance of new products. The potential for
career advancement was enough of a reward.

The organizational structure for Kissan Annapurna was modeled after the structure for any
other brand. However, because the sales and distribution systems developed differently (urban
focus, heavy use of wholesalers, etc.), total staffing levels by function were somewhat different.

However, the management team developed a culture that was distinct from that of the core
operation. Sudip Shahapurkar, an operations manager within the division, recalled the early
days:

I felt a real lack of structure when I transferred in 1996. Until then, I had worked in detergents.
There, systems were very established. They did have some mavericks and nonconformists, but by
and large people understood that the systems were to be followed. They understood their con-
straints. Here, we were just trying to figure out what it was going to take to get into the business,
and how to make it successful. It was a little frightening at first. All of a sudden, boundaries were
removed. You decide what to do. You have a complete free hand, so you prove that your ideas are
worthwhile by making them work. You had to network internally on your own to get things done.
There were no systems. There was just one small factory.

Mr. Shahapurkar also viewed the managers that he reported to as more cross-functional, and
more able to make quick decisions based on rough estimates of the upside and the downside.
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Over time, systems developed, and the organization felt more and more like that of the core op-
eration. For example, within the sales force, where the “HLL way” was emphasized.The sales group
worked with a company-wide sales strategy group, and looked for lessons learned that would apply
throughout the organization.

Management Control of the Staple Foods Organization

HLL had a great deal of experience in launching new brands. As a result, they were able to
make reasonable estimates of the cost of creating a new brand. There was no mathematical for-
mula, but there was substantial data on other brands. Each year, they identified a limit to the
total losses they were willing to take as the new operation ramped up.

This limit was not negotiated directly. Instead, the brand management team would identify spe-
cific action steps that they wanted to take to build the brand.The negotiation would center on which
of those steps to actually proceed with.Then, if the total budget was out of line with previous brand-
building experience, the plan would be reconsidered. Over the life of the brand, the greatest uncer-
tainties were associated with the research into the iodine encapsulation technique.

Each month, the financial results were reviewed at the corporate level, with a detailed vari-
ance analysis of plan vs. actual. Changes to action plans were made based on these perfor-
mance evaluations. A few key performance measures were regularly reviewed, including the
fraction of customers that were upgrading from unbranded products (as opposed to switching
from a different branded product). This variable was an important input to their financial pro-
jections. They also closely monitored percentage gross margin, which they viewed as a direct
indication of the value customers placed on a brand.

There really were no dramatic changes in the business plan as the iodized salt business
evolved. There were regional hurdles to overcome, but no changes that affected the overall
plan.

Future Directions

Mr. Banga felt that restoring HLL to its previous levels of revenue growth required a more ag-
gressive approach. His management team was to meet the following week to discuss the crite-
ria by which they would select from amongst several growth proposals.

Questions

1. Describe and evaluate the strategy employed by Hindustan Lever during 1995–2002 to
grow their “top-line.”

2. Evaluate the controls and organization used by Hindustan Lever to implement its growth
iniatives in Kissan Annapurna iodized salt.

3. What criteria would you use to select from the many growth proposals that have been sub-
mitted to the chairman, Mr. Banga?

4. Why do you choose these criteria?

5. Given your decision, what practices and processes should HLL retain? What new practices
and processes will have to be developed?



Chapter 15 Multinational Organizations 725

Case 15-5

Xerox Corporation (B)
There is no real process difference between our international and domestic 
transfer pricing systems. The breadth of the issues, however, is far greater for the international.
Transfer pricing and currency translation are not a problem for us. I manage the process and resolve
potential conflicts very quickly as we operate under clear and simple guidelines.

—Raghunandan “Sach” Sachdev, corporate controller

Sach was explaining the process by which Xerox takes the sting and frustration out of two very
volatile topics for many global corporations—multinational transfer pricing and currency trad-
ing. He further illustrated the specifics of the system.

Transfer Pricing

As Sach described the transfer pricing policy, purely domestic transfers utilized a full standard
cost price method while foreign transfers used an arm’s-length market price method. This was
the general rule, but the system was quite flexible, which enabled a quick response to chang-
ing market conditions. The document processing industry was extremely competitive, and
Xerox management realized that they must respond to various global market pressures and
competitive challenges. A manager from the Xerox Brazilian operation asserted the following:
“The transfer pricing system is designed to attack the marketplace. We drive the products in
the marketplace, and Xerox knows the source of the revenue is the customer.”

The domestic transfer pricing was less complicated than the international situation. The
controller for the US customer operations explained.

We purchase copiers from one of the Webster, New York, factories, part of the Office Documents
Products division. Normally, the transfer is made on a full standard cost basis, which includes a
small percentage for administration. If we need to respond to a competitive pricing threat, we are
unable to renegotiate. The manufacturing unit cannot sell below cost as they are structured to, at
a minimum, cover their costs. In this case, the respective unit controllers would discuss possibili-
ties of cost savings and the volume implications if pricing erodes unit sales. The corporate con-
troller would step in, as appropriate, to help facilitate a solution. The aggressive business targets
and the fierce competition made for some very heated and hard meetings. We were both under the
same legal entity with the effects of transfer pricing balanced at consolidation. The primary con-
cern was the influence of transfer pricing on achieving unit performance targets.

In the past, this (transfer pricing) would have been a big problem. We were totally focused on
our individual business units given the tight unit performance targets. Today, we know the value
of market share and the need to respond to competition. We learned that the performance comes
from sales to external customers. Besides with TQL [total quality leadership] the factory has be-
come very sensitive to their costs.

Prepared by Lawrence P. Carr, Associate Professor, Babson College. Copyright by Lawrence P. Carr.
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Transfer pricing between foreign units was a little more complicated due to a greater
breadth of issues. There were different legal entities, two different sets of regulatory author-
ities (for tax, duty, etc.), and two different currencies. In this situation Xerox used a market-
based transfer price (market price less a discount). This method conformed to the US tax laws
and to the rules of most of the other taxing authorities. In addition, market price followed the
OECD guidelines. The transfer price denomination (currency) varied based on the product
value added (explained in the next section). The market-based transfer price provided a mar-
gin to the selling unit as well as sufficient margin to the buying unit. This enabled the buy-
ing unit to be competitive in their local market.

The buying unit was responsible for duty and regulatory compliance. The geographic sales
offices cooperated with the factories and kept them well apprised of their country regulations
and routinely communicated changing requirements to the factories. They also ensured that
production facilities were aware of the competitive pressures. Xerox sales units constantly en-
couraged quality and price improvements (part of the TQL program).

The new Xerox culture enhanced the awareness of the customer. The selling unit knew that
they must respond to their internal customer (the buying unit). At the same time, they under-
stood that the source of successful business was the satisfaction of the outside customer.

The financial impact of transfer pricing on performance plans concerned managers from
both the buying and selling units. External factors such as a change in duty rates or country
regulations (i.e., quotas, etc.) may have an adverse effect on performance. The pressure eased
somewhat with the recent incorporation of more operating statistics to evaluate unit and man-
ager performance. Sach points out:

We know what is going on and do not just manage by the financial numbers. Our regular con-
troller conversations permit an open discussion of potential problems and offer a vehicle to ex-
plore alternative solutions. This is where the financial manager can help the line manager un-
derstand the full range of the business implications of their decisions. We also avoid surprises
at corporate.

The arm’s-length market price preserved the independence of the legal entity, but, at the
same time, required managers to more closely consider the economic variables. A unit manager
from South America said the following:

The financial measures are fair. Sometimes, however, there are events beyond our control, like
a devaluation or unanticipated local inflation or an uncertain regulatory environment, which
can alter our performance. I feel it is unfair that management sometimes does not take this
into account. We need financial measures which have a longer time horizon [greater than one
year].

As with the domestic transfer pricing, multinational transfer prices were negotiated if there
were changes in the current competitive situation or changes in the economic variables such as
currency, tax, duty, and country regulations. In this case, they employed a market-based trans-
fer price as a reference point for negotiation. The corporate controller resolved conflicts or im-
passes between entities.
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Currency exposure can create major swings in the economics of transfer pricing and was
critical in the consolidation of foreign operations. Sach explains the Xerox policy as follows:

All units are responsible for their transaction currency exposure. There are no exceptions. The
managers must manage. For product sourced through our manufacturing units the rule is simple.
If manufacturing adds more than one-third of the product value, then the manufacturing unit is
responsible for managing the currency hedging. Note that the transfer price uses the buyer’s cur-
rency to calculate the price. If the manufacturing units add less than one-third of the product
value, then the buying unit is responsible for the currency hedging. Note that the transfer price
uses the seller’s currency to calculate the price. In this case, the value passes through the market-
ing organization for recovery. In essence, we determine the denomination of the transfer price by
the value added to the product based on the cost and the final selling price.

Xerox management used both local and US currencies for foreign unit performance mea-
sures. The foreign manager, however, realized that the consolidation currency was US dollars,
and dollar reporting was the basis of the corporate plan. Foreign unit managers made their
commitment in US dollars, and corporate managers expected them to meet that commitment.
The pressure to manage local currency changes was clearly on the foreign manager.

Sach explains the translation exposure currency policy as follows:

Normal changes in the foreign currency, from 3 to 5 percent, are the responsibility of the foreign
unit management to cover. We consolidate and report the company’s results in dollars, and we ex-
pect the managers to deliver their plan. It is up to the local managers to oversee their translation
currency exposure. If the currency swings vis-à-vis the dollar is [sic] greater than 3 to 5 percent,
then the translation exposure becomes a corporate issue. We will peg off the standard (PDR) and
coordinate and share the managing of the exposure with the foreign operation. We regularly dis-
cuss the currency topic during our weekly informal controller talks.

Sach indicated that if the currency goes in a favorable direction for the foreign operation,
then corporate discounts the boosted financial results for unit performance measurement
purposes. In this instance, corporate management may authorize the foreign operation to in-
vest the currency-driven portion of their profits back into their unit, depending on the at-
tractiveness of the proposals.

Sach said, “We regularly discuss the currency and transfer pricing topic at the FEC and on
the telephone between controllers. We trust each other and are comfortable discussing the top-
ics. This is how we prevent year-end surprises.”

A subunit manager said the following:

In the Americas Customer Operations [Central and South America], the US dollar is our func-
tional currency.1 We make all our trades in dollars and our accounting based performance mea-
sures are in dollars. We work off a PDR (plan development rate), which is our reference point for
all translations.
We update the transfer prices on a quarterly basis.

1The local currency is the functional currency for all other parts of the world.
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An example of the complexity of the transfer pricing, currency translation, and performance
measurement system is the following.

The Venray, Netherlands, facility regularly sold or transferred copiers to the US marketing
unit. The Venray plant was legally part of Rank Xerox, but for performance purposes the gen-
eral manager reported to Manufacturing Support (MS), a central corporate function. Corporate
management explained the following:

The Venray site director currently reports to MS through the Rank Xerox Manufacturing Opera-
tions organization. We are currently working on recommendations on how to align and transition
focus factories to report to the business teams/business divisions. The Venray product array does,
however, support more than one business division. There will be areas that are not included in the
focus factories and that will remain reporting to MS.

Note that within the Venray site (Exhibit 1) there were functions that reported to the Venray
site director as well as to organizations outside Manufacturing Support.

Performance measures were driven by the Manufacturing Support organization with Sup-
plies and the Materials and Supply functions being driven by the respective organizations
managing them as indicated on the organization chart. This responsibility will transition to
the divisions in line with the reporting structure referenced above with ongoing support from
MS, Supplies, Integrated Supply Chain, and Customer Operations organization. In essence,
central support organizations provided services for the business divisions and sustained the
performance measures as appropriate.

EXHIBIT 1
Venray

Plant

Reporting 

Organiza-

tion

Corporate HQ

Development &
Manufacturing

Rank XeroxDirect Report

Performance
Measurement

Operational
Reporting

Legal 
Reporting 

(Information)

Venray Plant

GM

Controller

Marketing & Customer
Operations
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Questions

1. You are the Western regional sales controller, and the sales manager has asked for your
help. A major California bank with over 200 branches has chosen to cancel the Xerox copier
contract (annual lease revenue of over $1 million per year) due to pricing. The competition
with a West Coast assembly plant has made an offer 27 percent less than yours. You can
make up 5–7 percent of the difference without materially affecting your budget. If the cus-
tomer is to be preserved, you need pricing help from the factory. You call the US Customer
Operations controller because the loss of sales revenue will significantly affect your budget.
What are the options for Xerox, and how will Sach resolve the issue?

2. The Venray plant transfers copiers to the US Customer Operations for a FOB EC port price.
If the US customer price is 100 percent and the Venray transfer price is 60 percent, answer
the following:

a. What currency is used to value the trade?
b. Who is responsible for hedging?
c. As the Venray controller, what is your currency exposure?
d. How does this influence your performance measures?
e. Does this system seem fair to you? What, if anything, would you change?
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16
Chapter

Management Control of
Projects

In earlier chapters we focused on management control in an organization that tends to carry
on similar activities, day after day. Chapter 16 describes the somewhat different process that
is used in the management control of projects. After a discussion of the nature of projects and
how the management control process for projects differs from the control of ongoing operations,
the main sections deal with (a) the environment in which project control takes place, and
(b) the steps in the project control process—namely, project planning, project execution, and
project evaluation.

Nature of Projects

A project is a set of activities intended to accomplish a specified end result of sufficient impor-

tance to be of interest to management. Projects include construction projects, the production of
a sizable unique product (such as a turbine), rearranging a plant, developing and marketing a
new product, consulting engagements, audits, acquisitions and divestitures, litigation, finan-
cial restructuring, research and development work, development and installation of informa-
tion systems, and many others.

A project begins when management has approved the general nature of what is to be done
and has authorized the approximate amount of resources that are to be spent in doing this
work (or, in some cases, the amount to be spent in the first phase of the work). The project ends
when its objective has been accomplished, or when it has been canceled. The construction of a
building and the renovation of a building are projects; the routine maintenance of a building is
not. The production of a television “special” is a project; the production of a nightly television
news broadcast is an ongoing operation.

The completion of a project may lead to an ongoing operation, as in the case of a successful
development project. The transition from the project organization to the operating organiza-
tion involves complex management control issues, but these are not discussed here.1

1For a discussion of this problem, see Paul R. Lawrence and Jay W. Lorsch, Organization and Environment (Homewood, IL:

Richard D. Irwin, 1969).
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Projects vary greatly. At one extreme, a project may involve one or a few persons working
for a few days or weeks, performing work similar to that done many times previously—for ex-
ample, an annual financial audit that is conducted by a public accounting firm. At the other
extreme, a project may involve thousands of people working for several years, performing
work unlike that ever done before, as was the case with the project to land the first men on
the moon. The discussion here will not describe either of these extremes. Rather, it focuses on
projects that have a formal control organization and that consume enough resources so that
a formal management control system is necessary. Extremely complex first-of-a-kind projects
have more complicated control problems than those described here, although the general na-
ture of these problems and of the appropriate management control system are similar.

Contrast with Ongoing Operations

This section describes characteristics of projects that make the management control of projects
different from the management control of ongoing activities.

Single Objective

A project usually has a single objective; ongoing operations have multiple objectives. In addi-
tion to supervising day-to-day work, the manager of a responsibility center in an ongoing or-
ganization must both supervise today’s work and also make decisions that affect future opera-
tions. Equipment that affects future operations is ordered, marketing campaigns are planned,
new procedures are developed and implemented, and employees are trained for new positions.
Although the project manager also makes decisions that affect the future, the time horizon is
the end of the project. Project performance can be judged in terms of the desired end product;
operating performance should be judged in terms of all the results that the manager achieves,
some of which will not be known until a year or more later.

Organization Structure

In many cases, the project organization is superimposed on an ongoing operating organization,
and its management control system is superimposed on the management control system of
that organization. These problems do not exist in an ongoing organization. Satisfactory rela-
tionships must be established between the project organization and the ongoing operating or-
ganization. Similarly, the management control system for the project must mesh at certain
points with the control system of the ongoing organization.

Focus on the Project

Project control focuses on the project, whose objective is to produce a satisfactory product,
within a specified time period, and at an optimum cost. In contrast, control in ongoing organi-
zations focuses on the activities of a specified time period, such as a month, and on all the prod-
ucts worked on in that period. The primary focus of the management control of operating ac-
tivities tends to be on cost, with quality and schedule being treated on an exception basis—that
is, the formal system emphasizes cost performance, but special reports are prepared if quality

and schedule are judged to be less than satisfactory.
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Need for Trade-Offs

Projects usually involve trade-offs between scope, schedule, and cost. Costs can be reduced by de-
creasing the scope of the project.The schedule can be shortened by incurring overtime costs. Sim-
ilar trade-offs occur in ongoing organizations, but they are not typical of the day-to-day activities
in such organizations.

Less-Reliable Standards

Performance standards tend to be less reliable for projects than for ongoing organizations. Al-
though the specifications of one project and the method of producing it may be similar to those
for other projects, the project design literally is used only once.

Nevertheless, standards for repetitive project activities can be developed from past experi-
ence or from engineering analyses of the optimum time and costs. To the extent that the activi-
ties on a given project are similar to those on other projects, the experience on these projects can
be used as a basis for estimating time and costs. If the project is the construction of a house, good
historical information exists on the unit costs of building similar houses. (However, changes in
materials, in the technology of house building, or in building codes may make this information
unreliable as a guide to the cost of building the next house, and site-specific problems may also
affect the actual cost of a given house.) Many projects are sufficiently different from prior pro-
jects, so that historical information is not of much help, and allowances must be made for their
unique characteristics. The cost estimate for constructing a house usually contains a contin-
gency allowance, whereas such an allowance is not customary in calculating the standard cost
of producing a product in the factory.

Frequent Changes in Plans

Plans for projects tend to be changed frequently and drastically. Unforeseen environmental
conditions on a construction project or unexpected facts uncovered during a consulting en-
gagement may lead to changes in plans. The results of one phase of the investigation in a re-

search and development project may completely alter the work originally planned for subse-
quent phases.

Different Rhythm

The rhythm of a project differs from that of ongoing operations. Most projects start small, build
up to a peak activity, and then taper off as completion nears and only cleanup remains to be
done. Ongoing activities tend to operate at the same activity level for a considerable time and
then to change, in either direction, from that level to another.

Greater Environmental Influence

Projects tend to be influenced more by the external environment than is the case with opera-
tions in a factory. The walls and roof of a factory protect production activities from the envi-
ronment. Construction projects occur outdoors and are subject to climatic and other geograph-
ical conditions. If the project involves excavating, conditions beneath the earth’s surface may
cause unexpected problems, even for such a simple project as building a house. Consulting pro-
jects take place on the client’s premises and involve “finding one’s way around,” both geo-
graphically and organizationally.
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Resources for many projects are brought to the project site. Workers on a construction pro-
ject go to the project, and a construction project has other logistical problems that do not ordi-
narily occur with production operations. Workers on a production line stay in one room.

Exceptions

These distinctions are not clear-cut. A job shop, such as a printing company, produces dissimi-
lar end products; however, the focus of management control in such an organization is on the
totality of its activities during a month or other specified period, not on individual jobs. In some
projects, team members are hired for the job; they are not associated with functional depart-
ments in an ongoing organization. Projects in a research laboratory are conducted on the
premises rather than in outside facilities.

The Control Environment

Project Organization Structure

A project organization is a temporary organization. A team is assembled for conducting the
project, and the team is disbanded when the project has been completed. Team members may
be employees of the sponsoring organization, they may be hired for the purpose, or some or all
of them may be engaged under a contract with an outside organization.

If the project is conducted entirely or partly by an outside contractor, the project sponsor
should quickly establish satisfactory working arrangements with the contractor’s personnel.
These relationships are influenced by the terms of the contract, as will be discussed later. If the
project is conducted by the sponsoring organization, some of the work may be assigned to sup-
port units within the organization, and similar relationships should be established with them.
For example, a central drafting unit in an architectural firm may do drafting for all projects,
and management control problems of such arrangements are similar to those involved in con-
tracting with an outside drafting organization.

Matrix Organizations

If members of the project team are employees of the sponsoring organization, they have two
“bosses”: the project manager and the manager of the functional department to which they are
permanently assigned. Such an arrangement is called a matrix organization. In overhauling a
ship, craftspeople (e.g., electricians, sheet metal workers, pipe fitters) are drawn from various
functional departments in the shipyard, and they work on the project when their skills are
needed. However, their basic loyalty is to their functional department. Whether they appear at
the work site at the scheduled time depends in part on decisions made by the manager of their
functional department, who considers the relative priorities of all projects requiring the re-
sources he or she controls. The project manager, therefore, has less authority over personnel
than the manager of a production department, whose employees have an undivided loyalty to
that department.

Project managers want full attention given to their projects, while functional responsibility
center managers must take into account all the projects on which the employees of that center

work. This conflict of interest is inevitable; it creates tension.
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Evolution of Organization Structure

Different types of management personnel and management methods may be appropriate at
different stages of the project. In the planning phase of a construction project, architects, engi-
neers, schedulers, and cost analysts predominate. In the execution of the project, the managers
are production managers. In the final stages, the work tapers off, and the principal task may
be to obtain the sponsor’s acceptance, with marketing skills being a principal requirement (es-
pecially in consulting projects).

Contractual Relationships

If the project is conducted by an outside contractor, an additional level of project control is cre-
ated. In addition to the control exercised by the contractor who does the work, the sponsoring
organization has its own control responsibilities. The contractor may bring its own control sys-
tem to the project, and this system may need to be adapted to provide information that the
sponsor needs. (This does not imply that there are duplicate systems; the sponsor’s system
should use data from the project system.)

The form of the contractual arrangement has an important impact on management control.
Contracts are of two general types: fixed-price and cost reimbursement, with many variations
within each type.

Fixed-Price Contracts

In a fixed-price contract, the contractor agrees to complete the specified work by a specified
date at a specified price. Usually, there are penalties if the work is not completed to specifica-
tions or if the scheduled date is not met. It would appear, therefore, that the contractor as-
sumes all the risks and consequently has all the responsibility for management control; how-
ever, this is by no means the case. If the sponsor decides to change the scope of the project, or
if the contractor encounters conditions not contemplated by the contractual agreement, a
change order is issued. The parties must agree on the scope, schedule, and cost implications of
each change order. To the extent that change orders involve increased costs, these costs are
borne by the sponsor. The construction of a conventional house may involve a dozen or so
change orders; on some complex projects, there are thousands. In these circumstances, the final
price of the work is actually not fixed in advance.

In a fixed-price contract, the sponsor is responsible for auditing the quality and quantity of
the work to ensure that it is done as specified. This may be as comprehensive a task as audit-
ing the cost of work under a cost-reimbursement contract.

Cost-Reimbursement Contracts

In a cost-reimbursement contract, the sponsor agrees to pay reasonable costs plus a profit
(often with a “not-to-exceed” upper limit). In such a contract, the sponsor has considerable re-
sponsibility for the control of costs and therefore needs a management control system and as-
sociated control personnel that are comparable to the system and personnel used by the con-
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tractor with a fixed-price contract. A cost-reimbursement contract is appropriate when
the scope, schedule, and cost of the project cannot be estimated reliably in advance.

Contrasts in Contract Types

The price for a fixed-price contract is bid by, or proposed by, the contractor. In arriving at this
price, a competent contractor includes an allowance for contingencies, and the size of this al-
lowance varies with the degree of uncertainty. Thus, for a project with considerable uncertainty
and a correspondingly large contingency allowance, the sponsor may end up paying more
under a fixed-price contract than under a cost-reimbursement contract in which there is no
such contingency allowance. This extra payment is the contractor’s reward for the assumption
of additional risk.

Fixed-price contracts are appropriate when the scope of the project can be closely specified
in advance and when uncertainties are low. In these circumstances, the contractor cannot sig-
nificantly increase the price by negotiating change orders and, therefore, is motivated to con-
trol costs. If the contractor signs a contract that does not include adequate provisions for ad-
justments caused by changes in scope or by uncontrollable uncertainties, he will resist the
sponsor’s requests to make desirable changes, and, in the extreme case, he may be unwilling to
complete the project. If the contractor walks away from the project, no one gains: The sponsor
doesn’t get the product, the contractor doesn’t get paid, and both parties may incur legal fees.

In a cost-reimbursement contract, the profit component, or fee, usually should be a fixed
monetary amount. If it is a percentage of costs, the contractor is motivated to make the costs
high and thereby increase his profit. However, the fixed fee normally is adjusted if the scope or
schedule of the project is significantly changed.

Variations

Within these two general types of contracts are many variations. In an incentive contract, com-
pletion dates or cost targets, or both, are defined in advance, and the contractor is rewarded
for completing the project earlier than the target date or for incurring less than the target

cost. This reward is in the form of a completion bonus that is set at an amount per unit of time
saved or a cost bonus that is set as a percentage of the costs saved, or both. Such a contract

would appear to overcome the inherent weakness of a cost-reimbursement contract, which has
no such rewards. However, if the targets are unrealistic, the incentive is ineffective. Thus, an
incentive contract is a middle ground; it is appropriate when moderately reliable estimates of
completion and cost can be made.

Different contract types may be used for different activities on the project. For example, di-
rect costs may be reimbursed under a cost-reimbursement contract because of the high degree
of uncertainty, while the contractor’s overhead costs may be covered by a fixed-price contract,
either as an amount for the total project or for each month. A fixed-price contract for overhead
motivates the contractor to control these costs; avoids the necessity of checking on the reason-
ableness of individual salary rates, fringe benefits, bonuses, and other amenities; reduces the
contractor’s tendency to load the overhead payroll with less qualified personnel; and encour-



736 Part Three Variations in Management Control

ages the contractor to complete the work as soon as possible so supervisory personnel will be
freed for other projects. However, such a contract may also motivate the contractor to skimp on
supervisory personnel, on a good control system, or on other resources that help get the project
completed in the most efficient manner.

If unit costs can be estimated reasonably well, but the quantity of work is uncertain, the con-
tract may be for a fixed price per unit applied to the actual number of units provided—for ex-
ample, in a catering activity, reimbursement is often a stated amount per meal served (plus,
perhaps, a fixed monthly amount for overhead).

Information Structure

Work Packages

In a project control system, information is structured by elements of the project. The smallest
element is called a work package, and the way in which these work packages are aggregated is
called the work breakdown structure.

A work package is a measurable increment of work, usually of fairly short duration (a month
or so). It should have an unambiguous, identifiable completion point, which is called a mile-

stone. Each work package should be the responsibility of a single manager.
If the project has similar work packages (e.g., a separate work package for the electrical

work on each floor of an office building), each should be defined in the same way so that cost
and schedule information can be compared with similar work packages. Similarly, if an indus-
try has developed cost or time standards for the performance of certain types of work packages
(as is the case in many branches of the construction industry), or if the project organization has
developed such standards on the basis of prior work, definitions used in these standards should
be followed.

Indirect Cost Accounts

In addition to work packages for direct project work, cost accounts are established for admin-
istrative and support activities. Unlike the work packages, these activities have no defined out-
put. Their estimated costs usually are stated as per unit of time, such as a month, just as the
overhead costs of ongoing responsibility centers are stated.

The chart of accounts, the rules for charging costs to projects, and the approval authorities
and their specific signing powers also are developed in advance. Which cost items will be
charged directly to work packages? What will be the lowest level of monetary cost aggregation?
Should cost commitments be recorded, in addition to actual costs incurred? (For many types of
projects, this is highly desirable.) How, if at all, will overhead costs and equipment usage be al-
located to work packages?

If during the project it turns out that the work breakdown structure or the accounting sys-
tem is not useful, it must be revised. This may require recasting much information, both infor-
mation already collected and information describing future plans. Revising the information
structure in midstream is a difficult, time-consuming, frustrating task. To avoid this work, the
project planners should give considerable attention, before the project starts, to designing and

installing a sound management control system.
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Project Planning

In the planning phase, the project planning team takes as a starting point the rough estimates
that were used as the basis for the decision to undertake the project. It refines these estimates
into detailed specifications for the product, detailed schedules, and a cost budget. It also devel-
ops a management control system and underlying task control systems (or adapts these from
systems used previously), and an organization chart. The boxes on this organization chart
gradually are filled with the names of personnel who are to manage the work.

On a project of even moderate complexity, there is a plan for planning, that is, a description
of each planning task, who is responsible for it, when it should be completed, and the interre-
lationships among tasks. The planning process is itself a subproject within the overall project.
There is also a control system to ensure that the planning activities are properly carried out.

Nature of the Project Plan

The final plan consists of three related parts: scope, schedule, and cost.
The scope part states the specifications of each work package and the name of the person or

organization unit responsible. If the project is one in which specifications are nebulous, as is
the case with many consulting and research and development projects, this statement is nec-
essarily brief and general.

The schedule part states the estimated time required to complete each work package and
the interrelationships among work packages, that is, which work package(s) must be com-
pleted before another can be started. The set of these relationships is called a network. Net-
works are described in the next section.

Costs are stated in the project budget, usually called the control budget. Unless work pack-
ages are quite large, monetary costs are shown only for aggregates of several work packages.
Resources to be used for individual work packages are stated as nonmonetary amounts, such
as person-days or cubic yards of concrete.

Network Analysis

Several tools are available for constructing the time schedule for the project. They go by such
acronyms as PERT (program evaluation and review technique) and CPM (critical path
method). Each technique has three basic steps: (1) estimating the time required for each work
package, (2) identifying the interdependencies among work packages (which work packages
must be completed before a given work package can be started), and (3) calculating the critical
path. Collectively, these are techniques for network analysis. A network diagram consists of
(a) a number of nodes (i.e., milestones), each of which is a subgoal that must be completed to ac-
complish the project, and (b) lines joining these nodes to one another; these lines represent ac-

tivities. The estimated time to carry out each activity is shown on the network diagram. An ac-
tivity connecting two events, say, A and B, indicates that the activity leading to B cannot be
started until event A has happened. These activities are work packages. Thus, a network dia-
gram shows the chronological sequence in which events must be completed to complete the
whole project.
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Critical Path and Slack

Computer programs are available for analyzing project networks. They identify the critical

path, which is the sequence of events that has the shortest total time to complete the project.
The nature of the critical path is shown in Exhibit 16.1. To complete event B, event A must first
be completed; this requires two weeks. A–B requires an additional five weeks. Then B–C, re-
quiring an additional three weeks, is done to complete the project. This is the critical path, and
it is 10 weeks long. Note that to complete event B, activity X–B also must be undertaken, with
an estimated time of four weeks. However, activity B–C cannot be started until both A–B and
X–B have been completed. X–A and A–B require a total of seven weeks; and X–B, which re-
quires only four weeks, can be performed at any time during this seven-week period. Activity
X–B is said to have three weeks of slack.

There are several management control implications in the concepts of critical path and
slack. First, in the control process, special attention must be paid to those activities that are on
the critical path, and less attention needs to be paid to slack activities (although time must not
be allowed to slip by that eats up the amount of slack; the activity then automatically is on the
critical path). Second, in the planning process, attention should be given to possibilities for re-
ducing the time required for critical path activities; if such possibilities exist, the overall time
required for the project can be reduced. Third, it may be desirable to reduce critical path times
by increasing costs, such as incurring overtime, but additional money should not be spent to re-
duce the time of slack activities.

Probabilistic PERT

As PERT was originally conceived, the estimated times required for each activity in the net-
work were arrived at on a probabilistic basis. Three estimates were made for each activity; a
most likely time, an optimistic time, and a pessimistic time. The optimistic and pessimistic
times were supposed to represent probabilities of approximately 0.01 and 0.99 on a normal
probability distribution. It was soon discovered that this approach had serious practical diffi-
culties. Engineers, and others who were asked to make the three estimates, found this to be a
most difficult task. It turned out not to be possible, in most cases, to convey what was intended
by “optimistic” and “pessimistic” in a way that was interpreted similarly by all the estimators.
Although probabilistic PERT is still referred to in the literature and in formal descriptions of
the PERT technique, the probabilistic part is not widely used in practice.

EXHIBIT 16.1
Critical Path
(X–A, A–B, and
B–C Indicate
Critical Path)
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Estimating Costs

For practical reasons, cost estimates are often made at a level of aggregation that incorporates
several work packages. Resources used on individual work packages are controlled in terms of
physical quantities, rather than costs, and costing out each work package would serve no use-
ful purpose.

Cost estimates for most projects tend to be less accurate than those for manufactured goods
because projects are less standardized, and cost information that has been accumulated for
similar work is therefore not as valid a basis for comparison. Nevertheless, if a contractor has
performed similar work in the past, the costs incurred on these work packages provide a start-
ing point in estimating the costs of the new project. For some work, industry norms, or rules of
thumb, have been developed that are useful in estimating costs.

Obviously, no one knows what actually will happen in the future; therefore, no one knows for
sure what future costs actually will be. In estimating what costs are likely to be, two types of
unknowns must be taken into account. The first type is the known unknowns. These are esti-
mates of the cost of activities that are known to be going to occur, such as digging the founda-
tion for a house. The nature of the task is known, and the costs, although unknown, often can
be estimated within reasonable limits on the basis of past experience. If unexpected rock or
other conditions are encountered, however, these estimates may turn out to be far from the
mark.

The other unknowns are the unknown unknowns. For these activities, the estimator does not
know that they are going to occur, and obviously, therefore, has no way of estimating their cost.
Work stoppages, destruction caused by storms or floods, delays in receiving materials, acci-
dents, and failure of government inspectors to act in a timely manner are examples. A fixed-
price contract usually states that costs caused by such events are added to the fixed price.

In using cost estimates in the evaluation phase, the impossibility of estimating the cost of
unknown unknowns must be recognized. Their actual costs may range from zero up to any
amount whatsoever. There is no definable upper limit. If the contract does not provide that all
these costs are added to the fixed price, the estimator should include a contingency allowance
for them.

Preparing the Control Budget

The control budget is prepared close to the inception of the work, allowing just enough time for
approval by decision makers prior to the commitment of costs. For a lengthy project, the initial
control budget may be prepared in detail only for the first phase of the project, with fairly
rough cost estimates for later phases. Detailed budgets for later phases are prepared just prior
to the beginning of work on these phases. Delaying preparation of the control budget until just
prior to the start of work ensures that the control budget incorporates current information
about scope and schedule, the results of cost analyses, and current data about wage rates, ma-
terial prices, and other variables. Therefore, it avoids making budget estimates that are based
on obsolete information; this is a waste of effort.

The control budget is an important link between planning and the control of performance. It
represents both the sponsor’s expectations about what the project will cost and also the project
manager’s commitment to carry out the project at that cost. If, as the project proceeds, it appears
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there will be a significant budget overrun, the project may no longer be economically justified. In
these circumstances the sponsor may reexamine the scope and the schedule, and perhaps modify
them.

Other Planning Activities

During the planning phase, other activities are performed: Material is ordered, permits are ob-
tained, preliminary interviews are conducted, personnel are selected, and so on. All these ac-
tivities must be controlled and integrated into the overall effort.

One set of activities involves the selection and organization of personnel. After personnel
come on board, they get to know one another, they find out where they fit in the project orga-
nization, they learn what to expect and what not to expect from other parts of the organization,
and they learn what is expected of them. Information learned and expectations developed dur-
ing this stage are a part of the control climate, and they can have a profound effect on the suc-
cessful completion of the project.

Project Execution

At the end of the planning process, there exists for most projects a specification of work pack-
ages, a schedule, and a budget; also, the manager who is responsible for each work package is
identified. The schedule shows the estimated time for each activity, and the budget shows esti-
mated costs of each principal part of the project. This information often is stated in a financial
model. If resources to be used in detailed work packages are expressed in nonmonetary terms,
such as the number of person-days required, the control budget states monetary costs only for
a sizable aggregation of individual work packages. In the control process, data on actual cost,
actual time, and actual accomplishment are compared with these estimates. The comparison
may be made either when a designated milestone in the project is reached or at specified time
intervals, such as weekly or monthly.

Basically, both the sponsor and the project manager are concerned with these questions:
(1) Is the project going to be finished by the scheduled completion date? (2) Is the completed
work going to meet the stated specifications? (3) Is the work going to be done within the esti-
mated cost? If at any time during the course of the project the answer to one of these questions
is no, the sponsor and the project manager need to know why and they need to know the alter-
natives for corrective action.

These three questions are not considered separately from one another, for it is sometimes
desirable to make trade-offs among time, specifications, and cost, using the financial model and
other available information. For example, overtime might be authorized to assure completion
on time, even though this would add to costs; or some of the specifications might be relaxed to
reduce costs.

Nature of Reports

Managers need three somewhat different types of reports: trouble reports, progress reports,
and financial reports.

Trouble reports report both on trouble that has already happened (such as a delay resulting
from any of a number of possible causes) and also anticipated future trouble. Critical problems
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are flagged. It is essential that these reports get to the appropriate manager quickly, so correc-
tive action can be initiated; they often are transmitted by face-to-face conversation, telephone,
or facsimile. Precision is sacrificed in the interest of speed; rough numbers often are used—per-
son-hours, rather than labor costs, or numbers of bricks, rather than material cost. If the mat-
ter reported on is significant, an oral report later is confirmed by a written document, so as to
provide a record.

Progress reports compare actual schedule and costs with planned schedule and costs for the
work done, and they contain similar comparisons for overhead activities not directly related to
the work. Variances associated with price, schedule delays, and similar factors may be identi-
fied and measured quantitatively, using techniques for variance analysis that are similar to
those used in the analysis of ongoing operations.

Financial reports are accurate reports of project costs that must be prepared as a basis for
progress payments if there is a cost-reimbursement contract; and they usually are necessary
as a basis for financial accounting entries for fixed-price contracts. However, these reports are
less important for management control purposes than the cost information contained in
progress reports. Because the financial reports must be accurate, they are carefully checked,
and this process takes time. Approximate information that is available quickly is more impor-
tant to project management.

Much of the information in management reports comes from detailed records collected in
task control systems. These include such documents as work schedules, time sheets, inventory
records, purchase orders, requisitions, and equipment records. In the design of these task con-
trol systems, their use as a source of management control information is one consideration.

Quantity of Reports

To make certain that all needs for information are satisfied, management accountants some-
times create more than the optimum number of reports. An unnecessary report, or extraneous
information in a report, incurs extra costs in assembling and transmitting the information.

More important, users may spend unnecessary time reading the report, or they may overlook
important information that is buried in the mass of detail. In the course of the project, there-
fore, a review of the set of reports often is desirable, and this may lead to the elimination of
some reports and the simplification of others.

This paperwork problem (often referred to in the literature as information overload) is not
necessarily serious. Competent managers learn which reports, or sections of a report, are likely
to be useful to them, and they focus first on these. If, but only if, possible problems are identi-
fied from this inspection, they refer to more detailed information.

Percent Complete

Some work packages will be only partially completed at the reporting date, and the percentage
of completion of each such work package must be estimated as a basis for comparing actual
time with scheduled time and actual costs with budgeted costs. If accomplishment is measured
in physical terms, such as cubic yards of concrete poured, the percentage of completion for a
given work package can be measured easily. If no quantitative measure is available, as in the
case of many R&D and consulting projects, the percentage of completion is subjective. Some or-
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ganizations compare actual labor-hours with budgeted labor-hours as a basis for estimating
completion; but this assumes that the actual labor effort accomplished all that was planned,
which may not have been the case. Narrative reports of progress may be of some help, but these
often are difficult to interpret. If the percentage of completion is not ascertainable from quan-
titative data, the manager relies on personal observation, meetings, and other informal sources
as a basis for judging progress.

Summarizing Progress

In addition to determining the percentage of completion of individual work packages, a sum-
mary of progress on the whole project is useful. Progress payments often are made when spec-
ified milestones are reached. Thus, the system usually contains some method of aggregating in-
dividual work packages, which provides an overall measure of accomplishment. A simple
approach is to use the ratio of actual person-hours on work packages completed to date to total
person-hours for the project; but this is reliable only if the project is labor intensive. If the sys-
tem includes estimated costs for each work package, a weighting based on the planned cost of
each work package may be informative.

Punch List

Close to the end of a construction project, the sponsor prepares a list of items yet to be accom-
plished, including defects that need to be corrected. This “punch list” is negotiated with the
project manager. Final payment is held up until the agreed-upon work has been done.
Progress payments made during the course of the project are somewhat smaller than costs
plus profits to date, thus providing a cushion for this purpose.

Use of Reports

Trouble Reports

Managers spend much time dealing with reports of trouble. The typical project has many such
reports, and one of the manager’s tasks is to decide which ones have the highest priority. In the
limited number of hours in a day, the manager of a large project cannot possibly deal with all
the situations that have caused, or that may cause, the project to proceed less than smoothly.
The manager, therefore, has to decide which problems will get his or her personal attention,
which will be delegated to someone else, and which will be disregarded on the assumption that
operating personnel will take the necessary corrective action.

Progress Reports

Not only do managers try to limit the number of trouble spots to which they give personal at-
tention, they also try to avoid spending so much time solving immediate problems that no time
remains for careful analysis of the progress reports. Such an analysis may reveal potential
problems that are not apparent in the reports of trouble, and the manager needs to identify
these problems and plan how they are to be solved. The temptation is to spend too much time
on current problems and not enough time identifying problems that are not yet apparent.
Some managers deliberately set aside a block of time to reflect on what lies ahead.
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The approach to analyzing progress reports is the familiar one of “management by excep-
tion.” If progress in a particular area is satisfactory, no attention needs to be paid to the area
(except to congratulate the persons responsible). Attention is focused on those areas in which
progress is, or may become, unsatisfactory.

The analyses of reports that show actual time compared with the schedule, and actual cost
compared with the budget, are relatively straightforward. In the interpretation of the time re-
port, the usual presumption is that if a work package was completed in less than the estimated
time, the responsible supervisor is to be congratulated; if more than the estimated time was
spent, questions are raised. The interpretation of the cost report is somewhat different, for the
possibility exists that if actual costs were less than budget, quality may have suffered. For this
reason, unless there is some independent way of estimating what costs should have been, good
cost performance often is interpreted to mean being on budget, neither higher nor lower.

It is important that actual costs be compared with the budgeted costs of the work done,
which is not necessarily the same as the budgeted costs for the time period. The danger of mis-
interpretation is illustrated in Exhibit 16.2, which shows actual and budgeted costs for a pro-
ject. As of the end of September, actual costs were $345,000, compared with budgeted costs of
$300,000, which indicates a cost overrun of $45,000. However, the budgeted cost of the work
actually completed through September was only $260,000, so the true overun was $85,000.

Reports on indirect costs are prepared separately. These reports measure costs in a different
dimension than do reports on the direct costs of project work. In the case of direct costs, actual
costs are compared with budgeted costs for the work actually accomplished. In the case of in-
direct costs, the actual costs for a period, such as a month, are compared with the budgeted
costs for that same period.

Cost to Complete

In their progress reports, some organizations compare actual costs to date with budgeted costs
for the work that has been done to date. Others report the current estimate of total costs for

the entire project, compared with the budgeted cost for the entire project. The current estimate
is obtained by taking the actual cost to date and adding an estimated cost to complete—that is,
the additional costs required to complete the project. The latter type of report is a useful way

EXHIBIT 16.2
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of showing how the project is expected to come out, provided that the estimated cost to com-
plete is properly calculated.

In most circumstances, the current estimate of total cost should be at least equal to the ac-
tual cost incurred to date plus the original estimates made for the remaining work. If project
managers are permitted to use lower amounts, they can hide overruns by making overly opti-
mistic future estimates. In fact, if overruns to date are caused by factors that are likely to per-
sist in the future, such as unanticipated inflation, the current estimates of future costs proba-
bly should be higher than the amounts estimated originally.

Informal Sources of Information

Because written reports are tangible, descriptions of management control systems tend to
focus on them. In practice, these reports usually are less important than information that the
project manager gathers from talking with people who actually do the work, from members of
his or her staff, from regularly scheduled or ad hoc meetings, from informal memoranda, and
from personal inspection of the status of the work. From these sources, the manager learns of
potential problems and of circumstances that may cause actual progress to deviate from the
plan. This information also helps the manager to understand the significance of the formal re-
ports because these reports may not describe important events that affected actual perfor-
mance.

In many cases, a problem may be uncovered and corrective action taken before a formal re-
port is prepared, and the formal report does no more than confirm facts that the manager has
already learned from informal sources. This is an illustration of the principle that formal re-

ports should contain no surprises. Nevertheless, formal reports are necessary. They document
the information that the manager has learned informally, and this documentation is important
if questions about the project are raised subsequently, especially if there is a controversy about
the results. Also, subordinate managers who read the formal reports may discover that these
are not an accurate statement of what has happened, and they take steps to correct the mis-
understanding.

Revisions

If a project is complex or if it is lengthy, there is a good chance that the plan will not be ad-
hered to in one or more of its three aspects: scope, schedule, or cost. A common occurrence is
the discovery that there is likely to be a cost overrun—that is, actual costs will exceed bud-
geted costs. If this happens, the sponsor might decide to accept the overrun and proceed with
the project as originally planned, decide to cut back on the scope of the project with the aim of
producing an end product that is within the original cost limitation, or decide to replace the
project manager if the sponsor concludes that the budget overrun was unwarranted. What-
ever the decision, it usually leads to a revised plan. In some cases, the sponsor may judge that
the current estimate of benefits is lower than the current cost-to-complete estimate and there-
fore decide to terminate the project. (Costs that have already been incurred are sunk and
therefore should be disregarded in making this decision.)

If the plan is revised, the following question arises: Is it better to track future progress
against the revised plan or to track against the original plan? The revised plan is presumably
a better indication of the performance that is currently expected, but there is a danger that a
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persuasive project manager can negotiate unwarranted increases in budgeted costs or that the
revised plan will incorporate, and thus hide, inefficiencies that have accumulated to date. In ei-
ther case, the revised plan may be a rubber baseline—that is, instead of providing a firm bench-
mark against which performance is measured, it may be stretched to cover up inefficiencies.

This possibility can be minimized by taking a hardheaded attitude toward proposed revi-
sions. Nevertheless, there is a tendency to overlook the fact that a revised plan, by definition,
does not show what was expected when the project was initiated. On the other hand, if perfor-
mance continues to be monitored by comparing it with the original plan, the comparison may
not be taken seriously because the original plan is known to be obsolete.

A solution to this problem is to compare actual cost with both the original plan and the re-
vised plan. The first section of such a summary report shows the original budget, the revisions
that have been authorized to date, and the reasons for making them. Another section shows
the current cost estimate and the factors that caused the variance between the revised budget
and the current estimate of costs. Exhibit 16.3 is an example of such a report.

Project Auditing

In many projects, the audit of quality must take place as the work is being done. If it is delayed,
defective work on individual work packages may be hidden; they are covered up by subsequent
work (e.g., the quality of plumbing work on a construction project cannot be checked after walls
and ceilings have been finished). In some projects, the audit of costs also is done as the work
progresses; in others, the cost audit is not made until the project has been completed. In gen-
eral, auditing as the work progresses is preferable; it may uncover potential errors that can be
corrected before they become serious. However, project auditors should not take an undue
amount of the time of those who are responsible for doing the work.

In recent years internal auditors have expanded their function into what is called opera-

tional auditing. In addition to examining costs incurred, they call attention to management ac-
tions that they believe are substandard. Properly done, operational auditing can be useful.

Original budget  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000

Authorized revisions to date:
For inflation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50
For specification changes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
For time delays  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60
For cost savings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (30)

Revised budget  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,280
Current estimate to complete  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400

Variance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   120

Explanation of variance:
Material cost increases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     20
Overtime  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60
Spending variances  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40

$   120

EXHIBIT 16.3
Project Cost
Summary
($000s)
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However, there is the great danger that the auditors, who, after all, are not managers, will sec-
ond-guess the decisions that managers made in the light of all the circumstances—as the man-
agers understood them—at the time that decisions were made.

Project Evaluation

The evaluation of projects has two separate aspects: (1) an evaluation of performance in exe-
cuting the project, and (2) an evaluation of the results obtained from the project. The former is
carried out shortly after the project has been completed; the latter may not be feasible until
several years later.

Evaluation of Performance

The evaluation of performance in executing the project has two aspects: (1) an evaluation of
project management, and (2) an evaluation of the process of managing the project. The pur-
pose of the former is to assist in decisions regarding project managers, including rewards,
promotions, constructive criticism, or reassignment. The purpose of the latter is to discover
better ways of conducting future projects. In many cases these evaluations are informal. If
the results of the project were unsatisfactory and if the project was important, a formal eval-
uation is worthwhile. Also, formal evaluation of a highly successful project may identify tech-
niques that will improve performance on future projects.

Because work on a project tends to be less standardized and less susceptible to measure-
ment than work in a factory, evaluation of a project is more subjective than evaluation of pro-
duction activities. It resembles the evaluation of marketing activities, in that the effect of ex-
ternal factors on performance must be taken into account. A judgment about whether actual
accomplishment was satisfactory under the actual circumstances encountered is highly sub-
jective.

Cost Overruns

When actual costs exceed budgeted costs, there is said to be a cost overrun. To some, this im-
plies that actual costs were too high. An equally plausible conclusion, however, is that the bud-
geted costs were too low. If the higher costs resulted from changes in the scope of the project or
from noncontrollable factors, the explanation is that there was an underestimate of costs,
rather than excessive actual costs. Interpretation of the cost reports is complicated by the need
to analyze both the budget and the actual costs.

A common error in analyzing costs is to assume that the budget represents what the costs
should have been. It does not. At best, the budget estimates what the cost should have been
based on the information that was available at the time it was prepared. This information
rarely is an accurate reflection of conditions that will be encountered on the project; to the ex-
tent that it is inaccurate, the budget does not reflect what the costs should be. Moreover, bud-
get numbers are estimates made by human beings, and they are based, in part, on judgments
and assumptions. Although reasonable people can differ in their judgments and assumptions,
only one set of conclusions is incorporated in the budget.
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Hindsight

In looking back at how well the work on the project was managed, the natural temptation is
to rely on information that was not available at the time. With hindsight, one can usually dis-
cover instances in which the “right” decision was not made. However, the decision made at
the time may have been entirely reasonable. The manager may not have had all the infor-
mation at that time, the manager may not have addressed a particular problem because
other problems had a higher priority, or the manager may have based the decision on per-
sonality considerations, trade-offs, or other factors not recorded in written reports.

Nevertheless, some positive indications of poor management may be identified. Diversion of
funds or other assets to the personal use of the project manager is one obvious example. If
there were major specification changes or cost overruns, these changes should have been au-
thorized, and cash flows should have been recalculated to determine whether the return on the
project was still acceptable. Another example of poor management is a manager’s failure to

tighten a control system that permits others to steal, but this is more difficult to judge because
overly tight controls may impede progress on the project. Evidence that the manager regards
cost control as much less important than an excellent product that was completed on schedule
is another indication of poor management, but it is not conclusive. The sponsor may overlook
budget overruns if the product is outstanding and financially successful, as often happens for
motion picture projects and investment banking deals.

The evaluation of the process may indicate that reviews conducted during the project were
inadequate, or that timely action was not taken on the basis of these reviews. For example, the
review may indicate that on the basis of information available at the time, the project should
have been redirected or even discontinued, but this was not done. This may suggest that more
frequent or more thorough analyses of progress should have been made; consequently, re-
quirements for such reviews on future projects should be modified.

The evaluation also may lead to changes in rules or procedures. It may identify some rules
that impeded efficient conduct of the project. Conversely, it may uncover inadequate controls.
As part of the evaluation, suggestions for improving the process should be solicited from pro-
ject personnel.

Evaluation of Results

The success of a project cannot be evaluated until enough time has elapsed to permit mea-
surement of its actual benefits and costs. This may take years. Unless the impact can be specif-
ically measured, such an evaluation may not be worthwhile. To take extreme examples, the
benefits of the introduction of a new product line usually can be measured because the rev-
enues and expenses associated with that line will be known, whereas the benefits of installing
a laborsaving machine will not be identifiable if the resulting costs are buried in a variety of
product costs and not separately traced to the new machine. Furthermore, there is no point in
attempting to evaluate a project unless some action can be taken based on this analysis.

For many projects, evaluation of results is complicated by the fact that the expected bene-
fits were not stated in objective, measurable terms, and the actual benefits also were not mea-
surable. In these cases, a quantitative benefit/cost analysis is not feasible, and reliance must
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be placed on judgments by knowledgeable people about the project’s accomplishments. This is
the situation in the majority of projects undertaken by governments and nonprofit
organizations, many research and development projects undertaken by staff units, and pro-
jects whose objective is to improve safety or eliminate environmental deficiencies.

Part of the evaluation should be a comparison of the actual results with the results that
were anticipated when the project was approved. The anticipated results were based on certain
assumptions (e.g., for a new product: size of the market, market share, competitor’s reactions,
inflation), and these assumptions should have been documented during the process of approv-
ing the project. Unless the need for such documentation was recognized, the record is likely to
be incomplete or vague. The evaluator should foresee the possible future need for this docu-
mentation and ensure that the necessary information is collected and preserved. Because of
these limitations, the results of relatively few projects are subjected to a formal evaluation
(often called a postcompletion audit).2 The points made in the preceding paragraph suggest cri-
teria for selecting those that are to be evaluated:

1. The project should be important enough to warrant the considerable expenditure of effort
that is involved in a formal evaluation.

2. The results usually should be quantifiable. Specifically, if the project was intended to pro-
duce a specified amount of additional profit, the actual profit attributable to the project
should be measurable.

3. The effects of unanticipated variables should be known, at least approximately, and they
should not swamp the effect of changes in the assumptions on which the project was ap-
proved. If the results of a new-product introduction were unsatisfactory because the market
for the product evaporated, not much worthwhile information can be learned from an evalu-
ation.

4. Results of the evaluation should have a good chance of leading to action. In particular, the
analysis may lead to better ways of proposing and deciding on future projects.

Occasionally, projects that do not meet these criteria should be selected for analysis. Deficien-
cies in the system for controlling relatively unimportant projects may be overlooked if the ap-
praisal is limited only to major projects.

2In a survey using responses from 282 large industrial companies, only 25 percent reported use of what the survey authors

described as “adequate post audit procedures,” and these were used only for selected projects, usually projects with long-

run implications and major resource commitments. (Lawrence A. Gordon and Mary D. Myers, “Postauditing Capital Pro-

jects,” Management Accounting, January 1991, pp. 39–42.)
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Summary

The most important difference between the management control of ongoing operations and
the management control of projects is that the ongoing operations continue indefinitely,
whereas a project ends. Exhibit 16.4 illustrates this point. The elements in the management
control of operations recur: One leads to the next in a prescribed way and at a prescribed time.
Although some operating activities change from one month to the next, many of them con-
tinue relatively unchanged, month after month, or even year after year. By contrast, a project
starts, moves forward from one milestone to the next, and then stops. During its life, plans are
made, they are executed, and the results are evaluated. The evaluations are made at regular
intervals, and these may lead to revision of the plan.
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Case 16-1

Modern Aircraft Company
Modern Aircraft Company (MAC) produced and marketed a very successful six-passenger, sin-
gle-engine corporate jet (Model 69 C). Market research indicated that there was a need in
friendly, less-developed countries for a relatively low-cost subsonic fighter/bomber aircraft for
use in small, defensive air forces. The military version of the MAC corporate jet was designated
as the F-69 fighter/bomber aircraft. It used “off-shelf” technology to provide a highly reliable
and easily maintainable fighter/bomber.

MAC formed an F-69 project group with Nicky St. John as the project manager. The presi-
dent made it crystal clear that the F-69 is MAC’s project and that there should be no delays in
the scheduled first flight test. That was crucial for the follow-on production contract of 100 F-
69 aircraft at $5 million each.

The F-69 engine would be an existing jet engine model currently used on MAC’s
fighter/bomber. However, this engine was to be modified to include an afterburner section,
which was part of the specifications for the F-69 fighter/bomber. Time estimates were: modifi-
cation design (six months); engineering of the afterburner section to match the modified engine
(four months); fabrication of modified engine and afterburner section (five months); prototype
assembly and engine test-cell run (three months).

The airframe would be the MAC Model 69 C corporate jet, with the passenger compart-
ment modified to a bomb bay and the nose baggage compartment modified for 7.62 mm ma-
chine-gun installation. Time estimates were: design airframe modification (seven months);
engineering and wind tunnel testing (three months); and prototype fabrication and assem-
bly of airframe (six months).

Subsystems, such as the ultrahigh-frequency (UHF) radio, navigation units, autopilot, in-
struments, and so on would be off-the-shelf components—that is, subsystems in current use
with high reliability and ease of maintenance. There would be no radar subsystem because of
its complexity. The F-69 fighter/bomber would be a daytime fighter/bomber only. There would
be a simple lead computing sight subsystem for gunnery and manual bombing purposes; this
subsystem was also off-the-shelf hardware. Time estimates were: request for bids on subsys-
tems (four months); selection of subsystems (two months); award of contracts (two months); de-
livery of subsystems (six months); and checkout and installation in prototype aircraft (three
months).

Upon completion of the prototype F-69 fighter/bomber, there would be a series of powered
checks, taxi tests, and the like for one month, followed immediately by the first test flight. If all
tests were successful, the F-69 prototype design and the specifications would be used for the
production phase.

This case was prepared by John E. Setnicky, Mobile College, Mobile, Alabama. Copyright by John E. Setnicky.
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Questions

1. Using the critical path method (CPM) technique, develop a network for the F-69 preproduc-
tion project.

2. What is the time in months for the prototype F-69 to the fully assembled?

3. What is the time in months for the first F-69 test flight?

4. What is the critical path (engine, airframe, subsystem)?

5. If there was a one-month delay in obtaining bomb bay racks for the F-69 bomb bay, should
Nicky St. John authorize the use of overtime to make up for this delay?

6. If there was a two-week delay in the receipt of an alignment jig for aligning the center axis
of the engine with the center axis of the afterburner section, should Nicky St. John autho-
rize the use of overtime to make up for this delay?

7. If there was a strike at one of the subsystem vendors that delayed delivery of the UHF radio
by two months, should Nicky St. John authorize the formation of a second shift for the sub-
system checkout and installation in the prototype aircraft activity?
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