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Abstract

Water is a primary human need. The supply of water has not increased in the face of
population growth. At present severe pressure exists on water supplies in California and
along the river system both in the developed and developing world (especially in the
case of the Nile in Egypt). Whatever our policy stance towards the economics of water
supply (the liberal market, social democracy and democratic socialism), cost

management and processes are central to the water sector.

The control or governing ideas within which cost management takes place are the two
major concerns of this thesis. These two issues were explored in a case study of the
General Organisation for the Greater Cairo Water Supply, focusing specifically upon
government policy, administrative controls, the influence of public sector bodies and
other customers. Control procedures, the perceptions and experiences of managers
(regarding policy choice), cost management policies and practices, environmental
demands (both market and physical), were all sought. Data was collected from multiple
sources (triangulation) involving interviews, questionnaires, documentation, direct

observation and participant observation.

The research findings showed that the practice of cost management has developed.
Reasons were multi-fold: (a) To keep costs well above revenue (b) To engender a
factor-resources cost and technical approach to cost management (for efficiency and
optimisation) (c) To deflect any attention away from strategic cost management (d) To
engender an organisational belief that ambiguity and unpredictability in the
environmental market is impossible to handle (¢) To deny the relevance of customer

cost/usage efficiency as a matter of systemic significance.
This ‘evolution of control’ is explained through the theoretical context of institutional

theory; demonstrating how values, beliefs and modes of regulation have produced a

technical and passive non-reactive control system.
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Chapter 1

Introduction

1.0 Introduction

This thesis offers an explanation for the role of cost management in the Egyptian water
industry. Chapter one outlines the contributory value of this thesis and links it to wider
research in this area (see sections 1.1 and 1.2). It also explains reasons for the author's

interest in this topic, and the rationale for choosing it (see section 1.3).

The chapter outlines the theoretical framework (see section 1.4) and the research
methodology and method (see section 1.5) used in the research. It gives a brief synopsis

of the contents of chapters in this thesis (see section 1.6).

1.1 Background

This research investigates the role of cost management in the water industry. There are
several definitions of cost management. Brimson (1996: 104) argues that cost
management is the “management and control of activities to determine an accurate
product cost, improve business processes, eliminate waste, identify cost drivers, plan
operations, and set business strategies”. Horngren, et al., (1999: 875) argue that cost
management is the “actions of managers undertaken to satisfy customers while
continuously reducing and controlling costs”. The Chartered Institute of Management
Accountants defines cost management as follows: “Cost management is the application
of management accounting concepts, methods of data allocation, analysis and
presentation, in order to provide the information required to enable costs to be planned,
monitored and controlled” (CIMA, 2000: 27).

Scapens (1991) notes that whilst there is a large and ever-growing ‘tool-chest’ of
modern management accounting techniques, (including cost-volume-profit analysis,
activity-based costing etc) "little can be said at the theoretical level about the techniques
(tools) which should generally be used in practice” (p. 219). He goes on to argue that
before the gap between theory and practice can be closed, "researchers must examine

the various roles which management accounting fulfils within the organisation" (p.
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221). He goes on to argue that there is little’ evidence of how difterent costing methods
are being used. There is much less fesearch on why only one method is used and why
one method is preferred over another. Similarly there is a dearth of research on how
accounting practices have developed over time and on the sources (institutions) that
have influenced that development. In addition Simons (1992: 44) raised the question
"What role can accounting play in stimulating emergent strategies?" Scapens (1991: 10)
contends that "the terms ‘cost accounting’ and ‘management accounting’ now tend to be

used synonymously in textbook titles".

In cost management literature, evidence of renewed interest was witnessed from the
reaction to Johnson and Kaplan (1987) who argued that the systematic structures of cost
accounting did not make much of a connection with the systematic problems of
managing an enterprise. They also contend that the cost management accounting
systems (which do support financial reporting requirements) are difficult to justify
economically. A great deal of receﬁt cost management literature has centred around
activity-based costing (Banker and Hughes, 1994; Cooper and Kaplan, 1992; and Datar
and Gupta, 1994). However other modern cost management tools such as
‘benchmarking’ (Elnathan and Kim, 1995) and just-in-time inventory systems (Alles, et

al., 1995) have also recently been examined.

Cost management has three dimensions to it: Efficiency, optimisation and strategy (Al-
Hazami, 1995). Most researchers concentrate on efficiency (Thompson, 1967; Miller,
1989; Williams and Giardina, 1993; Ezzamel, et al., 1994; Dugdale, et al., 1996;
Horngren, et al., 1999)2. Others focus on optimisation® (Turney, 1991b; Anotos, 1992;
Cooper, et al., 1992; Harmmer and Champy, 1993; Brimson, 1996; Smith, 1997,
Trussel and Binter, 1998; 1998; Rouse and Putterill, 2000) and strategy4 (Ansoff, 1965;
Anthony, 1965; Mintzberg, 1978; Miles and Snow, 1978; Simmonds, 1981; 1982; 1985;
1986; Simons, 1987; 1990; 1995; Bfomwich, 1988; 1990; Dent, 1990 and Johnson and
Scholes, 1993).

' With the exception of a few studies (Ask and Ax, 1992; Drury and Tayles, 1994; 2000; Innes and
Mitchell, 1995).

2 See section 4.1.
3 See section 4.4.

4 See section 5.2.
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Strategic management accounting has attracted attention from numerous authors to its
different aspects. For instance, Johnson and Kaplan, 1987; Simmonds, 1981; 1982;
1985; 1986; Bromwich, 1988; Allen, 1985; and Taylor and Graham, 1992; all
emphasise the extension beyond management accounting's internal focus to include, for
example external information about competitors, see section 5.2.1). There has been
extensive and rapidly growing literature on strategic management accounting

(Simmonds, 1981; Shank, 1989; Bromwich, 1990; Dent, 1990; Wilson, 1991; Hartman,
1993).

Some researchers focused on business strategy, - identifying the relatidnship between
the strategic position chosen by a firm and the expected emphasis on management
accounting5 (see section 5.2.2). Others advocate an analysis of ways to decrease costs
and/or enhance differentiation of firm products, through exploiting linkages in the value

chain and optimising cost drivers® (see section 5.2.3).

1.2 Objectives and research questions

The main objectives of this study are to understand, describe and explain the role of cost
management in the water industry. The focus of this study is the service water industry
in Egypt. This research will study the problems of cost management which have arisen
in the Egyptian water system. Cost management will be examined as a whole system,
from different viewpoints, including accounting (managerial and economic perspective),

and Government policy (social and political perspective).

Taking the main objective and the meaning of the term ‘cost management’, questions to

be addressed in this research include:

* Ansoff, 1965; Anthony, 1965; Miles and Snow, 1978; Andrew, 1971; Kaplan and Norton, 1992; 1996;
Mintzberg, 1973; Dent, 1990; Goold and Quinn, 1990; Govindarajan and Gupta, 1985; Simons, 1987;
Shank, 1989; Shank and Govindarajan, 1989; Porter, 1980; 1985; 1990; Gray, 1990; and Hartmann, 1999.

6 Hargert and Morris, 1989; Shank and Govindarajan, 1992b; Nanni, et al., 1992; Harland, 1996; Ellram,
1991; Williamson, 1985; Berry, et al.,, 1997; Seal, et al., 1999; Slack, et al., 1998; and Rajagopal and
Bernard, 1993.
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e What is the current cost structure for the provision of Egyptian water services?
(descriptive and illustrative)’

e What is the rationale of the companies for the cost structure? (explanatory)®

e What methods of cost accounting were/are used in the Egyptian water industry?
(descriptive and illustrative)®

e What is the role of the accounting (its nature and function) in controlling the water

industry? (descriptive and explanatory)®

1.3 The motivation of the study

The motivation to research this area of study arose from a desire to understand the
contribution of cost management to the complex task of decision-making. Many
researchers draw attention to the importance of cost management. Rajaopal and Bernard
(1993) claim that cost management draws on a number of functions but concentrates on
total quality management, negotiating, and supplier alliances. Horngren (1995) argues
that the focus of cost management should be on decision making, while Cooper (1996)
argues that the growing importance-of cost management is significantly changing the
practice of management accounting. Seal, et al., (1999) argue that cost information not
only plays a role in the strategic sourcing decision but will also influence the ongoing
management of partnerships. In a strategic approach, the ongoing management of a
strategic partnership should be on cost rather than a price basis. This thesis explains cost

management in the Egyptian Water industry.

Young and Selto (1991: 288) in their review of research in new manufacturing practices
and cost management stated that "In order to have a significant impact on either the
academic or practitioner community, cost management research will have to assess the
economic, behavioural and social consequences of new manufacturing practices and
new cost management methods". Durden and Mak (1999) argue that the focus of a
contemporary costing system should be on cost management, not extended reporting.
They argue that if cost management is the primary purpose of a costing system, then it
is appropriate to report overhead variances as a period cost, rather than pro-rating these

variances to various accounts. The researcher's view is that the future of the water

7 A term identified by Scapens (1990).
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industry in Egypt will potentially change focus from cost management of supply to cost

management of demand.

A second motivation was that the future looks bleak if Egypt does not succeed in
formulating and implementing a water management policy which can match limited

fresh supply with increasing demand. Per capita water resources were expected to drop

from about 922 m’ per year (in 1990) to about 337 m’ per year in the year 2025. This
will help change the focus from cost management of supply to cost management of
demand. Hvidt (1998) in his research identified eight characteristics from his analysis of
water resource planning in Egypt. They were: (a) a shift from water abundance to water
deficit, (b) the importance of international co-operation (c) supply bias (d)
environmental concern (e) lack of data (f) established priority to non-agricultural uses of
water (g) delayed implementation and (h) an uncertain administrative framework in

water resource planning.

1.4 Theoretical framework

Institutional theory is adopted as. a framework for explaining the role of cost
management in the Egyptian Water Industry. There are differing views of institutional
theory; from the economic, political and sociological perspectives. Each of these
dimensions has been used by previous studies to examine different management
accounting issues. The core idea of each view is discussed later in the thesis (see section

2.2).

This thesis uses neo-institutional economic theory to explain the operation of cost
management in the GOGCWS (see section 11.2). The study examines how government
policy (a coercive institutional pressure) influenced the choice of accounting system in
the GOGCWS. The justification for the choice of neo-institutional economic theory is
fully discussed later in the thesis. However, the theory offers a better explanation for
cost management practices in the GOGCWS, which operated in an unchanging and’
relatively static environment. The thesis also offers alternative governance structures for
the water industry in different countries from a neo-institutional economic® theory

perspective (such as the UK where water is provided by a highly regulated market,

8 According to neo-institutional economic theory (transaction cost), there are three models of govemance
(1) markets (2) hybrids and (3) hierarchies or internalisation (Williamson, 1996).
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France where water services are a hybrid structure and Egypt where water services are a

hierarchical (see sections 7.2.5 and 10.1.1).

There are significant differences between the neo-classical economic theory’ and the
neo-institutional economic theory. Perhaps the most significant differences for this
research is related to the first element of cost management (efficiency). Neo-classical
economic theory defines cost management in three ways: allocative efficiency or pareto
efficiency, productive or technical efficiency and dynamic or interemporal efficiency. In
contrast, neo-institutional economic theorists have expressed strong reservations about
using the pareto efficiency criterion to justify government intervention. They also argue
that by comparing real-world arrangements against the ideal of allocative efficiency
rather than feasible institutional alternatives, policy-makers have become far too

inclined to prescribe government intervention.

There are two views of management accounting within institutional research. The first
view sees management accounting as an institution within the organisation (Burns and
Scapens, 1998; 2000). The second view shows accounting as primarily concerned with
the effects of the external or macro-institutional, (i.e. effect of the social, economic and
political on accounting practices of organisations, Covaleski, et al., 1993; 1996;

Carruthers, 1995).

This research takes into consideration the two views of management accounting within
institutional research (see sections 11.2.2 and 11.2.3). Thus the accounting system (the
unified accounting system) is an institution within the GOGCWS (see section 8.5) and
also institutional pressures exerted by the Egyptian government shapes accounting
practice (the UAS) in the GOGCWS (see chapters 9, 10 and 11).

The explanations of this research are centred around two propositions: (a) Government
policy (coercive isomorphism) shapes the limited use of cost management for
efficiency, optimisation and strategy (b) Organisations are the ‘theatre’ in which
institutions are visible. In other words, the explanation of this research takes into
consideration the institutional functionalist view (first proposition) and the institutional

interpretive view (second proposition)

? For the criticism of neo-classical economic theory (see sections 3.1 and 3.3.1).
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Institutional theory adds a broader (extra-organisational) institutional dimension to the
analysis and discussion of this thesis. Burns and Scapens (2000) argue that in order to
understand micro-processes it is necessary to recognise the institutional context both
within the organisation itself, (i.e. the organisation's rules, routines and institutions) and
outside, (i.e. the broader social, economic and political institutions of the organisational

field and the society in which the organisation operates).

As mentioned in section 1.1, cost management has three elements to it: efficiency,
optimisation and strategy (Al-Hazami, 1995). Most researchers concentrate on
efficiency (see sections 4.1, 4.2 and 4.3). Others focus on optimisation (see section 4.4)
and strategy (see section 5.2). This research incorporates all three elements of cost
management. Pfeffer and Salancik (1978) argue that a good deal of organisational
behaviour can be understood by knowing something about the organisation's
environment'® and the problems it faces in obtaining resources. What happens in an
organisation is not only a function of its internal structure, leadership, procedures, or
goéls, it is also a consequence of the environment, and the particular contingencies and
constraints from that environment. Therefore, this research focuses on institutional

context within and outside the GOGCWS.

1.5 Research Methodology and Method

Methodology refers to the methods and ways used to conduct research. Blaikie (1995)
states that methodology is essentially epistemology. He argues that epistemology is a
theory of knowledge. It presents a view and justification for what should be regarded as
‘knowledge’ - (i.e. what can be known, and what criteria such knowledge must satisfy
in order to be termed ‘knowledge’ rather than ‘beliefs’). In short, epistemology is
concerned with the nature and forms of knowledge; how knowledge is acquired and the
relationship between ideas about the world and the world itself. Epistemological debates
are concerned with the appropriateness of procedures and methods in the process of
knowledge acquisition. A typical epistemological debate would focus on induction and

deduction''.

19 This research argues that the environment of the GOGCWS could explain three main factors: product
market, factor market and legislation.

! For definitions of ‘deductive’ and ‘inductive’ approach, see section 6.1.1.
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This study adopts a hybrid approach, focusing more on the inductive strand. The
rationale for choosing a hybrid approach is because the objectives of this research are to
describe what is going on (i.e. to describe the current cost structure for the provision of
water in Egypt); and to understand and explain why it has been put into effect, (i.e. the
companies rationale for choice of cost structure). Explanation therefore involves
induction and deduction. DeVaus (1996: 11) claims that inductive and deductive
approaches are not alternative ways of arriving at good theories; rather they represent
two stages with different starting points. The research also takes a ‘voluntaristic’ 12 view
of human behaviour rather than one which guides contingency research (Child, 1972;
Schreyogg, 1980). The voluntaristic view is noticeably absent in early neo-institutional
research (DiMaggio, 1988 and Oliver, 1991). This approach followed from more recent
advances in institutional theory which call for more-in-depth, interpretive analyses of

the dialectic between stability and change (Czarniawska and Servon, 1996).

A case study method is used in this research. Strengths and weaknesses of the case
study method (see Miles, 1979) have been addressed since the late 1970s. There is an
increasing body of literature on how to conduct and analyse case-study data (Campbell,
1975; McClintock, et al., 1979; Yin, 1981; 1989; Eisenhardt, 1989; Scapens, 1990;
Gummesson, 1991; Rose, 1991; Ryan, et al., 1992; Otley and Berry, 1994; Hartely,
1995).

This case study research will focus on three objectives: descriptive, illustrative, and
explanatory (Scapens, 1990). These objectives will assist the researcher in answering

his research questions (see section 1.2).

This research will be based on a case study of one company in Cairo, - the General
Organisation for the Greater Cairo Water Supply. Reasons for choosing this company
were several. Firstly, it was the first company to be established in the water industry in
Egypt. It therefore helps describe and explain the role of cost management in the
Egyptian Water Industry (because it represents the past, present and future experience

of Water Service in Egypt). Secondly it provides water for 25% of the population in

12 “Voluntaristic’ view assumes that human beings are free-willed, act independently of external stimuli
and exercise freedom of choice (Burrel and Morgan, 1979).
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Egypt. It also has a unique'” laboratory for analysing water in the Middle East (The cost
of this laboratory was 25 million Egyptian pounds'?).

Thirdly there are discrepancies between the expenses of the GOGCWS and its income.

The cost per m’= 0.46 pence (wages 8.03 + Power and electricity 6.99 + raw materials

4.47 + other current expenses 7.00 + interest “local and international” 11.29 +

Depreciation 8.19)!°. By contrast, average income was per m’= 0.16 pence, so this
price does not encourage efficiency. Finally it is estimated that the General Organisation
for the Greater Cairo Water Supply loses 40% of water through leakages each year. This
results in an estimated wasteful expenditure of 250 million Egyptian pounds every year.

Efficiency in the company is therefore low.

Data will be collected from multiple sources (triangulation) including interviews
(qualitative), questionnaires (quantitative) and company documentation. The rationale
behind this integration is that any limitations of one method will be counter-balanced by

the strength of another (Hoque and Hopper, 1994).

1.6 Structure of the thesis

This thesis has eleven chapters. The aim of chapter two is to outline neo-institutional
economic theory as the theoretical basis of the research. The chapter argues that both
contingency theory and institutional theory are important for explaining the design and
use of cost accounting systems. It also argues that while technical (or contingent)
explanations of cost management are not rejected, they are clearly viewed as.incomplete
(Scott, 1987). Institutional theory adds the social and political elements, which are
typically absent or de-emphasised in the rational instrumental approach (which guides
most of the recent research on cost management). The chapter examines the theories

used in accounting research, and offers an overview of management accounting. The

13 The GOGCWS, (no date source given, c) - "Greater Cairo Water", The Administration of Public
Relations.

14 N.B: English pound £ = 6.00 Egyptian pounds.
American Dollar $ = 5.00 Egyptian pounds.

' The GOGCWS (no date source given, c) - "Greater Cairo Water", The Administration of Public
Relations.
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chapter also clarifies the level (organisation level) and approach (a process approach)

which this study has adopted.

Chapter three aims to explain the role of management accounting by examining the
theory behind it. It discusses the role accounting has come to occupy in micro-level
(organisations) and macro-level (societies). This chapter gives an overview of
management accounting theory. It criticises and shows the limitations of management
accounting from a neo-classical economic stance. The chapter outlines some alternative
approaches to management accounting, (namely neo-institutional economic theory, old
institutional economic theory and neo-institutional sociology theory). Furthermore it has
argued that the institutional theory approach has the potential to provide a useful
theoretical framework for understanding management accounting (cost management)
practices. The chapter argues that institutional theory offers a useful theoretical

framework for understanding management accounting (and cost management) practice.

Chapters four and five focus on the model of cost management which this research has
adopted. This research is based on a model of cost management which has three
elements: efficiency, optimisation and strategy. Chapter four focuses on the first two
elements of cost managément: efficiency and optimisation. It outlines the problem and
discusses the development of cost management. The chapter then identifies some
models of cost management which indicate how to increase efficiency (i.e. throughput
accounting, benchmarking, target costing and ABC) and others to increase optimisation
(such as, ABM). The chapter identifies links between institutional theory, transaction
cost and efficiency. It examines how the efficiency framework is favoured by
transaction cost theories. Chapter five identifies strategic management accounting as
one of the models of cost management which considers both the internal and external
environment (the third element of cost management). The chapter focuses on cost

accounting in service organisations and discusses how it can support corporate strategy.

The aim of chapter six is to outline the research design and methodology. The
methodological position adopted in this research is a hybrid approach (i.e. between
inductive and deductive), but mainly an inductive approach (for the rationale for
choosing a hybrid approach, see section 6.1.1). The research also took a nominalist view

(ontology - the rationale for which can be found in section 6.1.2). It also takes a
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‘voluntaristic’ view of human behaviour rather than one which guides contingency
research (Child, 1972; Schreyogg, 1980). The chapter also clarifies the methods of data
collection and the rationale for choosing them. A case study approach is adopted in this
research. The case study is both a process of induction and deduction. The
methodological position led the researcher to use multiple sources for collecting data
(including semi-structured interviews, questionnaires and company documents of the

GOGCWS).

Chapter seven offers alternative governance structures from the neo-institutional
economic perspective for the water industry in different countries (such as the UK
where water is provided by a highly regulated market, France where water services are
hybrid and Egypt where water services are hierarchical structure). The chapter discusses
the importance of water in order to explore the phenomenon of privatisation in the water
industry. It looks at its effect on the role of accounting in general, and cost management
in particular. The chapter considers the pros and cons of public versus private
ownership of water. Finally, the issue of costs in the water industry is explored (i.e. how
do people pay for their water requirements, how is the cost of water calculated, is the

current system fair or is a new system required?).

Chapters eight and nine focus wholly on the case study of the General Organisation for
the Greater Cairo Water Supply (the GOGCWS). Chapter eight describes the accounting
system used at the GOGCWS and examines its supervision and control. It explores the
questions: “Which methods of cost accounting were used in the Egyptian water
industry?” What model of cost management was followed in the GOGCWS?” “Are
there any similarities or differences between rules and routines'® of the cost accounting
system at the GOGCWS?” The chapter also discusses alternatives to cost management
as suggested by consultants Black and Veatch International. It also discusses
perceptions of the GOGCWS managers' towards the issue of cost management. Chapter
nine explores the question: "Was there a relationship between cost management'’ and P

(C.D'® and P (Un)" which relates to the three areas of the external environment

16 Rules and Routines used by Burns and Scapens (2000) see rules as comprising of accounting systems
as set out in procedure manuals. ‘Routines’ are the actual accounting practices in use.

17 The objectives of cost management are efficiency, optimisation and strategy
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(product market, factor market and legislation) from the neo-institutional economic

theory perspective?

Chapter ten aims to discuss the external and internal environment of the GOGCWS. It
also examines the perceptions of the GOGCWS managers of the issue of privatisation in
the water industry and cost management. The chapter highlights the importance of neo-
institutional economic theory as theoretical framework for this research because it
focuses on both the external (Covaleski, et al., 1993; 1996; Mezias, 1990) and internal

environment (Burns and Scapens, 2000).

Chapter eleven aims to discuss the GOGCWS research findings in the light of the
theoretical framework which was adopted. It also relates the findings back to the
literature review. The chapter explains why there was no change in cost management at
the GOGCWS by adopting two propositions from the neo-institutional perspective.
Firstly, government policy (coercive isomorphism)20 shaped the limited use of cost
management for efficiency, optimisation and strategy. The second proposition assumed
organisations are the 'theatre' in which institutions are visible. It examines the
accounting system of the GOGCWS (the UAS) from an institutional perspective (the

three pillars of institutional theory: cognitive, normative and regulative, Scott, 1995).

The final chapter aims to summarise the results of the research and identify its
contributions to knowledge. Some contributions relate to cost management and
management accounting while others relate to institutional theory and the case study
approach. The chapter discusses the limitations of this study and offers suggestions for
future research. It concludes with a discussion on the research process and the learning

experience.

The structure of the thesis is shown in figure 1.1 as below:

18 p (C.I) refers to the perception of competitive intensity, (i.e. the general level of market conditions
which make profitability difficult).

19 P (Un) refers to the perception of unpredictability, (The overall degree of variability from period to
period, which make forecasting and planning difficult).

20 Although, the term isomorphism is generally associated with the neo-institutional economic sociology,
it is equally applicable to any analysis of neo-institutional they in general (such as neo-institutional
economic theory).
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Figurel.l: Flowchart for The structure of the thesis
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Chapter 2
Institutional theory

2.0 Introduction
The aim of this chapter is to outline the theoretical basis of the research and the

rationale for choosing it. For this purpose, the chapter is divided into four sections.

The first section gives the reasoning behind institutional theory as a choice of
framework. It highlights the differences between contingency theory and institutional

theory. It shows the different approaches to institutional theory and accounting research.

The second section introduces questions arising out of institutional theory. It outlines
the core ideas of those schools and models which study institutions. It then gives a brief
review of early institutionalist and neo-institutional theory in economic, political and
sociology. It goes on to introduce the theories used in accounting research and offers an

overview of management accounting within institutional theory.

The third section explains concepts which have been applied to institutions and isolates
management accounting within these concepts. It highlights the similarity between
structuration theory and institutional theory. It also illustrates levels of analysis in
institutional theory (i.e. the two approaches in order to explain institutions). It then

clarifies the level and approach which this study has adopted.

The final (fourth) section outlines the main conclusions of this chapter.
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2.1 The rationale for choosing institutional theory

Why is a theoretical framework important? Coase®' (1983: 230) argued that "without a
theory there is nothing to pass on except a mass of descriptive material, waiting for a
theory, or a fire". Institutions often play important roles in the diffusion of ideas
(Bjornenak, 1996). In some cases they act as propagators, in others as moderators of
change. It is therefore reasonable to expect cost practices to be influenced by those
institutions involved in setting standards for the profession (e.g. professional bodies,

academic institutions and major companies).

As part of the growing pluralism in the study of organisations, new sociological
paradigms have emerged since the 1970s. Like economics, they offer explanations of
organisational structure, - additional to those available in structural contingency theory -
(Penning 1992; Davis and Powell 1992). These include the theories of ‘resource
dependence’ (Pfeffer and Salancik 1977), ‘Institutional’ (Powell and DiMaggio, 1991),
‘population ecology’ (Hannan and Freeman, 1989), ‘agency’ (Jensen and Meckling,

1976) and ‘transaction cost economics’ (Williamson, 1985).

Subsequently, many new approaches have arisen including institutional theory in the
US (Meyer and Scott 1983a) and action theory in the UK (Silverman 1970). Drury and
Tayles (1995) called for different approaches and perspectives, rather than a wholly
economic perspective of management accounting. They advocate "explaining observed
practices by examining their role within the broader organisational, social, political and
cultural dimensions in which accounting information is used" (p. 278). Brignal (1997)
argues that service costing systems must be seen in their wider context (as part of

management information systems which embrace non-financial information).

Geiger and Ittner (1996) claim that contingency and institutional theories can explain
the design and use of cost accounting systems in government agencies. This research
has adopted institutional theory as a framework for explaining the role of cost

management in the Egyptian Water Industry. Despite the many advantages of

?I The ‘godfather’ of the new institutional economic theory.
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contingency theory*“, it was not adopted in this research. Reasons for this are two-fold:
theoretical and practical. At the theoretical level, Bourgeois (1984) criticises
contingency research for failing to consider reverse causation (where the presumed
contingency factor results from the structure). The positive correlation between strategy

and structure may have arisen through structure causing strategy.

Merchant (1984) contends that contingency theory can be criticised on the grounds that
organisational context is often a construct of the researcher rather than a description of
perceived reality as used by the organisations under study. Spekle (2001) claims that a
contingency theory approach is more a vague idea than an actual theory. He contends
that contingency theory has no a priori intuition of its own as to what the pertinent
factors are and to their likely consequences. He goes on to argue that contingency
modes tend to be partial, - focusing as they do on elements of the control system (e.g.
budgeting systems), rather than directly addressing the full configuration of control

devices.

At the practical level, under contingency theory the type of management accounting
system (MAS) varies according to the specific circumstances or situation in which the
organisation operates (see section 5.2.2). Hence, choice of MAS design is constrained
by conditions and depends on the ability of management to find the best “fit”. This is
not applicable to the General Organisation for the Greater Cairo Water Supply because
the GOGCWS is an economic organisation within the public utilities sector. The
GOGCWS must therefore apply the Unified Accounting System which includes a
management accounting system. In other words, the GOGCWS has no alternative in its

choice of management accounting system.

22 Otley (1995: 191) claim that "the design of any planning and control system is situationally specific.
When designing a system, a distinction is made between controllable and non-controllable factors.
Controllable factors of the organisation are not considered contingent variables, rather they are part of a
package of organisational controls selected for use. The organisation is expected to adapt to the
contingency it faces, by arranging these suitable factors. It controls appropriate configuration that it hopes
will lead to an effective control system. Interdependence between accounting information systems and
components of contingency elements are still possible".

Berry et al., (1995: 22) argue that "contingency theory provides a picture for the organisation through its
environment. The environment is crucial in shaping the organisation, and the survival of an organisation
depends on its ‘fitness’ for the changing environment". Donaldson (1995) argues that while organisational
theories can supplement contingency theory, the latter nevertheless remains the core explanatory theory
of organisational structure.
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While technical (or contingent) explanations of cost management are not rejected, they
are clearly viewed as incomplete (Séott, 1987). Institutional theory adds the social and
political elements which are typically absent or de-emphasised \in the rational
instrumental approach (which guides most of the recent research on cost management).
Bjornenak (1997) argues that there are several explanations underlying characteristics of
cost practice, and that an institutional frame of reference may be important for
understanding how and why changes in cost practice occur. Contribution to knowledge
in the field of cost management (building on contingency theory) remains fragmented.
However more inclusive approaches are required before we can fully understand cost

management (Spekle, 2001).

In recent years there has been increasing interest in institutional theories within the
social sciences (Scott, 1995). Three such theories have been used in accounting
literature namely neo-institutional/transaction cost economics® (derived largely from
the work Williamson, 1975), old institutional economics®* (Scapens, 1994), and neo-

institutional sociology (Miller, 1994). These will be discussed in detail in section 3.3).

Previous governmental accounting research (based on economic theory) generally
ignores how institutional and organisational pressures constrain accounting choice (i.e.
the method of cost management in the water industry, Carpenter and Feroz, 2001). This
research argues that institutional theory offers the best explanation for the role of cost

management in the Egyptian Water industry.

2.2 History of institutional theory
Institutional theory has been used here as the framework for explaining the role of cost

management. The theory has raised some contentious questions about organisational

~ ‘worlds’ (Scott, 1995). These include:

2 New institutional economics focuses primarily on micro-analytic questions (e.g. the comparative
efficacy with which alternative generic forms of governance-market, hybrids and hierarchies economise
on transaction costs). It avoids the broader questions of origins and change in the “institutional rules of
the game: customers, laws, politics” (Williamson, 1991: 269).

24 There is similarity between Giddens' theory and old institutional economic theory (see figure 2.1).
Burns and Scapens (2000) argue that structuration theory is not particularly helpful for exploring
processes of change. Archer (1995) supports this view arguing that structuration theory does not
incorporate historical time. She contends that "structure and agency can only be linked by explaining the
interplay between them over time. Without the attention paid to the time factor, the problem of structure
and agency can never be satisfactory resolved” (p. 65).

36



(a) Why organisations of the same type, (located in scattered localities) closely resemble
one another (e.g. schools and hospita!s).

(b) How should we regard behaviour in an organisational setting? Does it reflect the
pursuit of rational interests and the exercising of conscious choice; or is behaviour
primarily shaped by conventions, routines, and habits?

(c) Why does observed behaviour of organisational participants often depart from the
formal rules and stated goals of the organisation?

(d) Why and how do laws, rules, and other types of regulative and normative systems
arise? Do individuals voluntarily construct rule systems which then influences their own
behaviour?

(e) Where do interests come from? Do they stem from human nature, or are they
culturally constructed?

(f) Why do specific structures and practices diffuse through organisations in ways not
predicted by the adopting organisations?

(g) How do differences in cultural belief shape the nature and operation of
organisations? |

(h) Why do organisations and individuals conform to institutions? Is it because they are
rewarded for doing so, because they are morally obliged to obey, or because they can

conceive of no other way of behaving?

There are several models which attempt to study institutional theory. These include The
Columbia school, Parson's approach, The Carnegie school and The Cognitive school. It

is useful here to highlight the key points of each model in turn.

In the Columbia school Merton (1936, 1957) and Selznick (1948) laid the groundwork
for a process model of institutions. Merton described 'process-operating' in bureaucratic
organisations as encouraging officials toward over-conformity. Selznick focused on
processes within particular organisations as giving rise to a distinctive set of valued
commitments. Stinchcombe (1968) .claims the mechanisms used by powerful actors
perpetuate their own interests and commitments. Stinchcombe® (1968: 107) adds that
an institution can be defined as “a structure in which powerful people are committed to

certain values or interest”.

%5 Stinchcombe is a scholar of the Columbia school and a student of Selznick's.
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Parsons (1960a: 20) develops his “cultural-institutional” argument by examining the
relationship between an organisation and its‘ environment. He looks at the ways in
which the value system of the organisation is legitimated by its links to “main
institutional patterns” in “different functional contexts”. Parsons (1960b) offers a
different definition of the term 'institution'. He argues that organisations become
vertically differentiated into three distinct levels or 'layers': (1) Technical (production
activities) (2) the Managerial (concerned with control and co-ordination activities, the
procurement of resources and the disposal of products) and (3) Institutional (relating the
organisation to the norms and conventions of the wider community and society).
Parsons concludes that every organisation is a subsystem of “a wider social system
which is the source of meaning, legitimation, or higher-level support which makes

implementation of the organisation’s goals possible” (pp. 63-64).

As a member of the Carnegie school Simon (1957) was one of the first theorists to link
individual cognitive capacity with organisational structure. He notes how organisational
structures work to simplify and support decision-making in organisations, - allowing

them to achieve higher levels of consistent “boundedly rational” behaviour.

March and Simon (1958: 141-142) argued that in many circumstances, “search and
choice processes are very much abridged. Much of the behaviour in organisations is
governed by performance programs”. Hence value assumptions, cognitive frames, rules
and routines are all ingredients conducive to individuals behaving 'rationally'. The

"rational individual is organised and institutionalised” (Simon, 1957: 102).

In the Cognitive school early research concentrated on "human organisms". Markus and
Zajonc (1985: 141) found that “the idea of the human organism as an information-
processor became popular”. The mind came to be viewed by many as a computer-like
apparatus that registered incoming information and then subjected it to a variety of
transformatioﬁs befdre ordering a response”. Recent cognitive theory and research has
emphasised individual shortcomings as information processors and decision-makers

(Tversky and Kahneman 1974; Nisbett and Ross 1980).

There are differing views of institutional theory from an economic, political and

sociological perspective. There are salient differences between institutional theory and
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neo-institutional theory from an economic perspective. Similarly, between institutional
theory and neo-institutional theory in political science. Likewise, between old
institutional theory and neo-institutional theory in sociology. The core ideas of each

perspective will be examined in turn.

Institutional economists emphasised the importance of change. Veblen (1898; 1919)
embraced an evolutionary perspective and claimed that valid economics could highlight
the role of technological change and trace the changing phases of the economy.
Commons (1924) stressed the centrality of change, - viewing the economy as “a moving

changing process” (p. 376).

Neo-institutional economic theories are concerned with rule and governance systems
which develop to regulate or manage economic exchanges. The first theorist to advocate
this new approach was Coase® (1937). His article “The Nature of the Firm” asks why
some economic exchanges are carried out within firms under a governance structure
(involving rules and hierarchical enforcement mechanisms), rather than being directly
subject to price mechanisms in markets. Coase (1937: 389) concludes the reason must
be that “there is a cost of using the price mechanism”, (i.e. the cost of negotiating and
concluding a separate contract for each exchange transaction which takes place in a

n27

market). It is because of these “transaction costs"“’ that companies emerge.

Jaccoby (1990) argues that the approaches offered by early institutionalists depart from

those of their neo-classical colleagues in four important aspects.

% Coase in his article 1937, posed an important question. He asks
"What is a firm and what determines its boundaries"?

The importance of Coase's contribution was the recognition that conventional neo-classical economics
cannot explain why firms exist. Coase hypothesised that firms exist because they are able to operate under
certain aspects of economic activity more cheaply than the market. This valuable insight has been further
developed by economists under the general heading of “transaction costs economics”. Two particularly
influential contributions were from Williamson (1975) and Klein et al., (1978). More recently Hart (1995)
has introduced "A Property Right Approach” to the theory of the firm (offering a significant extension of
the transactions costs approach).

%7 The basis of transaction costs is to explain the existence of different organisational forms as choices
from a limited menu of "workable" contracting structures (Walker, 1998).
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(a) Indeterminancy versus determinancy: where the orthodox model assumes “perfect
competition and unique equilibria, the institutionalists point to pervasive market power

and to indeterminancy even under competition” (Jaccoby, 1990: 318).

(b) Endogenous versus exogenous determination of preferences: Neo-classicalists stress
the importance of individual wants or preferences, whereas institutionalists argue that
such preferences are shaped by social institutions, whose operation should be the actual

subject of economic analysis.

(c) Behavioural realism versus simplifying assumptions: Institutional theorists argue
that economists should use pragmatic and ‘psychologically-realistic’ models of

economic motivation, rather than subscribe to naive utilitarian assumptions.

(d) Diachronic versus synchronic analysis: Rather than accepting the “timeless and
placeless” assumptions of neo-classical theorists, institutionalists recommend that
economists should ascertain “how the economy acquired its features and conditions and

what causes these features to vary over time and place” (Jaccoby, 1990: 320).

Institutional approaches dominate political science in both Europe and America.
Eckstein (1963) claims the early institutionalists ushered in the first crude form of
positivism in political science. Beginning during the mid-1930s and continuing through
the 1960s, the institutionalist perspective was challenged and largely supplanted by the
behavioralist approach (not to be confused with “behaviourism” in psychology). This
was an attempt to sever the tie to moral philosophy and rebuild political science as a
theoretically-guided empirical science (Easton, 1965). The behavioralist persuasion

diverts attention away from institutional structure to political behaviour.

Neo-institutionalists within political behaviour have grouped themselves into two
camps. Historical theorists and rational choice theorists. Historical institutionalists
devote themselves to the detailed analysis of regimes and governance mechanisms (e.g.
March and Olsen, 1984; 1989; Hall, 1986; and Skocpol, 1985; 1992). Institutions are
viewed as including “both formal structures and informal rules and procedures that
structure conduct” (Thelen and Steinmo, 1992: 2). Historical theorists take a social-

constructionist position which assumes that "capabilities and preferences (i.e. the vary
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nature of the actors) cannot be understood except as part of some larger institutional

framework" (Krasner, 1988: 72).

The social-political constitution of accounting practice and regulation has gained
increasing attention in research literature (e.g. Hopwood, 1984; Hopper et al., 1987,
Miller et al., 1991). Theorists recommend that within the governmental sector,
researchers should direct their efforts towards understanding the emergence of political
institutions; particularly administrative institutions which have been influential in
providing order and change in American politics, (in terms of the regulations they issue)

(e.g. March and Olsen, 1989: 17).

Rational choice theorists see institutions as governance or rule systems. This approach
represents an extension of neo-institutional work in economics, to the study of political
systems. Moe (1984: 750) dissects the major elements making up this paradigm as
including: “the contractual nature of organisations, markets vs. hierarchies, transaction
costs, the rationality of structure, individualistic explanation, and economic methods of
analysis. Standard neo-classical notions, optimisation, marginality, equilibrium are

often central to this new tradition”.

Thelen and Steinmo (1992: 9) see no conflict between historical institutionalists and
rational choice theorists. They examine the historical stance: “Historical institutionalists
would not have trouble with the rational choice idea that political actors are acting
strategically to achieve their ends. But clearly it is not very useful simply to leave it at
that. We need a historically-based analysis to tell us what they are trying to maximisé

and why they emphasis certain goals over others".

The importance of politics, (specifically in relation to the issue of ‘change’) is well-
documented in management literature (Buchanan and Badham, 1999; Dawson, 1994;
1996; Pettigrew, 1973). This research highlights the key role politics can play in driving
and shaping change processes; (though politics is not the only factor). Although it is not
intended here to get drawn into a debate of what politics represents, most writers see
politics as "attaining interest-based demands" (Pettigrew, 1973) and "getting things
done your way" (Buchanan and Badham, 1999). Pfeffer's (1981: 7) definition of politics

aptly captures the generally-accepted view amongst most academics that:
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"Organisational politics involves those activities taken within organisations to acquire,
develop and use power. It uses other resources to obtain one's preferred outcome in a

situation in which there is uncertainty or discussion about choice"

Sociologists gives more attention to the institution itself than economists and political
scientists. Cooley (1956) for example, emphasised the interdependence of individuals
and institutions, of self and social structure. Hughes (1936; 1939) shares and elaborates
upon this interdependent view. Weber however is caught between the three major
debates; between those who view social science as a ‘natural’ science, and those who

argue that it is a cultural science.

Weber argued that the social sciences differ fundamentally from the ‘natural’ sciences
in that in thé former both researcher and object of study attach meaning to events. For
Weber (1968), action is social, and individuals do not automatically respond to stimuli.
Researchers cannot expect to understand social behaviour without taking into account

the meanings that mediate social action.

_ Between the idealist arguments of Durkheim and the materialist emphasis of Marx,
Weber employed an interpretative approach to attempt a synthesis between the two.
Although the material conditions and inierests stressed by Marx constrain choice and
action, the idealist interpretations of normative values, motivate and ‘activate’ action

(Alexander, 1983).

Between the institutionalist-historical model of economics and classical interest in
developing general theoretical principles, Weber embraced institutionalist arguments.
He argued that economics should be historically informed and comparative in its
approach. At the same time he agreed with Manger and classicists in supporting the
value of theoretical models, (which allow us to derive information from ‘histbrically-
embedded’ systems in order to formulate and evaluate general arguments. Weber claims
by abstracting from the specificity and complexity of concrete events, researchers can

create “ideal types” to guide and inform comparative studies®.

28 Researchers should not insist that individuals under all conditions behave as economists). Such models
could then prove useful as guides for analysis, and increase understanding of the real world.
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Neo-institutional theory in sociology focuses on legitimisation of organisational forms
and processes. Silverman (1971) proposes an ‘action’ theory of organisations.
Silverman attacks prevailing models of organisations (including contingency arguments
and Parsons-Selznick’s structural-functional view), as being overly concerned with
stability, order, and technical efficiency. Silverman proposes a phenomenological view
of organisations which focuses attention on meaning systems, (and the ways in which

they are constructed and reconstructed in social action).

Meyer and Rowan (1977) embrace the view of institutions as “complexes of cultural
rules”. These rules are increasingly being rationalised through the actions of academic
professions, nation-states, and the mass media. This has therefore engendered the
development of more types of organisations. Meyer and Rowan draw attention to the

impact of organisational forms of change on the wider institutional environment.

2.3 Institutional theory and Accounting

There is no universal definition of an 'institution'. Scott (1995: 533) defines an
institution as consisting of "cognitive, normative, and regulative structures and activities
which provide stability and meaning to social behaviour. Institutions are driven by
various carriers (cultures, structures, and routines) and they operate at multiple levels
jurisdiction. In this conceptualisation, institutions are multifaceted systems
incorporating symbolic systems, (cognitive constructions and normative rules) - i.e. the
regulative processes carried out which shape social behaviour. As such meaning

systems, monitoring processes, and actions are all interwoven".

Cognitive pillar

Cognitive elements of institutions are rules that constitute the nature of reality and a
frame through which meaning® is made. Symbols - words, signs, and gestures - have
their effect by shaping the meaning we attribute to objects and activities. Meanings arise

in interaction and are employed to make sense of the ongoing stream of events.

% In terms of the organisation's wider institutional context, its members conceptualise and give meanings
to terms like "budget", "profit", and "costs" (Preston, 1995). The meanings of such terms are reproduced
over time, and become embedded in the rules and routines which define their calculation. As such,
accounting practices (e.g., budgeting) and accounting information (e.g., the return on capital employed)
represents more than is commonly perceived. They include action and thought, and are more than simple
decision-making aids (Swieringa and Weick, 1987). Perceptions and meanings are both cognitively and
theoretically bound (Hodgson, 1988). Hence, the term "profit", for example would differ in interpretation
for different professions.
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Accounting routines facilitate interpretation of the work place, and can help individuals

understand how their organisation is performing (March, 1988).

Social scientists have long recognised the importance of symbolic systems and shared
meanings. However their early work treats these systems and meanings as internalised
and subjective. Beyond the traditional view of institutional theory, formal control
systems serve as symbolic displays, leaving actual work activities to be promoted by
social means (Meyer and Rowan, 1977). Neo-institutional theory in sociology treats
symbolic systems and cultural rules as objective, and external to individual actors. A
cognitive perspective directs us to pay attention to the symbolic aspects of social life,
however it would be a mistake not to attend to the activities also associated with these

belief systems.

Previous research has found accounting to be a symbol of legitimaéy (Carpenter and
Feroz, 1992; Covaleski and Dirsmith, 1988; DiMaggio and Powell, 1983; Meyer and
Rowan, 1977). Meyer and Rowan argue that certain elements of the formal structure in
bureaucracies, function as myths. They cite accounting as an example. They argue that
"Institutional techniques are not based on efficiency but are used to establish an
organisation as appropriate, rational, and modern. The use of these techniques "display
responsibility and avoid claims of negligence" (p. 344). They show that
bureaucratisation is caused, in part, by the ubiquity of these rationalised myths in
society. By designing a formal structure which adheres to the prescription of myths in
the institutional environment, an organisation demonstrates that it is acting in a ‘proper’

and adequate manner.

There are a variety of cognitive elements (D'Andrade, 1984). Of these, ‘constitutive
rules’ are the most important (Searle, 1969). These rules or "processes" involve the
creation of categories and the construction of typifications (Berger and Luckmann,
1967: 39). Such processes are variously applied to things, ideas, events, and actors.
Constitutive processes offer an explanation for much social behaviour and differ from
lay interpretations, and from those found in social science. As Meyer, et al., (1987: 13)
argue: "Most social theory takes actors (from individuals to states) and their actions, as
real a priori, elements. Conversely we see the "existence" and characteristics of actors

as socially constructed and highly problematic. The action is the enactment of broad
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institutional scripts rather than a matter of internally-generated and autonomous choice,

motivation and purpose”.

Normative pillar

The normative pillar focuses on normative rules which introduce a perspective, - an
evaluative and obligatory dimension into social life. Normative systems include both
values and norms. Values are conceptions of the desirable, (which along with
construction of standards, existing structures or behaviour), can be compared and
assessed. Norms specify how things should be done. They define legitimate means to
pursue valued ends. Normative systems define goals or objectives (e.g. méking a profit),
but they also designate appropriate ways to pursue them (e.g. conceptions of fair
business practices). The normative conception of institutions is embraced by
sociologists, because it focuses attention on institutions where common beliefs and

values are more likely to exist.

The accounting norm system consists of the institutional environment of the accounting
action systemw. It is characterised by "rules and requirements to which individual
organisations must conform if they are to receive legitimacy from the environment"
(Scott and Meyer, 1983: 140). The accounting norm system should not however be

perceived as a system acting in ‘perfect harmony’.

Different interests are represented within the norm system. These often consist of many
individuals and organisational actors (Mezias, 1990). The norm system comprises 'the
multiple institutional environment' of the accounting action system. The accounting
norm system is involved in many activities (most of which can be designated as "talk",-

both process and output). The rhetoric of accounting is one of its main activities.

The rhetoric of accounting plays a role in reducing uncertainty in decision-making and
accountability (Mellemvik, et al., 1988; Miller and O'Leary, 1990). It is also the basis
for most normative and positive accounting theory (American Accounting Association,
1977, Watts and Zimmerman, 1986). Rhetoric is fundamental to accounting as an

organisational and societal activity (Birnberg, 1980; Jonsson, 1988).

3% The accounting action system comprises instrumental accounting activities. It operates within single
organisations and can be divided into separate but interrelated procedures (e.g. the daily registration of
transactions and annual reporting, Bergevarn, et al., 1995).
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Rhetoric is important to the accounting norm system in the process of regulating norms
(Puxty, et al., 1987; Johnson, 1988). It also generates and legitimises norms. Auditing is
also involved in the accounting norm system (i.e. the evaluation of accounting
procedures in relation to existing norms). From this perspective of the organisation,
there are two types of norm systems - external and internal. Whereas an external norm
system acts in order to co-ordinate the accounting action of organisations within its
domain, an internal norm system acts mainly in order to adapt accounting action to its

local context.

In theory, accounting norms should control accounting action. Although a strong link
exists between norms and action, the latter may generate more organisational and
societal qualities than are included at present in accounting rhetoric (Bergevarn, et al.,
1995). This is because an implemented accounting procedure always confronts its
context (Birnberg, et al., 1983; Boland and Pondy, 1983; Hopwood, 1983; 1987
Roberts and Scapens, 1985; Swieringa and Wieck, 1987; Nahapiet, 1988). The use of
accounting in any environment can onlyk be regulated by norms to a certain extent. The
consequences of norms will therefore be different to those from intentions, (even though

accounting action may be wholly controlled by norms).

As mentioned, a normative pillar includes values and beliefs. Definitions of value and
belief differ in accounting. ‘Values’ are concerned with the legitimacy of the ends to
which accounting is directed, while ‘beliefs’ are the confidence in the means of

pursuing them.

In much of conventional accounting value is attached to capital (the maximising of
shareholders wealth). This has a legitimate claim of being a universal value (Stewartt
II1, 1994). Also important are the values of those who propose "social responsibility" or
"green accounting" (Jones and Dugdale, 2001). An accountant’s overriding duty is to be
"3 friend of the Earth" (Gray, 1990). Disagreement over the term ‘value’ can also be
detected in management accounting's treatment of costs. Whether labour should be
treated as a "variable" or "fixed" cost may be merely a technical issue. Advocates of the
latter view suggest there are important humanitarian values at stake (Jones and Dugdale,

1998). These concern whether employees are to be treated as costs (that must be
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reduced or eliminated), or whether organisations should (on moral grounds) provide

secure employment for their members (Goldratt, 1994).

Disagreement over which path to pursue is accompanied by differing beliefs as to which
means should be adopted. The last few decades have seen successive views of
"management philosophy" with its familiar acronyms (JIT, TQM). They all propose
differing suggestions. Often "new" philosophy runs counter to 'conventional' wisdom
(Jones and Dugdale, 2001). To move from one perspective to another requires a
fundamental shift in viewpoint. Hence, belief has to be established and should not be
taken for granted). Since the 1980s, fundamental changes in views ("paradigm shifts")
have been associated with the activities of "management gurus". Observers of this
phenomenon have noted that 'beliefs' and 'faith' are important and in this respect not

dissimilar to spiritual beliefs (Clark and Salaman, 1995; Wilson, 1996; Oliver, 1997).

Marsh and Olsen (1989: 21) developed a primarily normative conception of institutions:
"The proposition that organisations follow rules (where much of the behaviour is
specified by standard operating procedures), is a common one in bureaucratic and
organisational literature. It can be extended to ‘political institutions’. Much of the
behaviour we observe in political institutions reflects a routine way in which people do

what they are supposed to do".

Very little institutional accounting research examines the internal processes of an
organisation. However, Burns and Scapens (1998; 2000) focus on the internal processes
of routinisation and institutionalisation. They look at how accounting routines provide
the normative basis (i.e. legitimation) for organisational action. Accounting routines
have ‘productive potential’ (i.e. instrumental value). They can also embody norms,

values, etc., which favour particular vested interests (ceremonial value).

For cognitive theorists, compliance occurs in many circumstances, because other types
of behaviour are inconceivable. Routines are followed because they are taken for
granted as "the way to do things". Whereas normative theorists emphasise the power of
roles (normative expectation guiding behaviour), the cognitive framework stresses the
importance of social identities, (i.e. our conceptions of who we are and what action

make sense for us in a given situation).
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Regulative pillar

Regulative processes involve establishing rules. They help in the review of others'
conformity and can manipulate sanctions (i.e. rewards or punishments) in an attempt to
influence future behaviour. These processes may operate through diffuse, informal

mechanisms, involving shaming or shunning activities (Scott, 1995: 35).

Economists view institutions as resting primarily on the regulative pillar. North (1990:
4) argues that "[institutions] are perfectly analogous to the rules of a game in a
competitive team sport. That is, they consist of formal written rules as well as unwritten
codes of conduct which underlie and complement formal rules. Rules and informal
codes are sometimes violated and punishment enacted. Hence, an essential part of
institutional functioning is the cost of ascertaining ‘violations’. Economists focus their
attention on the behaviour of individuals, firms in markets and other competitive

situations".

Force, fear and expedience are central ingredients of the regulative pillar. They are
tempered by the existence of rules, whether in the guise of informal mores or formal
rules and laws. Weber (1968) notes that few (if any) rulers are content to base their
regime on force alone. All attempt to cultivate a belief in its legitimacy. Economics
emphasises the cost(s) of regulation. Economic historians view this as an important
function of the state. North (1990: 64) argues: "Because ultimately a third party must
always involve the state (as a source of coercion), a theory of institutions also inevitably
involves an analysis of the political structure of a society, (and the degree to which that

political structure provides a framework of effective enforcement)".

Some institutional accounting research (e.g., Covaleski et al., 1993; 1996, Mezias,
1990) focuses on the impact of external legitimation in shaping accounting practice. For
example, Covaleski, et al., (1993) suggest that pressures exerted by the US Federal
Government were crucial in the development of a case-mix accounting system in the
health industry. Mezias (1990) describes how various institutional factors (e.g. laws,

expectations, professionalism) influenced the formulation of US accounting policies.
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Cultures rely primarily on interpretative structures - (codified patterns ot meanings and
rule systems). The emphasised aspects of culture will vary according to which
institutional elements are given prominence. Cognitive theorists stress the importance of
categories, distinctions, and typifications. Normative theorists point to shared values
and normative expectations; while regulative theorists look to conventions, rules and

laws.

Simons (1995) introduces the idea of belief systems (i.e. organisation culture) into his
‘levers of control’. He links belief systems to boundary systems, interactive control
systems, diagnostic control systems and business strategy. The levers of control can be

described as follows:

(a) Belief systems - to inspire, and direct the search for new opportunities.

(b) Boundary systems - to set limits on opportunity-seeking behaviour.

(c) Diagnostic control systems - to motivate, monitor and reward achievement of
specified goals.

(d) Interactive control systems - to stimulate organisational learning and the emergence

of new ideas and strategies.

Social structures rely on expectations associated with networks of social positions (role
systems). These structures constrain and empower the behaviour of actors, while at the
same time they are reproduced and transformed by the same. This aspect of structure,
depends on which elements are put into effect. Cognitive theorists stress structural
isomorphism. Cognitive typifications are often coded into organisational structures as
differentiated departments and roles. Normative and regulative theorists are apt to view
structures as governance systems, emphasising either the normative (authority) or the

coercive (power) aspects of these structures.

Routines rely on actions which reflect the tacit knowledge of actors - (deeply ingrained
habits and procedures based on prior knowledge and beliefs). Early institutionalists
viewed habitualised actions, routines, standard operating procedures, and patterned
activities as central features of institutions. More recently, evolutionary theorists such as
Nelson and Winter (1982), point to the stabilising role played by participants' skills and

organisational routines. These are activities involving little or no conscious choice, and
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behaviour is governed by tacit knowledge and constrained by rules of which the actor

may be unaware.

Nelson and Winter, (1982: 410-411) describe accounting as "a highly structured set of
routines". Their work on evolutionary economics is useful in developing an institutional
approach to management accounting research. An institutional approach recognises that
accounting can both shape and be shaped by institutions which govern organisational
activity. Managers now appear to be using their accounting systems. and routine
financial reports' more flexibly, in conjunction with a range of other performance
measures, (both financial and non-financial) (Kaplan and Norton, 1992; 1996; Miller
and O'Leary, 1993; Ezzamel, et al., 1994; Burns and Scapens, 2000).

During the 1990s, a growing number of scholars characterised their contributions (in the
interpretation of accounting systems) as ‘organisational routines’ (Roperts and Scapens,
1990; Dent, 1991; Scapens, 1994; Burns and Scapens, 2000, Burns 2000). In his
institutional perspective on accounting, Burns (2000a) classifies these contributions into
three different groupings: Neo institutional economics (or transaction cost economics),

Neo institutional sociology and finally Old institutional economics.

There is a two-way relationship in both directions between rules and routines (Burns
and Scapens, 1998; 2000). In effect, rules are formalised statements of procedures,
whereas routines are the actual procedures used. Rules are normally only modified at
intervals, whereas routines are in a cumulative process of change. Rules may be
imposed and become implemehted through routines, or they can emerge out of

established routines.

In the context of management accounting, rules are made up of accounting systems (as
set out in procedure manuals), whereas routines are accounting practices in use (Burns
and Scapens, 2000). Clearly, there is a relationship between rules and routines, however
it is important not to confuse the two. Any given management accounting system in use,
may not accurately mirror the procedures set out in the procedure manuals (Robert and

Scapens, 1985).
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Structuration theory” is the relationship between activities of knowledgeable human
actors and the structuring of social systems. Giddens distinguishes between systems,
(comprising discernibly similar social practices), which are reproduced across time and
space through human actions, and structures, which transform those social practices into
systems. For Giddens, systems are not structures, but are structures drawn upon in

action (Burns and Scapens, 1998; 2000; Jones and Dugdale, 2001).

Giddens set out to develop a theory of the production, transformation, reproduction and
dissolution of social institutions by incorporating both structure and agency. These are
the structural properties of social institutions (codes, rules and blueprints that influence
and are influenced by social actions in day-to-day activities across time and space
(Giddens 1984: 17). Agency is strategic actions of knowledgeable, reflexive social

actors which illustrate their working lives.

Old institutional economics has defined ‘institutions’ as "a way of thought or action of
some prevalence and permanence, which is embedded in the habits of a group, or the
customs of a people" (Hamilton, 1932: 84; Scapens, 1994). This definition embodies
both systems (thoughts and actions of prevalence and permanence) and structure
(embedded habits and customs). Macintosh and Scapens (1990) argue that management
accounting can be understood by drawing upon Giddens' three dimensions of

structuration: signification®”, domination® and legitimation®.

3! Macintosh (1994) summarises: "Structuration theory is the interplay between agent action and social
structure, in the production, reproduction, and regulation of social order. Structures existing in virtual
time and space, are drawn upon by agents as they act and interact in specific time-space. Agents are
setting themselves the outcomes of these actions and interactions" (Macintosh, 1994: 172).

Giddens (1992) does not accord priority to either structure or action. Rather he advocates a study of social
practices which both socialises (constitute) individuals as actors, and realise (embody) structures. Thus
structure and action are "different ways of looking at the same thing" (Craib, 1992: 34). The production
and reproduction of society is seen as a skilled performance for its members who draw upon both
practical and discursive consciousness. ‘Practical consciousness’ is knowledgability about the world,
while ‘discursive consciousness’ is our reflexive monitoring of action (Jones and Dugdale, 2001). The
challenge in empirical work (based on structuration theory) is to keep in mind concepts of structure and
agency and relate this duality to the inter-relationship of dis-embedded and embedded levels over time
and space.

32 Signification creates meaning in social interaction.
33 Domination produces power.
3% Legitimation provides a system's morality.
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These three dimensions™ also appear within institutional literature. Figure 2.1 illustrates

the link between them.

Figure 2.1: Institutional and Giddens' theory

Institutional theory
Old institutional focus on
economics
Neo institutional focus on

economics

Neo institutional

sociology

concerned with

>

Giddens' theory

Signification (meaning)

Domination (governance
structures) reflects a
concern for control

Legitimation of organisational

Source: Adapted from Scott, W. (1995); and Burns and Scapens (1998)

forms and process

For institutions, levels may be operationalised as a range of jurisdictions taken from the

institutional form. Scott (1995) identifies six categories: (a) levels of world system (b)

societal (¢) organisational field (d) organisational population (e) organisation and (f)

organisational subsystem

This research has focused on the ‘organisation level’. This means it focuses on the

micro-processes, but does not ignore the broader (macro-institutional) dimension. To

understand these micro-processes it is necessary to understand the wider institutional

context. This involves both within the organisation (i.e. the organisation's specific

milieu of rules, routines and institutions), and outside (i.e. the broader social, economic

and political institutions of the organisational field, and the society in which the

organisation is situated). Table 2.1 refers to those theorists whose work has pursued on

institutional element at each of the specified levels.

3% Macintosh (1994: 172) argues that the three layers (outlined in the abstract for analytical purposes) are
closely entwined in reality. Accounting systems consist of signification codes and the interpretative
schemes for applying them. They also include domination codes and resources (rights) used to draw upon
them, and also legitimation codes and also norms for using them (Jones and Dugdale, 2001).
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Table 2.1: Institutional Pillars and varying levels: Illustrative theorists

Pillars
Levels Regulative Normative Cognitive
World system North and Thomas | Krasner 1983 Meyer 1994
1973
Societal Skocpol 1979 Parsons 1953, 1960a | Dobbin 1994

Organisational field

Campbell and
Lindberg 1990,
Schmitter 1990,

Ezzamel 1993, 1996

Mezias 1990

DiMaggio 1991

Organisational Barnett and .Carroll | Singh, Tucker, and | Carrol and Hannan
population 1993a House 1986 1989
Organisation Williamson 1975, | Selznick 1949 Clark 1970, Burns
1985, 1991, Burns and Scapens 1998,
1997, Robert and 2000.
Westin, 1999
Organisational Shepsle and | Roy 1952, Buroway | Zimmerman 1969.
subsystem Weingast 1987 1979

Source: Adapted from Scott, W. (1995)

It is possible to associate various ‘schools’ or ‘types’ of work with different locations in

the property space, (created by the cross-classification of emphasis and level, see figure

2.2).
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Figure 2.2: Institutional Pillars and varying levels: Illustrative schools

Pillars
Levels Regulative. Normative. Cognitive.
Economic Neo-
World-system m institutional
sociology
Societal
X ical Traditional
. H'St,o“c?, institutional
Organisational field institutionalism sociology
in political
science

N S

~__

.. Population
Organisational ecology
population
Organisation
Evolutionary
theory in
economics
Neo-
institutionalism
in economics
Organisational \—/ —
subsystem

Ethno-
methodology

Source: Scott, W. (1995)- "Institutions and Organisation", p. 59

Scott (1995) discovered salient differences among schools aligned with neo-

institutionalism. Sociologists emphasise a cognitive conception, cultural carriers, and

macro level forces. By contrast, neo-institutional economists stress a regulative

conception, structural carriers, and a micro focus. Different ideological perspectives

share the same view.

Zucker (1977: 728) observed that “institutionalisation is both a process and a property

variable”. Mohr (1982) differentiates between variance and process theories. Variance

theories (associated with viewing institutions as entities), focus on abstract variables,

(both independent and dependent), and attempt to establish their causal relations.
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Variance approaches identify the factors causally associated with the phenomena of

interest. Variance theories address the question: why did the observed effect happen?

A process approach addresses the question: how did the observed effect happen? This
approach aséumes that “history matters”. It believes how things occur, influences things
that subsequently happen (Scott and Meyer, 1983). Burns and Scapens (2000) have used
a process approach to explore the complex and ongoing relationship between actions
and institutions. They demonstrate the importance of organisational routines and

institutions in shaping the processes of change in management accounting.

This research adopts a process approach. The rationale for choosing this approach is
because it allowed the researcher to observe the state of management accounting and
control in the Egyptian water industry. Questions to be addressed include: How has the
water industry changed? What needs changing? There have long been recommendations
for a ‘process’ approach to be adopted in accounting research; - an approach which
highlights the characteristics of accounting as a process, rather than as an outcome

(Hopwood, 1987; Laughlin, 1991; Covaleski, et al., 1993; Scapens, 1994; Burns, 2000).

Management accounting systems and practices constitute organisational rules and
routines. In order to understand the complex processes of the Egyptian Water Industry,
it is necessary to examine both the internal and external institutional context of the
organisation. An understanding of management accounting as organisational rules and
routines, should enable the researcher to focus his energies on developing management
accounting concepts, techniques, systems, etc. These are likely to be more useful in
practice than the so-called ‘optimal techniques’- designed for abstract rational decision-

makers (Burns and Scapens, 2000).

2.4 Conclusion

This chapter has shown the importance of both contingency theory and institutional
theory for explaining the design and use of a cost accounting system. The chapter has
argued that while technical (or contingent) explanations of cost management were not
rejected, they were clearly viewed as incomplete (Scott, 1987). Institutional theory adds

the social and political elements, which were typically absent or de-emphasised in the
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rational instrumental approach (which guides most of the recent research on cost

management).

This chapter works with a definition of ‘institutional theory’ and its core elements:
cognitive, normative and regulative. It states the researcher view of management
accounting. This research contends that accounting in organisation is primarily
concerned with external or macro institutional effects (social, economic and political)

and management accounting as an institution within the organisation.

The chapter looks at previous accounting research and notes that very little institutional
accounting research focuses on the internal processes of an organisation. Hifherto, most
institutional accounting research has focused on the impact of external legitimisation in
shaping accounting practice. This led the researcher to look at the institutional context
within the GOGCWS (for example, which models of cost management were followed in
the GOGCWS, and what methods of cost accounting were used.in the GOGCWS, see
sections 8.5, 8.6 and 8.7). It also led the researcher to look at the institutional context
outside (i.e. the GOGCWS the legal framework for water industry in Egypt, the external
supervision and control body of the GOGCWS and the suggestions by the consultants
Black and Veatch International which related to cost management, see sections 8.1, 8.3

and 8.7).

The chapter links the three pillars of institutional theory (cognitive, normative and
regulative) with accounting research. It also examines the differences among schools
aligned with neo-institutionalism. For example, sociologists emphasise a cognitive
conception, cultural carriers, and macro level forces. By contrast neo-institutional
economists stress a regulative conception, structural carriers and a micro focus. As
mentioned in section 1.4, this research adopts neo-institutional economic theory, this led

the researcher to focus on regulative pillar of institutional theory.

The chapter points out the similarity between Giddens' three dimensions (signification,
domination and legitimation) - and institutional theory. It focuses on the ‘organisational
level’ of analysis. It gives the chosen approach of analysis, a process approach and
offers a rationale for choosing it (see section 2.3). Furthermore, there have long been

recommendations for a ‘process’ approach to be adopted in accounting research. Having
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determined the theoretical framework of this research, the next chapter will discuss the

role of management accounting from the institutional theory perspective.

57



Chapter 3

Institutional theory and the role of management accounting

3.0 Introduction

Management accounting (cost management) research is explained lérgely by rational
economic theory, and neo-classical theory (the normative view). A major criticism of
rational economic theory is that it fails to consider the behaviour of the firm. It also
neglects the social and political context. Rational economic theory assumes the
imperfect market does not exist and therefore neglects the monopoly market,

uncertainty, and unpredictability.

In order to address these issues, this chapter examines alternative institutional
approachesb, - namely old institutional economic theory, neo-institutional economic
theory and neo-institutional sociological theory. The chapter begins with a rejection of
the core assumptions of neo-classical economics theory. It is argued that institutional
theory offers a more useful theoretical framework for understanding management

accounting (cost management) practices.

The aim of this chapter is to illustrate the role of management accounting, by examining

the theory behind it. For this purpose this chapter is divided into four sections.

The aim of the first section is to illustrate the role accounting has come to serve in both
micro-level (organisations) and macro-level (societies). There then follow three sub-
sections: the first part explores several views on accounting, explains its role and
examines the relationship between the state and accounting. The second sub-section is
devoted to the role of accounting in micro-level organisations. It reviews the
relationship between accounting and decision-making and its problems as outlined by
Thompson and Tuden (1959). The third sub-section looks at the role of accounting in
macro-level societies. It focuses on rational decision-making, economic rationality,
differences between formal and substantive rationality, while also examining the

process of accounting regulation.
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The second section -reviews the role of management accounting within organisations,
from an economic perspective. Problems of management accounting within the

organisational setting are discussed.

The third section reviews the different perceptive on management accounting. It begins
with criticism of management accounting from a neo-classical economic perspective.
" There then follows a review of management accounting from an institutional
perspective, - (incorporating old institutional economic theory, neo-institutional

economic theory and neo-institutional sociology theory).

The final section sums up the main conclusions of the chapter.

3.1 The role of accounting in organisation

3.1.1 Different views of accounting and its roles

Previously accounting has suffered from the misconceptions of being too "narrow" or
"technical". Accounting is portrayed as a simple technique, - merely a set of instructions

for generating, processing and evaluating information (Carruthers, 1995).

Social science has demonstrated the richness and significance of accounting.
Establishing links between accounting research and other paradigms has been an
important part of this project. For example, theories of class conflict inform Bougen's
(1989) investigation of accounting and industrial relations. Similarly, Miller and
O'Leary's (1987) historical analysis of standard costing and budgeting employs Michel
Foucault's conception of power. Likewise Baecker's (1992) discussion of accounting
draws upon mathematical logic and literary criticism. Such examples serve to reinforce
the relevance of accounting for a variety of issues (power, conflict, rationality,

governance, and organisational behaviour).

Accounting has functional claims and pretentions®® at its core. We are led to believe it is
essentially concerned with the provision of “relevant information for decision-making”.

It has a “rational allocation of resources” and maintains institutional “accountability”

36 Littleton (1953: 18) in his search for a rationale, argues that: “There must be some basic concept which
makes accounting different from all other methods of quantitative analysis. There must be a central idea
which expresses better than any other the objectives, effects and results characteristic of accounting. A
‘centre of gravity’ if you will”.
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and “stewardship”. Accounting systems are seen as mirrors of both societies and the
organisations in which they are utilised. At a societal level, accounting reflects on
organisation’s ‘social’ relationships. The organisational level has recently been
influenced by the emergence of contingency schools of thought in the study of
organisational behaviour (Bruns and Waterhouse, 1975; Hopwood, 1974; Sathe, 1975;
Waterhouse and Tiessen, 1978; Watson, 1975).

Accounting systems may be viewed as a product of the complexity, uncertainty of the
organisational environment (Galbraith, 1973; Khandwalla, 1972). Accounting may also
be seen as ‘technology of the enterprise’ (Daft and Maclntosh, 1978) or a strategy of
corporate management (Chandler, 1962). Accounting is a discipline which can
encompass a body of ideas, conventions, variable tools/techniques and a variety of
actual practices (Boyns and Edwards, 1997). Hoskin and Macve (1992) note that "the
power of accounting" is associated with the need to co-ordinate activities of
departmentalised large-scale business organisations (Williamson, 1980; Johnson and

Kaplan, 1987).

The varied role of accounting can tell us how it influences accounting discourse and the
way people have sought to influence accounting. The various roles of accounting have
changed its practice. Argyris and Schon (1974) point out a mere theory on paper is very
different from theory in practice. The roles of accounting and its actual practice appear

to have a rather equivocal relationship.

Functional claims for accounting stem mainly from professional institutes, accounting
regulation bodies, state agencies and the academy itself. They very often reflect the
pressures on those bodies and a need for a public legitimacy and rationale for action.
Formulated in the context of particular institutional needs and actions, functional claims
attempt to provide novel interpretations of the accounting mission (Burchell, et al.,

1980).

The roles of accounting provide a normative structure for accounting thought. The roles
define what accounting is, and ought to be about. These roles therefore facilitate the
appraisal of accounting practice. Accounting has changed in terms of the roles it serves.

Those who have sought to ‘extend’ accounting promote “corporate accountability” and
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further “rational decision making”. Others point to the challenges which social change

necessarily creates for accounting practice (Gilling, 1976).

The State exerts influence on accounting in terms of accountability and the furtherance
of organisational and societal efficiency (Searle, 1971). Professional institutes and
agencies concerned with accounting regulation adopt a similar stance. They emphasise
the role accounting could play in improving the flow of information (useful for
investment decisions of shareholders). Those practising accounting within
organisations, point to its relevance in improving organisational efficiency and the

maintenance of organisational control.

Shaoul (1997) claims that since the 1960s, mainstream financial accounting research
analyses problems and issues in positivist or technical ways (in which the basic values
of the model are not questioned). Issues are therefore conceived as purely technical
problems. In financial accounting research, the issue was largely how to make public
sector accounting more like that of the private sector. The debate therefore revolved

around the value of accrual accounting.

Throughout the 1970s, emerging accounting research opposed the technical approach.
This research re-examines the theoretical underpinnings of the discipline, - critically
analysing the basic concepts of profit, value, efficiency, etc. Other research traces the
history of accounting discourses and its pliability according to the social context in
question. Other research has looked at accounting’s role as ideological in the
distribution conflict over wealth. Some researchers have analysed accounting as

rhetoric, examining its epistemological basis.

Critical accounting research has turned away from analysing contemporary events or
outcomes of public policy decisions in ways that are useful or helpful to the broader
public. This has happened at the very time when the public sector has faced
interventions (in which accounting was to play a crucial role). A recent study by
Edwards and Shaoul (1996) found that relatively few academic researchers have
examined contemporary corporate events. There are also few accounting studies of
corporate performance using primary sources (see Adcroft, et al., 1991; Berry, et al.,

1985; Cooper and Hopper, 1988). Briloff and Chatov were the foremost accounting
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critics of corporate behaviour in the USA. In the UK there was Stamp (see Stamp and
Marley, 1970; Stamp, et al., 1980) and more recently, Sikka (see Mitchell, et al., 1992;

Mitchell and Sikka, 1993; Russell, 1991).

The different views and roles of accounting are summarised in table 3.1 below:

Table 3.1: Different views of Accounting and impact on its role

Views of accounting

Role of accounting

Accounting is seen to have a core of

functional claims

Provision of relevant information for
decision-making, with the achievement of

rational allocation resources.

Accounting is seen as a mirror of society,

or a mirror of organisations

Reflects the organisation of social

relationships (contingency theory).

Accounting is a discipline  which

encompasses a body of ideas, a set of
variable techniques and a variety of

practices.

Changes the practice of accounting.

Source: Adapted from Burchell, et al., (1980)

3.1.2 Accounting systems and organisational practice

The relationship between accounting and organisational decision-making has been an

influential basis for the analysis, development and articulation of normative accounting

roles and "solutions". Many writers have noted the multiple roles which accounting

systems can and do play in providing relevant information for decision-making. They

help improve the rationality of the decision-making process and maintain the

organisation in ‘a state of control’. A problem however is that the relationship between

accounting information and decision-making has not been critically examined. Burchell,

et al. (1980) refer to the work of Thompson and Tuden (1959). Their study distinguishes

between uncertainty over the objectives for organisational action, and uncertainty over

the patterns of causation that determine the consequences of action (see figure 3.1).
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Figure 3.1: Decision-making and location of organisational uncertainty.

Uncertainty of objectives
Low High
Uncertainty of Low | Decision by computation Decision by compromise
cause and effect | High Decision by judgement Decision by inspiration

Source: Burchell, et al., (1980)- "The Roles of Accounting in Organisations and Society", p. 13

When objectives are clear and undisputed, the consequences of action are presumed to
be known. Thompson and Tuden highlight the potential for decision-making by
computation. This situation might represent what Simon (1960) called ‘structured
decision-making’, where the intelligence, design and choice phases are all
programmable. Accounting systems serve as "answer machines", providing the simple
investment appraisal methods, stock control systems and credit control routines which

feature in management accounting texts.

With clear objectives but uncertain causation, the situation becomes more complex and
the potential for computation diminishes. Thompson and Tuden see decisions being
made in a judgmental manner. Accounting systems might be expected to provide
assistance through what Gorry and Scott-Morton (1971) refer to as ‘decision support
systems’ and Churchman (1971) calls ‘inquiry systems’.

There are two reasons behind the extending of computational practice into the realms of
the judgmental. The first reason stems from the increasing formalisation and
objectification of management knowledge. The second from the extent to which
accounting practices have become implicated in the development of neo-management

and other more complex forms of organisational segmentation and management.

Accounting involves the implementation of changes in management practice. The
increasi‘ng formalisation of investment appraisals and planning pfocesses has extended
the sphere of financial calculation. Developments in accounting practice have enabled
‘operationalisation’ of organisational efficiency and performance, - allowing objectives

for action to be stated in less ambiguous terms.
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Given the uncertainty over objectives and relative certainty over causation, values,
principles, perspectives and interests will conflict. Standards for appraisal and the
criteria for guiding the organisational task are problematic. Here political processes are
important in the decision-making process. Modes of accounting can act as "ammunition
machines" through which different parties seek to promote their own vested interests. In
order to selectively channel distribution of information, certain parties implicated in
organised action, can introduce neo-mechanisms for organisational control, and

management of information-flow (Pettigew, 1973).

Where objectives are uncertain, accounting systems are often used to promote particular
values. Mechanisms for organisational control are now arising out of the political and
conflictive nature of organisational life. As Pfeffer (1978) states: "Structure, it would
appear, is not just the outcome of a managerial process in which (organisational)
designs are selected to ensure higher profit. Structure, rather, is itself the outcome of a
process in which conflicting interests are mediated so that decisions emerge as to what
criteria the organisation will seek toksatisfy. Organisational structures can be viewed as
the outcome of contests-for-control and influence occurring within the organisation.
Organisational structural arrangements are as likely to be the outcomes of political

processes as are organisational resource allocation decisions".

The design of information systems and accounting systems are often implicated in the
management of political processes. For organisational actions and their consequences,
accounting systems can influence those which become relatively more visible (Becker
and Neuheuser, 1975) (particularly to senior management groups). The ‘visibility’ that
is established is very often an asymmetric one. The powerful observe the less powerful,
but not vice versa. It is a unique mode of surveillance that is established. The centralised
co-ordination of activities maybe established. Budgeting, planning and reporting can
together provide a framework within which a measured and observed delegation of

authority can take place.

With uncertain objectives and causation, Thompson and Tuden point out that decision-
making tends to be ‘inspirational’ in its nature. As such, the accounting system can be
created to serve as an organisational "rationalisation machine". The accounting mission

focuses exclusively on those accounting roles which precede decision-making.
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Accounting systems are often implicated in organisational processes. As Bower (1970)
discovered, the widespread use of capital budgeting procedures has resulted in the
availability of justification devices for proposals of organisational action. Accounting
has gained widespread support, and has a simple provision of information for decision-
making (for proposals which remain problematic). Similarly budgets can be built
around what is likely to happen. Burchell, et al., (1980: 28) refer to the work of Meyer
and Rowan (1978) who claim that: "Much of the irrationality of life in modern
organisations arises because the orgénisation itself must maintain a ‘rational corporate
persona’. We find planners and economists who will waste their time legitimising plans
already made, accounts to justify our prices, and human relations professionals to defect
blame from our conflicts. Life in modern organisations is a constant interplay between

the activities that we need to carry on and the organisational accounts we need to give".

Some authors have looked at how accounting is ‘implicated’ in organisational practices
(Burchell, et al., 1980; Hopwood, 1983; Neimark and Tinker, 1986; Hopwood, 1987;
Knights and Collinson, 1987; Lehman and Tinker, 1987; Miiler and O’Leary, 1987;
1990; Hines, 1988; Loft, 1986; Nahapiet, 1989). This ‘constitutive’ role of accounting
to create particular conceptions of organisational reality, is especially potent in
processes of organisational change. The role of accounting in actively constructing
organisational purposes and rendering visible the issues, projects, and criteria which
accrue significance in the pursuit of those purposes, has been considered by a number of
authors (Hines, 1988; Nahapiet, 1989; Loft, 1986; Hopwood, 1983; 1987; Miller and
O’Leary, 1987; Neimark and Tinker, 1986; Burchell, et al., 1980).

Accounting researchers agree that accounting techniques are an effective means of
facilitating the process of allocating and utilising resources in pursuit of desired
objectives. These techniques also produce a variety of other effects within
organisations. Covaleski and Dirsmith (1986) suggest that budgetary systems can be
used for representing vested interests in political bargaining processes, and in
maintaining power-relationships within organisations. Likewise Bariff and Galbraith
(1978) concluded that by manipulating the method by which information is processed,
control systems can sustain or alter power-relationships within organisations. Nahapiet

(1989) found in particular circumstances, accounting can be seen as a set of rules for
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negotiating an understanding of organisational reality. This is contrary to being viewed
simply as a mechanism for establishing an objective economic reality. Markus and
Pfeffer (1983) have illustrated cases of accounting system failures in organisations
(following the implementation of modified accounting and control mechanisms to

achieve desired ends).

It is increasingly being acknowledged that accounting systems do not simply allow their
intended objectives to be realised. The ‘effects’ of accounting are not necessarily
confined to their designated use. As such, "the consequences of accounting do not
necessarily have a close and automatic relationship with the aims in the name of which

it was introduced" (Hopwood, 1984: 185).

Espeland and Hirsch (1990) in their case study of a conglomerate merger, illustrate the
rhetorical power of accounting as a symbolic system for legitimating new corporate
forms and practices. Similarly Jones (1992) charted the changing perceptions and use of
accounting control systems to improve efficiency following a management buy-out.
These studies have been central to the work which has explored the role of accounting
in recent public sector organisational reform, (particularly the impact of new forms of
financial control), (Broadbent and Guthrie, 1992; Dent, 1991; Humphrey and Scapens,
1990; Humphrey, 1991; Bourn and Ezzamel, 1986). The role of accounting changed
from its previous concerns with probity, compliance and control, to one which focused

on efficiency, effectiveness and cost saving (Richardson and Cullen, 2000).

Recent studies of organisational change in the private sector have shown pro-active
accounting to be an important feature (Espeland and Hirsch, 1990; Jones, 1992) and in
the public sector (Bourn and Ezzamel, 1986; Espeland and Bourn, 1990; Broadbent, et
al., 1991; Hood, 1991; Broadbent and Guthrie, 1992; Humphrey ‘and Scapens, 1992). It
has been especially evident in studies of organisations earmarked for privatisation,
(such as the Regional Water Authorities of England and Wales which supply water and

sewerage services, Ogden, 1995a).

In the case of water, the constitutive role of accounting (in actively constructing
organisational purposes and shaping new images of the organisation and its relationship

with its environment), is especially evident. In response to new imperatives to cut costs
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and improve financial performance, senior managers sought to re-focus and improve the
ways in which the organisation was governed and controlled. As such, more attention
was given to economic implications, particularly in term of costs and management
decision-making. Subsequently considerable organisational resources have been given
over to the development of more elaborate management information systems. These
include: (a) developing, planning and control mechanisms (b) Ensuring detailed
specification of objectives (c) Generating more accurate assessment and allocation of
costs to each unit of operational activity and (d) Introducing performance indicators and
output measures (to evaluate and compare achievements). Managers were given new
training in management skills and were subject to a much more numerate and

performance-based type of reporting and accountability (Ogden, 1995a: 198).

3.1.3 Accounting and Social Practice

Accounting cannot, however, be conceived as purely an organisational phenomenon.
Whilst arising out of organisational and institutional pressures, it is also a prevalent
feature of the societies in which we live. Certainly the development of accounting itself
has paralleled the emergence of numerous other specialised mechanisms for
information-processing and social and economic calculation. These include statistics,
the compilation of information for social and economic administration, instruments for
social and economic categorisation in medicine, psychiatry, education, law and business
and economic life (Baritz, 1960; Cullen, 1975; Kamin, 1974; Kendrick, 1970;
Sutherland, 1977).

Marx saw accounting as an important tool in decision-making for capitalists. His ideas
were taken up by Most (1963) and Bailey (1978). Most (1963) was critical of Marx for
not discarding his ideological “baggage”, and rather concentrating wholly on
management accounting. Hox;vever it is important to note that Marx stressed the ‘social
rationality’ of accounting. Social rationality encompasses ‘mystification’ of social
| relationships. Burchell, et. al., (1980: 19) refers to a Marxist text; “The way in which
surplus value is transformed into profit by the rate of profit is a further development of
the inversion of a subject which takes place in the process of production. In the latter we
have seen the subjective productive forces of labour appear as productive forces of
capital. The value (or past labour), which dominates living labour, is incarnated in the

capitalist. The labourer appears as mere labour-power — (a commodity). Even in the
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simple relations of production, this inverted relationship produces correspondingly

inverted conceptions...”

Weber (1969: 86) stressed economic rationality: "From a purely technical point of view,
money is the most "perfect" means of economic calculation. That is, it is the most
rational means of orienting economic activity". Weber saw rationality in terms of the
calculative means which might bring it about. He defined the ‘formal rationality of
economic action’ as "the extent of quantitative calculation or accounting, technically
possible, which is actually applied" (1969: 85). Weber (1969) distinguished between
‘formal rationality’ and ‘substantive rationality’. He thought formal rationality provided

an adequate means to achieve substantive rationality.

Hirst (1976) takes this argument further. He states: "Only formal rationality can adjust a
means to an ends in terms of efficiency, (since it provides a quantitative measure of
efficiency). A qualitative measure of the efficient use of resources is logically
impossible. All economic action therefore requires formal rationality, and indeed, is
modelled on formal rationality. Resources cannot be "rationally oriented" to economic
ends without quantitative calculation. The definition of ‘economic action’ is viewed in
terms of formal rationality. Formal and substantive rationality are not alternative and
equally "rational" calculations. End-rational action (in the economic sphere) requires

formal calculation.

Some commentators have stressed the role which accounting plays in allowing the
devolution and decentralisation of economic decision-making. Others have pointed to
the different internal pressures which should be taken into account when decision-
making is centralised, (either in the hands of the monolithic enterprise, Chandler, 1962)
or the state (Bettleheim, 1976). Accounting is seen as both reflecting and enabling the
construction of society. Institutional forms and modes of social action are intertwined in

its emergence and development.

In terms of technical elucidation and standardisation, attention has been given to the
institutional and political components of the regulatory endeavour. In the case of
inflation-accounting in the United Kingdom, it has been seen that the institutional

‘mechanisms for accounting regulation arose at the interface between a critical media,
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concerned agencies of the state and a profession concerned with preserving its powers

of self-regulation and control (Zeff, 1972).

The interests of the state are changing. Initially inflation-accounting was concerned with
the taxation of corporate income and the formulation of policies for macro-economic
management. However other agencies of the state began to devote attention to the role
which inflation-accounting might play in the implementation and furtherance of micro-
economic policies for industrial recovery and growth. Others have looked at the role
accounting plays in coping with both an economic crisis and threat of a changing social

power structure.

In a regulatory environment, the conditions for accounting change are complex. Both
technical and conceptual developments are required. However to be influential they
have to root themselves in a dynamic constellation of issues which constitutes the
“accounting context. Privatisation led to many changes in different areas. Central to these
changes was an all-pervasive managerial concern with introducing and operating more
stringent forms of accounting controls over organisational activities. Initiatives in cost-
conscious resource management, cost improvement programmes, performance
indicators, delegated budgets, cost centres and new management information system
have all been variously deployed. Managers have tried to give effect to politically -
determined notions of efficiency, cost effectiveness, value for money, and greater
financial accountability (Gray and Jenkins, 1986; Fry, 1988; Clarke and Cochrane,
1989; Dent, 1991; Humphrey and Scapens, 1990; Humphrey, 1991; Broadbent, et al.,
1991).

Accounting is central to the processes of organisational change. Privatisation has
changed accounting information systems and the uses made of accounting information.
In the case of the ten Regional Water Authorities of England and Wales, Ogden (1995a)
argued that there should be an increased emphasis attached to costs and cost-reduction
to meet Government - determined performance aims prior to privatisation. He also
stressed the need to enhance their efficiency profiles in the run-up to privatisation. This
resulted in a management initiative that not only served to achieve the targeted

improvements in organisational efficiency, but also to communicate new organisational

69



realities and promote cost consciousness as a mobilising rationale for organisational

action.

Accounting has come to be seen as a social and institutional practice that acts upon
individuals, entities and processes, and transforms them in an attempt to achieve a
specific end (Miller, 1994). Accounting is widely seen as a powerful force, influencing
both individuals and society (Jones and Dugdale, 2001: 35-36). Miller (1994:1) argues
that development of interests in the social and institutional practice of accounting
"entailed a move by researchers beyond those organisations at the executive level of

research".

Accounting operates more broadly and deeply than appears apparent on the surface of
specific practices (Jones and Dugdale, 2001). Accounting is embedded in (and
constitutes) social relations, and the strong occupational organisation of accounting
(Armstrong, 1987a: Anderson et al., 1997).

Accounting as a process constitutes, and is embedded in social and system relations®’.
The re-embedding of accounting is shaped by social relations of local contexts, (whilst
simultaneously shaping those contexts, Jones and Dugdale, 2001). Time is organised
around accounting periods - for example, it becomes structured around annual,
quarterly, and monthly reporting. Accounting generates chronological cycles of
planning and budgeting. Accounting thus regulates relations between individuals, the

wider organisation, and parts of the actual organisation.

The claims of accounting to represent corporate activities faithfully, are in part,
supported and reinforced by the institutional commitments of regulators, academics and
politicians. They are all keen on the idea of "free markets". They characterise markets as
"fair" distributive mechanisms. In other words, unimpeded markets (i.e. unregulated),
are seen to reward the ‘productive’ with pecuniary compensation, and punish the "non-
productive" with failure. Markets reward productivity and punish non-productivity in an

even-handed manner. Hence, intervention into the operation of markets is considered

37 <Social” integration refers to the ways in which actors relate to each other. ‘System’ integration is how
institutionalised parts of systems relate to each other (Lockwood, 1964).
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inappropriate. A reluctance exists among certain economists, regulators, and politicians

to intervene directly into the operation of markets.

Despite the belief in the fairness of markets, there remains a need to monitor market
operations at a macro>® level, (as well as to monitor the success or failure of individual
entities as they function in a market economy). Regulators often call upon accounting
(with its representational claims) to make the effects of the economic, "visible" and
measurable. Accounting is thus seen to act as a scorecard by which we identify
productive and non-productive entities. The representational claims of accounting are
reinforced when its practices are called upon to provide a window through which to
view specific entities operating in the market. This in turn allows us to view operations

of the market.

The representational claims of accounting are reinforced by a commitment to the
efficiency and effectiveness of markets. They also help maintain a commitment to the
non-intervention in the functioning of such markets. As accounting is seen to provide a
window into markets, questions about the "fair", "effective" or "efficient" functioning of

markets may be re-framed as questions about existing accounting practices.

3.2 The role of Management Accounting

3.2.1 Economic perspective

Ward (1992) discussed the role of management accounting and claimed that in most
businesses it is normal to separate the financial function into three main roles. These
are:

(a) Recording the financial transactions of the business and externally reporting to
shareholders the historic financial results of these transactions (i.e. financial
accounting). '

(b) Raising the funds required by the business in the most appropriate manner (i.e.
financial management or corporate finance).

(c) Supporting the managers of the business in the financial decision-making process

(and being part of that management team, i.e. management accounting).

38 See the role of OFWAT in the UK water industry (section 7.3.3).
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The separation of management accounting from financial accounting is fundamental in
highlighting the fact that management accounting does not concentrate wholly on

recording past events or on presenting externally published financial statements.

Bromwich and Bhimani (1989) in their study of the development of management
accounting in Britain highlighted some key issues. These include: (a) the role of the
management accounting system for purposes of strategic decision-making (compared to
those of everyday control) (b) The extent to which the system influenced, or was
influenced by, organisational structure (c) The extent to which non-routine accounting

information was used. Table 3.2 shows the development in management accounting.
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Table 3.2: The historical development of management accounting

Development Date
Cost and management control information 1890
Scientific management 1902
Break-even charts 1903
Standard costing and variance analysis 1908
Centralised accounting systems with decentralised functional organisation 1900
Capital and operating budgets 1910
Centralised control and decentralised responsibility 1920
Separation of financial and cost accounting 1923
Residual income method 1940
Simplex method for linear programming 1944
Discounted cash flow 1950
Total quality management . 1950s
Cusum charts 1954
Optimum transfer pricing 1957
Computer technology _ 1960
Opportunity cost budgeting 1966
Zero-base budgeting 1969
Information economics and agency theory 1970s
Just-in-time scheduling _ 1970s
Activity-based costing 1980s
Target costing 1980s
Value-added management 1980s
Activity-based management v 1990s
Benchmarking 1990s
Strategic management accounting - 1990s
Supply chain management 1990s

Source: Adapted from Smith, M. (1995)- "' New Tools For Management Accounting”, pp. 6-8

The investigation into the role of management-accounting information (in complex

operations) has focused on the interaction of disciplines in actual practice and the
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formalisation and correction of deficiencies. The pioneering work of Robin Cooper,
Tom Johnson and Robert Kaplan has been central to such developments since the mid-

1980s.

Scapens (1991) found that while there is a large and growing tool-chest of modern
management accounting techniques, (including cost-volume-profit analysis, activity-
based costing etc.), "little can be said at the theoretical level about the techniques (tools)
which should be used in practice" (p. 219). He goes on to argue that before the gap
between theory and practice can be closed, "researchers must examine the various roles
which management accounting fulfils within the organisation" (p. 221). Scapens (1991:
10) notes that "the terms cost accounting and management accounting are now used

synonymously in textbook titles".

Dietrich (2001) outlines different economic perspectives on the firm and examines
implications for the role and functioning of management accounting systems. He
summarises the different approaches to management accounting in a simple 2 * 2 matrix

set out in figure 3.2

Figure 3.2: The different roles of Management Accounting

Knowledge
That How
Constraining (a) Passive optimiser (d) Active regulator
Authority
Co-ordinating (b) Passive co-ordinator (c) Active co-ordinator

Source: Dietrich, M. (2001)- ""Accounting for the Economic firm", p. 17

Before the role of management accounting can be discussed, certain terminology needs
to be clarified (e.g. ‘knowledge that’, ‘knowledge how’, ‘authority constraining’ and
‘authority co-ordination’). Loasby (1998) distinguishes between "knowledge that" and
"knowledge how". "Knowing that" is knowledge of facts and relationships and is the
result of formal education and the news. According to Loasby, traditional production
functions are based on "knowledge that". Dietrich (2001) argues that if the use of
institutions is based on "knowledge that", the necessary predictability will be generated

by rules that operate as general constraints. This occurs in an optimising world where
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rules act as parameters to decisions (i.e. institutions are part of a non-economic

background to economic activity).

"Knowing how" is the ability to carry out appropriate actions to achieve desired results.
This includes knowledge of a particular skill and of when and where skills should be
applied. Dietrich (2001) claims that we can view "knowledge that" and "knowledge
how" as respectively ‘passive’ and ‘active’, use of information. If institutions are
underpinned by "knowledge how", spatial and temporal specific learning is necessary.
This learning is a basic requirement for institutions to involve active participation in a

social context, (rather than just operate rule-defined behaviour).

Dietrich (2001) argues that different perspectives on the firm, view authority as either
being necessary for co-ordination purposes, or see it as a constraint on economic
activity. If authority exists for co-ordination purposes, it is viewed as having a positive
role in the perspective concerned. For instance, clearly defined authority (and the co-
ordination it provides), might be argued to have efficiency advantages. Authority as a
constraint, is viewed (in general terms) as influencing relationships to promote the
interests of particular economic agents. This constraining effect might involve ex-ante

intentions (as with monopoly control over resource allocation).

There are four different roles of management accounting. (a) Management accounting is
a passive optimisation tool, where authority is viewed as a constraint, and information-
use described in a "knowledge that" manner. This is the world of textbook accounting.
Hence the requirement for efficient and effective monitoring fails to recognise the
importance of ‘bounded rationality’ (Dietrich, 1993). The (implicit) complete
contracting is based on a universal "knowledge that" rather than learning-based

"knowledge how".

(b) Much of the recent literature in accounting appears to have adopted a transactioﬁ-
cost logic (neo-institutional economic theory). This is accounting as ‘passive co-
ordinator’. Accounting systems are viewed here as efficient responses to particular
environmental conditions. Authority is one means of co-ordinating resource allocation
and is necessary to economise on market-based transaction costs. The "knowledge that"

basis of an accounting system is more problematic. We can refer to site and human asset
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specificities here (see section 3.3.2.2). Any management accounting system involves
set-up costs and ‘learning-by-doing’, (i.e. the system itself will have firm specific

characteristics).

(c) The ‘competence’ theory of the firm*® has been shown to involve a more active role
in management accounting (but this is still one of co-ordination). This active role
involves recognising accounting as informal and routinised, as well as a formal activity.
Authority is seen as co-ordinating, and decision-making is based on "knowledge how"
rather than "knowledge that". The competence approach emphasises the rationale of the
firm, and its long-running competitive advantage. This theory sees institutional
characteristics as derived from individual decisions and activities, (i.e. it is based on

methodological individualism).

(d) Management accounting prevents what might be called an ‘active regulator’ (when
accountants use constraining authority and "knowledge how" information). "Knowledge
how" and learning are linked to co-ordination (described in terms of direction and
routines, and hence institutional development). A constraining authority - ("knowledge
how") has, what might be called a ‘reserve logic’. Institutions are given an existence -
that logically precedes individual activity, (i.e. it is methodologically holist). Dietrich
(2001) argues that the limitations in a constraining authority - ("knowledge how"),
should be viewed as leading to more than just exchange-based economy. Dietrich
(2001) claims that implications of this general framework affect accounting in two
ways: (a) By viewing accounting as a professionalised activity (B) by incorporating a

symbolic as well as instrumental significance.

Dietrich and Roberts (1997, 1999) suggest that traditional economic approaches to
professionalisation are incomplete as they adopt either efficiency or power. Dietrich
(1997), (using institutional analyses of the role of accounting - e.g. Armstrong, 1985;

1987; Fligstein, 1987), shows professional accounting control within an organisational

3% The basic difference between the contracting and competence perspective can be understood (in game
theoretic terms) as the difference between the prisoner's dilemma and co-ordination problems (Foss,
1993; Longlois and Robertson, 1995). Contracting (prisoner's dilemma) analysis is oriented towards
issues of motivation and control, (given the divergent incentives of the factors involved). The emphasis is
on issues of organisation and co-ordinating behaviour rather than production. Conversely the competence
perspective of the firm sees its basic nature in terms of the co-ordination of divergent capabilities. The
way in which this co-ordination problem is solved, influences a firm's productive capabilities.
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context, can become "locked-in". As Perkin (1989) found, this organisational
dominance of professionals reflects a wider social dominance. It follows that accounting
can channel organisational activity partly by formal rule-setting, but also by
management of organisational context. This perspective is consistent with that
suggested by Roberts and Scapens (1990) in which accounting is viewed as enhancing

the position of particular organisational actors relative to others.

The second context is that organisational activity (specifically accounting activity), can
be viewed as having a symbolic, as well as instrumental significance. For instance,
Carruthers (1995) suggests that management accounting is a legitimation tool for a
firm's ‘outside’ world. If accounting practices are viewed as having purely instrumental
significance, (whether this is contracting or competence-based), such legitimation is
irrelevant. It only becomes significant if institutionalisation processes are based on

"participation in a social context".

3.2.2 The problem of management accounting in organisation services

During the 1980s, criticism of management accounting practices began to appear in
professional and academic accountipg literature. The most prominent critic was Robert
Kaplan, who, in a series of articles in the mid-1980s, questioned the relevance of current
practices (Johnson and Kaplan, 1987). The principal criticisms of current management
accounting practices can be summarised as follows: (a) Conventional management
accounting does not meet the needs of today’s manufacturing and competitive
environment (b) Traditional product costing systems provide misleading information for
decision-making purposes (c) Management focuses almost entirely on internal activities
and relatively little attention is given to the external environment in which the business

operates

Bromwich and Bhimani (1989) identify five persistent weaknesses in management
accounting: (1) The subservience of management accounting to external financial
accounting requirements (2) The lack of strategic considerations in management
accounting and project appraisal (3) The reliance of management accounting on
redundant assumptions concerning fnanufacturing processes (4) The maintenance of
traditional assumptions in performance evaluation (5) The continued short-term

orientation of performance measurement
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Their findings are useful in providing indications of the likely direction.of future
research. In particular they identify: (a) the need to identify cost drivers which link
processes to cost of output (b) the need to measure activity-based costs where these are
meaningful and can lead to significant benefits (c) the benefits of non-financial
accounting information in different manufacturing environments (d) the opportunity to
incorporate both qualitative and non-financial, quantitative information into
management accounting information systems (e) the increasing relevance of a strategic

approach to management accounting.

Bjornenak and Olson (1999: 237) argue that conventional management accounting has
focused primarily on the scope dimension®® (i.e. what is accounted for, and for what
period of time). The scope dimension includes sub-dimensions such as cost items, cost
objects and allocation bases. Bjornenak and Olson (1999) argue that the system
dimension®! is almost non-existent in conventional management accounting (p. 328) and

that the choice of time perspective plays no important role in management accounting.

Bjornenak and Olson (1999: 333) argue that the conventional view of a management
accounting system includes a continuous view of the system itself. This means that the
system is assumed to have longevity. This idea of the ‘continuous system’ was
undermined when Madsen (1963) introduced the variability-based accounting system*>.
Bjornenak and Olson (1999) argue that the conventional management view of a
management accounting system (one which uses different costs for different purposes),
is challenged by the "different system for different purposes perspective". The "different

systems perspective" operates at different levels in the organisation. They argue that the

conventional wisdom of management accounting shows information symmetry as a way

“* The scope system includes three elements: (a) descriptive variability factors or descriptive objects
(D0), (its purpose is to describe the variations in costs related to the object) (b) Causal variability factors
(CVF) (describes the cause of variation) (c) Time. (The period of time accounted for, p. 328).

! The dimension system is the link between the users of the system and how the system is designed.

There are two aspects in the system dimension: (a) the lifetime of the system (b) the integration of user
aspects in management accounting (Bjornenak and Olson, 1999: 328).

- * In this system, data collection was considered a continuous task, while reporting was made on both a
continuous and ad hoc basis (Bjornenak and Olson, 1999: 333).
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of achieving goal congruence through aggregation ot cost data. Systems are designed 1n

a top-down fashion because the centre is assumed to know which information has no

value.

Management accounting faced a "crisis of confidence" (Dent, 1990) following "an acute
failure of managerial expertise, and of calculative expertise in particular" (Miller and
O'leary, 1993: 188). Following the "lost relevance" of management accounting (Johnson
and Kaplan, 1987) there was development of a new market for new accounting - (e.g.
activity-based costing, throughput accounting, target costing, economic value added).
Traditional systems were condemned as producing irrelevant (mis)information (Jones

and Dugdale, 2001).

Fitzgerald, et al., (1991) have argued that conventional standard costing and variance
analysis do not provide useful information for cost control. The majority of costs are
fixed with respect to changes in unit production volume, (which is often the case in
service industries). Management accountants (Johnson, 1992) and operations managers
(Nanni, et al., 1992) both agree that such techniques are irrelevant, untimely and cause

manipulation of operations to meet the standard/budget.

Some authors have suggested ways of making management accounting more relevant
via either activity-based costing (Cooper and Kaplan, 1988) or throughput costing
(Galloway and Waldron, 1988). However, these initiatives would only address part of
the problem. Service organisations* today compete on a range of dimensions, (not just
cost and price), so a good planning and control system cannot focus on the financial
dimension alone. Service costing systems must be seen in their wider context, (i.e. as

part of management information systerns44 which embrace non-financial information).

“ Service organisations have five characteristics (Fitzgerald, et al., 1991). (1) The customer is present
during the service delivery process, (which poses threats and offers opportunities to serve managers). (2)
Many aspects of services are intangible, making it difficult to know what the customer values. (3)
Services are heterogeneous in two ways: (a) The frequently high labour content means that service
standards vary from person to person or from day-to-day. (b) Customer expectations may also vary. (4)
Production and consumption of most services is simultaneous, so they cannot be counted or tested prior to
delivery. Finally, most services cannot be stored because they are perishable.

* Management information systems are defined as "a system that enables both internal and external
information to be reported at operational, tactical and strategic levels". Management information systems
cover such dimensions as quality, flexibility and innovation, as well as finance, within an appropriate
control model (Brignal, 1997).
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It is commonly agreed that businesses today are competing across a range of variables,
(not just cost and price), therefore their management information systems should reflect
this (Kaplan, 1983; 1984; Sink, 1985). Fitzgerald et al., (1991) have argued that the
measurement of service business performance across six dimensions, is a vital part of
feed forward, (feedback control at the strategic business unit level). These six
dimensions have been divided into categories. They measure the results of competitive
success. "Competitiveness" includes market share, and financial measures include unit
cost, profit and value added. The other four dimensions measure aspects of the
determinants of that success (quality, flexibility, resource utilisation and innovation).
Cost leaders will tend to focus on measures of resource utilisation and cost. Those
following some form of "differentiation" strategy will slant the mix and weighting of
measures of determinants towards their differentiating aspect, (such as quality).
Measures of competitiveness will be necessary under either strategy. There will be
interactions and ‘trade-offs’ made between the six dimensions as priorities change
through the life cycle. These trade-offs may be of such importance to competitive

success that they must be included in an organisation's reward system.

3.3 Theory of management accounting

The academic production of accounting theory is closely related to economics (Jones
and Dugdale, 2001) - (in terms of the theoretical approaches adopted, the disciplinary
background of the individuals involved, and the organisational setting of university
accounting departments). The issues addressed by those who construct and promote
accounting theory may be very different from the concerns of practitioners - (shown by
the long-running discussion of "the gap between theory and practice" - Edwards and
Emmanuel, 1990). Similarly, Johnson and Kaplan (1987) cite the use of simple
(abstracted) economic models by accounting academics in US business schools, as one
of the key factors for management accounting losing its relevance for management at

local level.

3.3.1 Management Accounting from a neo-classical economic perspective

The neo-classical theory of the firm seeks to represent the choice behaviour of the firm
as a rational solution to the single-person-decision problem (Walker, 1998). Neo-
classical theory has been criticised for its inability to address fundamental economic

realities. Nelson and Winter (1982: 5) criticised “the inability of the prevailing theory to
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come to grips with uncertainty, bounded rationality, the presence of large corporations,
institutional complexity, or the dynamics of actual adjustment processes”. In recent
years various heterodox schools have emerged within economics. These include radial
economics, institutional economics, post Keynesian economics, neo-Marxist economics.
At the heart of many of these alternative approaches is a concern about the fundamental
assumptions of (neo-classical) economic theory (Scapens, 1994). In particular, the

assumptions of economic rationality and market equilibrium.

The two core assumptions of the neo-classical economic® stance are: (a) the rational
maximising economic agent (b) the general equilibrium achieved by market forces
(these have been increasingly challenged by institutional and other heterodox
economists, Scapens, 1994). Institutional economists argue that these core assumptions
are inadequate for such theoretical purposes as understanding economic change and
analysing the process of transformation in a modern economy. They see both individual
behaviour and the working of the market as influenced by institutions (which are social
phenomena in need of theoretical explanation). Machlup (1967) claim that neo-classical
theory of the firm was developed for market and industry analyses, not as description of
what managers actually do. Scapens and Arnold (1986) argued that neo-classical theory
was not intended as an explanation for the behaviour of managers within firms. The
neo-classical theory of the firm does not analyse institutional arrangements which
govern economic activity within the firm (Scapens, 1994). Walker (1998) argues that
the neo-classical model was not designed for understanding the complex issues that

arise in choosing an optimal organisational form.

Simon's concept of "bounded rationality" (in relation to Rational maximising economic
agents), has had a significant impact on institutional economics (Scapens, 1994). Even
the new institutional economists, (e.g. Williamson) claim to be influenced by Simon.
They link Simon's concept of bounded rationality with economising on transaction
costs. They thereby retain the concept of optimising economic rationality, (although
rational choices are bounded by available information and information-processing

ability). Simon argues that individuals must "satisfy, because they cannot maximise".

% Scapens (1994) argues that old institutional economic theory has developed in response to neo-classical
analysis. Old institutional .economic theory makes the "institution" the unit of analysis, rather than the
rational maximising behaviour of individual decision-makers. Neo-institutional economic theory has
developed as extension to neo-classical analysis.

81



He links bounded rationality with ‘satisfying’, rather than optimising behaviour. In line
with this view, old institutional economists argue that satisfying can be seen in rule-

based behaviour.

Economic-based approaches to theory of organisations assumes self-seeking rational
optimisation on behalf of all economic agents. In the specific context of management
accounting, there are two potential problems with this approach (Walker, 1998). The
first is that by ruling out bounded rationalfty on the part of decision-makers, one
automatically rules out any explanation of a demand for accounting reports (which help
decision-makers to understand their decisions). If all individuals are super-rational then

they have no need for decision aids of any kind.

The second problem with super-rationality is that it implicitly carries the assumption
that all individuals share a common understanding of the world in which they operate.
This is an understanding which they all appear to share. The core problem of this
approach is that it fails to consider a socially constructed reality. The influence of social
and cultural factors on organisational structures cannot be easily captured by models

which assume economic agents are adept at calculation.

The economics-based approach sees management accounting as "the provision of
information which is designed to enable decision-makers to make optimal decisions"
(Scapens and Arnold, 1986). Accounting research which adopts agency theory or
transaction cost economics, focuses on equilibrium and optimal solutions. This form of
research may introduce new techniques, but it does not assist our understanding of how
such techniques become an established part of accounting practice in organisations. For
example, it may be possible to demonstrate that the use of activity-based costing (ABC)
is more ‘rational’, than cost allocations based on labour hours. However such ‘rational’
analysis cannot explain why ABC techniques come to be used in some organisations,
but not in others. It also fails to anticipate potential problems or difficulties faced in the

implementation process, (Burns and Scapens, 2000).

When viewed from a perspective of management accounting, (neo-classical economic
theory can be seen to adopt a conventional wisdom's view of management accounting)

for the provision of information in decision-making. This is associated with the design
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of optimal organisational structures. Neo-classical theory of the firm provides an
inadequate theoretical framework. The standard theory of the firm is based on the
assumption of absolute certainty. This assumption is problematic. It cannot explain
organisational structures, because there is no rationale for the existence of firms in a
world of ‘perfect’ certainty. In other words, the conventional theory of the firm is
inconsistent. Economic uncertainty must form an essential part of any attempt to explain
why organisational structures are what they are. Conventional wisdom sees accounting
as an outcome of "rational" behaviour, - aiming to maximise company profits through
the provision of new "optimal" information (Hopwood, 1987; Burns, 2000). This
"technical" view is grounded in neo-classical economic theory of the firm (Scapens and

Arnold, 1986).

3.3.2 Management Accounting from an Institutional perspective
As mentioned in section 2.1, there are three theories used in accounting literature
namely: neo-institutional economics (transaction cost), old institutional economics and

neo-institutional sociology.

3.3.2.1 Old institutional economic theory and Management accounting

Accounting from an Old institutional economic perspective can be understood in terms
of the change in accounting routines that may be part of the assumptions and beliefs of
an organisation (Scapens, 1994; Burns, 1997; Burns and Scapens, 2000). These

assumptions and beliefs, (common to organisational members) are called "institutions".

Oold iﬁstitutional economics was introduced by Veblen (1898; 1919: 239) who defined
an institution as the "settled habits of thought common to the generality of man". OIE is
undergoing somewhat of a revival in research (Hodgson, 1988; 1993; Tool, 1993). It
emerged in opposition to ‘static’ rational-actor economic theorising, and should not to

be confused with neo-institutional economics.

Old institutional economic theory is "a thought or action of some prevalence and
permanence, which is embedded in the habits of a group or the customs of people"
(Hamilton, 1932: 84). Burns and Scapens (2000) apply old institutional economic

theory concepts to show how accounting practices can become routinised. They explain
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the nature of organisational rules and routines in the relationship between action and

institution, (from old institutional economic theory).

Burns and Scapens (2000) argue that habits are personal. Routines may involve groups
rather than individuals. Therefore, routines represent patterns of thought and action
which are habitually adopted by groups. Organisational routines play an important role

in the relationship between actions and institutions.

Habits and routines are be particularly useful in dealing with the uncertainty and
complexity of everyday life. In a complex and uncertain organisational world (i.e. the
GOGCWS), it is impossible for an individual to make choices which are ‘assumed’ in
rational economic models (Simon, 1957). Given that routines may involve groups, they
become the components of institutions. Institutions may enforce formal and social
coherence upon human activity, (partly through continuing production and reproduction
of habits of thought and action, Scapens, 1994). Parsons (1940: 190) argued that
“institutions are 'normative patterns' which define what it is to be part of a given group
or society. Institutions are proper, legitimate, and expected modes of action or social

relationship”.

Scapens (1994) highlighted the importance of rules when he argued that "rules are
necessary to co-ordinate and give coherence to the actions of groups of individuals". He
argued that individuals are able to give reasons for following rules, and the rules
themselves may be the result of earlier action. In this way, although rules and routines
may give structure and coherence to individual action, the rules themselves will have
emerged through actions (Scapens, 1994: 309). Institutional economists see the
relationship between past actions and current rule-based behaviour, as complex and

socially-constructed.

Burns and Scapens (2000) found a two-way relationship between rules and routines as

illustrated in figure 3.3.
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Figure 3.3: The relationship between rules and routines

A >
Rules B Routines

9

Source: Adapted from Burns and Scapens (2000), "Conceptualising Management Accounting
Change: An Institutional Framework"

Arrow A refers to the first direction between rules*® and routines. It is here that rules are
established (e.g. budgeting procedures), and through their implementation, routine will
emerge. Arrow B refers to routines. These routines either deviate from original rules, or
were never originally set out in the form of rules. In such cases, it may be decided to
formalise established routines in a set of rules. Hence the process moves from routines

to rules.

In order to explore the role of rules and routines in the relationship between actions and
institutions*’, it is useful to begin with Giddens theory. Giddens (1984) looked at the
relationship between actions of ‘knowledgeable’ actors and the structuring of social
systems. He distinguished between systems (which comprise discernibly similar social
practices, - reproduced across time through individual action), and structures which bind
those social practices into systems. His theory assumes systems are not structures, but

contain structures which are drawn upon in action.

Burns and Scapens (2000) argue that both Old institutional economic theory and
Giddens theory contain systems. These are thoughts and actions of some prevalence,
permanence and structure, (i.e. embeddedness in habits and customs). According to Old
institutional economic theory, it is important to view rules and routines as interacting
between the realm of action and realm of the institutional (Burns and Scapens, 2000).

Figure 3.4. illustrates this.

“¢ Formulated rules may become modified when a group finds mutually acceptable ways of implementing
them (Burns and Scapens, 2000).

47 Scapens (1994: 309) found there is no simple, one-way direction of causality between institutions and
actions. There is a duality in the relationship between them. Institutions which influence actions, are
themselves often the outcome of those actions. Hence, institutions do not determine actions, nor do
actions create institutions. There is a duality between institutions and actions (Scapens, 1994).
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Figure 3.4: The process of Institutionalisation

Institutional Realm
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Key : a =encoding b =enacting ¢ =reproduction d = institutionalisation
Source: Burns and Scapens (2000), p. 9. -

The framework combines both synchronic*® (arrows a and b) and diachronic (arrows ¢

and d) elements. Burns and Scapens (2000) found that there are four processes.

The first process (arrow a) indicates the encoding of institutional principles into rules
and routines. Existing routines will encode prevailing institutional principles, (which in
turn will lead to the formulation of routines). This encoding process draws on
assumptions which comprise institutional principles and follows the process of change

into existing meanings, values and power.

The second process (arrow b) involves actors enacting the routines (and rules) which
encode institutional principles. The third process (arrow c¢) occurs when repeated

behaviour leads to a reproduction of routines.

The fourth process (arrow d) is the institutionalisation of rules and routines which have
been reproduced through the behaviour of individual actors. This involves a
disassociation of patterns of behaviour from particular historical circumstances. Rules

and routines therefore take on a normative and factual quality, which obscures their

% ‘Institutions’ constrain and shape action at specific points in time. Actions produce and reproduce
institutions diachronically, (i.e. through their cumulative influence over time).
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relationship with the interests of different actors. In this way, rules and routines become
‘the way things are done’. In this way, routines themselves can be institutionalised. In
other words, it becomes an established way of behaving. Routines become an
unquestioned way of doing things. The institution assumes that these routines represent
appropriate behaviour for a particﬁlar social group. The routines themselves are the
local environment of the institution. If the institution is accepted in its external

environment, the more likely it is to influence action and to resist change.

Management accounting in institutional theory (from an old institutional perspective)
. provides the basis for decision-making. It also assists in the formation of expectations
and beliefs. The extent to which accounting practices give social coherence and.
meaning to organisational behaviour, and allows individuals, and groups within firms to

give meaning to their day-to-day activities.

Burns and Scapens (2000) argue that Old institutional economic theory provides a focus
for organisational routines and institutionalisation. In management accounting, OIE
focuses on change in organisational routines. Burns and Scapens (2000) see
management accounting as a routine, and therefore potentially institutionalised. They
believe that management accounting can come to underpin the ‘ways of thinking and
doing' in organisations (Mouritsen, 1994). This means they view management

accounting as an institution within an organisation.

3.3.2.2 Neo-institutional economic theory and Management accounting

Neo-institutional economié theory has been studied by many researchers - (e.g.
Williamson, 1975; 1985; 1996; and North, 1990). Neo-institutional economic theory has
been employed in accounting research (Spicer and Ballew, 1983; Johnson, 1983; Spicer,
1988; Colbert and Spicer, 1995). Scapens (1994) argues that neo-institutional economic
theory remains firmly rooted in "static" neo-classical economic theory. On the other
hand, Old institutional economic theory attempts to explain phenomena in "processual"

terms, (examining why and how things become what they are (or are not), over time.

As Burns (1998) points out, the "markets and hierarchies” theory has probably exerted

more influence on management accounting research, than any other branch of new-
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institutional economics . The discussion of this sub-section will restrict itself to the link
between management accounting and transaction cost theory. The basic components of

the transaction analysis framework are illustrated in table 3.3.

Table 3.3: The Basic Components of the Transaction Analysis Framework

Transaction The cost of running the system, and include ex-ante
costs (e.g. drafting and negotiating contracts), and ex-

post costs (e.g. monitoring and enforcing agreements)

Governance Structures

Markets versus Hierarchy | - Markets - where transactions are conducted between
firms, (e.g. manufacturer and wholesaler)

- Hierarchies - (where transactions are conducted within
a firm, (e.g. vertically-integrated supply chains) are

compared for their relative efficiency in sustaining

recurrent trading relationships

Assumptions regarding human nature

Bounded rationality Decision-makers intend to be rational, but are
constrained by their limited information-processing and

communication abilities

Opportunism Decision-makers may unscrupulously seek to serve their
own self-interests, and it is difficult to determine who is

trustworthy and who is not

Degree of asset specificity | Problematic, when an inter-firm relationship is
supported by specific assets. (Degree of asset
specificity, whose values are limited to outside the focal

relationship)

Source: Standifird, S. and Marshall, R. (2000)- "The Transaction Cost Advantage of Guanxi-Based

Business Practices", p. 17:18

Three factors determine the extent of transaction costs: bounded rationality,

opportunism and asset specificity (Dietrich, 2001). In the absence of any of these

* The application of neo-institutional theory in accounting is not restricted to perspectives derived from
economics. It is also evident that neo-institutional sociology plays an important role, (for example:
Covaleski and Dirsmith, 1998; Covaleski et al., 1993).
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factors, transaction costs will be zero, and asset specificity is given a pivotal role. Two
types of specificity are particularly relevant for the current discussion. "Site" and

n30 specificity arise from ‘learning by doing’. These asset specificities lead to ex

"human
post lock in between contracting partners. Hence, they aggravate bargaining and
policing problems if ‘arms-length’ contracting is adopted. Such problems can be readily

managed by using an authority relationsﬁip which is accepted by all contracting parties.

An existing management a‘ccounting system is consistent with a transaction cost logic.
The development and use of accounting systems involve resource expenditures which
transactions cost theorists deem as important. Systems provide an important means of
codifying rights and responsibilities. Without this codification, the policing and
economising of behaviour would be difficult (if not impossible). Changes in accounting
system can be explained as response to change in the factors which determine
transaction costs (e.g. bounded rationality and asset specificity). The historical
development of management accounting has been analysed (Johnson, 1983; Johnson
and Kaplan, 1987), likewise the internal organisation (Spicer and Ballew, 1983),
transfer pricing (Spicer, 1988; Colbert and Spicer, 1995), and financial control
(Ezzamel, 1992).

Zimmerman (1997) approaches management accounting from a neo-institutional
economic perspective. He argues that management accounting cannot be properly
understood without a theory of the nature of an organisation. Zimmerman's (1997)
contribution shows how the transaction costs approach can provide a general framework
to which all standard management accounting techniques can be applied. Zimmerman
sees management accounting as a general organisational design problem. The design of
an organisation involves three key issues: (1) the optimum division of decision rights
(2) the establishment of systems for measuring and evaluating the performance of
decision centres (3) the choice of system for linking rewards and promotions to

measured performance.

%% In addition to site and human asset specificity, Williamson (1985) speaks of "physical" and "dedicated"
asset specificity. The former involves specialised equipment, the latter, - generalised investments which
produce outputs for specific customers. From a transaction cost perspective, human and site specificity
lead to vertical integration, (i.e. firm-based organisation), whereas physical and dedicated specificity lead
to quasi integration (Dietrich, 1994).
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Transaction cost economics has been criticised for failing to recognise the importance of
the institutional environment (Robins, 1987). Williamson's (1991) discussion of the
hybrid form is a direct response to this criticism. Predictions concerning the hybrid form
revolve around the existence of contract law (Williamson, 1991). The hybrid structure is
one exception (Granovetter, 1985). Contract law characterises institutional structures.
Lack of contract law is assumed to represent a lack of institutional structure (Nee, 1992;

Xin and Pearce, 1994).

The main weaknesses of Zimmerman’s (1997) theory is that he fails to discuss any
alternative approaches, (and their respective strengths and weaknesses). He also chooses

to ignore all sociology-based literature on management accounting.

Hopper and Armstong (1991) identify fundamental problems in the theoretical
framework of neo-institutional economic theory (transaction costs economics). These
are (1) the term "transaction costs" has never been precisely defined (2) There is a
failure to consider links between product markets, power and organisational forms (3)
There is a failure to take into account the influence of social and political processes on
the development of firms (4) A failure to consider the potentially exploitative nature
between capitalist firms and their employees. In relation to point one, Walker (1998)
argues that ‘labour process theory’ is also guilty of using terms which are difficult to
precisely define, (e.g. "class", "power"). “It is difficult to see why product market
conditions should influence organisational form (at least as a first order effect”), (his
response to the second point). The problem with considering political and social forces
is the implication that one cannot study any economic phenomena in isolation from

everything else”, (his response to the third criticism).

3.3.2.3 Neo-institutional sociology theory and Management accounting

Scott (1987) distinguishes four sociological research directions and offers a definition of
institutional theory which has been utilised in organisational analysis. The first
approach sees the structure of the organisation as adaptive, and the result of individual
and environmental influences/constraints (Selznick, 1957). ‘Institutionalisation’ refers

to this adaptive process, (Scott, 1987: 493).
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The second approach sees institutionalisation as a process of “creating reality’, and 1s
based on the idea of a ‘shared reality’, (i.e. a construction created in interaction between
people), (Berger and Luckman, 1967). ‘Institutionalisation’ is viewed here as the
process whereby actions are repeated over time, and are assigned similar meanings by
the subject and by others. In this process, individuals come to accept and share a

definition of reality (Scott, 1987: 495).

The third approach has its roots in the work of Berger and Luckman (1967).
Institutionalisation is seen not as a process here, but as a set of elements (Scott, 1987:
497). Meyer and Rowan (1977) suggest that organisations adapt to the wider
environment in order to gain legitimacy, resources, stability and survival. An
organisation can gain legitimacy by turning to experts in a specialist field, (e.g.
accounting). The external symbolic, rhetorical or political order is a major influence on
the internal structural order. DiMaggio and Powell (1983) propose three ways in which
an organisation conforms to symbolic order: (1) coercive (2) mimetic and (3) normative

processes.

The fourth approach sees institutions as distinct societal ‘spheres’. There are ‘symbolic’
and ‘behavioural’ systems, but these differ from institutional ‘spheres’ (Scott, 1987:

499).

Sociological theory shares a concern with the normative institutionalist approach.
Sociology theory looks at the role values play in shaping behaviour within a structure.
Selznick (1957) distinguished between organisations as ‘structural expressions of
rational action’ and organisations as ‘normative and adaptive’. The latter view is similar

to the March and Olsen perspective (1989, 1995).

What appears to differentiate the sociological perspective from the normative
institutionalist perspective is the relationship with the environment. This view, is
common with one major strand of organisational theory. It looks at organisations as
both dependent upon the resources of their environment, in tum,‘ shaped by that
environment. March and Oslen (1989, 1995) see institutions as largely autonomous
‘actors’, (at least after their initial formation). The sociological perspective places an

institution on the periphery.
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Neo-institutional sociology (DiMaggio and Powell, 1991; Scott, 1995) has previously
been employed in accounting research (Covaleski et al., 1993; 1996; Carruthers, 1995).
Although there is a significant overlap between Old institutional economic theory and
neo-institutional sociology, the former deals directly with the emergence, continuity and
change of institutions through time (Scapens, 1994). Neo-institutional sociology focuses

"I while old institutional economic theory examines micro-

more on "macro-institutions
institutions within organisations (Scapens, 1994: Burns, 1996; 1997). Neo-institutional
sociology research in accounting, focuses predominately on extra-organisational
institutions (their social, economic and political effect) (Covaleski et al., 1993; 1996;

- Carruthers, 1995; Fligstein, 1998).

Miller (1994: 2) argues that "Whilst accounting shares with statistics the ability to
translate qualities into quantities, it does so largely by translating these qualitative

differences into financial values which need no further referent".

3.4 Conclusion

This chapter has shown that there are different views of accounting. It has highlighted
the relationship between accounting and organisational decision-making. This led the
researcher to address the question "What role has accounting played in the GOGCWS?"
(see chapter 11.2.1). This chapter has stressed the importance of the social aspect of
management accounting. It concludes that accounting cannot be conceived as purely an
organisational phenomenon. This led the ;esearcher to examine the external
environment of the GOGCWS (see chapter 9). It also led him to explore the social

aspect of privatisation in the Egyptian water industry (see section 10.1).

The chapter has reviewed different views of management accounting and its different
roles (passive optimiser, passive co-ordinator, active regulator and active co-ordinator).
It highlights the problem of management accounting generally and in organisation

services particularly.

This chapter has argued that the institutional theory approach has the potential to

provide a useful theoretical framework for understanding management accounting (cost

3! For example a generally-accepted accounting principle at society level (Mezias, 1990).
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management) practices. This led the researcher to adopt two propositions from
institutional theory in order to explain the findings of this research. These two
propositions are: firstly, government policy (coercive isomorphism) shaped the limited
use of cost management for efficiency, optimisation and strategy; secondly

organisations are the 'theatre' in which institutions are visible.

This chapter has given an overview of management accounting theory. It has criticised
and shown the limitations of management accounting from a neo-classical economic
stance. The chapter has outlined some alternative approaches to management
accounting, (namely neo-institutional economic theory, old institutional economic
theory and neo-institutional sociology theory). The next two chapters are going to
discuss the elements of cost management (chapter four focuses on the first two
elements: efficiency and optimisation and chapter five indicates the third element which

is strategy).
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Chapter 4

Models of cost management

4.0 Introductioyn

The aim of this chapter is to illustrate literature relating to a model of cost management.

For this purpose, the chapter is divided into six sections.

The aim of the first section is to examine the concept of efficiency (i.e., Pareto.
efficiency, technical efficiency, and economic efficiency) and the ways of using cost

management to increase efficiency.

The second section illustrates the link between institutional theory, transaction cost and

efficiency. It argues that efficiency framework is favoured by transaction cost theories.

The third section reviews literature relating to activity based cost (ABC), emerging
ideas and its core idea, the difference between ABC and traditional accounting systems,
the adoption of ABC and its criticisms, the limitations of ABC and alternative

approaches. It also highlights the relation between ABC and institutional theory.

The fourth section discusses activity-based management (ABM) as ABC cannot totally
eliminate arbitrary allocation of overheads. The key extension of ABC is into ABM.
This section discusses emerging literature on ABM and the similarity and differences
between AMB and ABC, the difference between the views of traditional cost and ABM,

and its cost and importance.

The final (fifth) section outlines the main conclusion of this chapter.
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4.1 Efficiency

The aim of this section is to review literature relating to the struggle for efficiency.
Control has two problems:

(a) The regulation of the processes of the formulation of purpose

(b) The regulation of the processes of purpose achievement

Thompson (1967) suggested these problems could be further understood through three
major themes; firstly, the establishment of purpose; secondly, the pursuit of

effectiveness; and finally, the struggle for efficiency.

The control of efficiency via the loop of the budgeting and reporting process, in
connection with standard costing as a part of design and planning process, leads to the
emphasis given to calculation and analysis of variances. For example Ezzamel, et al.,
(1994) stated that companies are focusing on improving the technical capabilities of
their management accounting system in order to improve their costing calculations and
therefore enhance their efficiency. But control of efficiency and standard costing might
have become obscured by the attention paid to the observation and analysis of

variances.

Pareto improvements>> have come to be labelled improvements in efficiency, and,
Pareto optimal situations have come to be labelled efficient situations, and in the
process the special assumptions that “lie behind this persuasive shorthand have tended
to become obscured” (Williams and Giardina, 1993: 66). It is quite difficult to resist a
proposal which has apparently been demonstrated to improve efficiency, yet there may

be very good reasons for doing so in certain circumstances.

Efficiency is the relative amount of inputs used to achieve a given level of output
(Horngren, et al., 1999: 539). Efficiency is the relationship of outputs to given sets of
inputs (Berry, et al., 1995). This relationship can be expressed in many ways.
Accountants find themselves relating the value of outputs in the market-place to the
value of inputs in the factor market place: raw material and supply, labour,

management, capital and financing, and technology, concluding that efficiency gains

52 The general rule is that, if such a change means at least one person is better off, and leaves nobody
worse off, that change is “Pareto improvement”, and if the system reaches a situation in which it is
impossible to make someone else worse off, that situation is “Pareto optimal” (Williams and Giardina,
1993: 66).
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might occur if either the value of the outputs rises per unit of input, or the cost of inputs
fall per unit of output. It is helpful to notice that even technical efficiency gains
measured in this way might be confusing in relative price changes and gains in technical

efficiency during the transformation process.

“Thompson (1967) argued that technical efficiency can only be discussed in a bounded
system where the boundaries are closed for analysis, and that effectiveness can only be
discussed in an equally, but different, bounded system. Purpose will tend to be

unbounded and to be the product of social interaction.

Figure 4.1: Bounding domains for purpose, effectiveness and efficiency

Purposes

Input___| |y Output

Effectiveness

Efficiency

Source: Berry, et al., (1995)- “Management control”, p. 6.

Does efficiency variance occur in fixed manufacturing overheads? Horngren, et al.,
(1999) argue that the efficiency variance® pertains only to variable manufacturing
overhead. There can be no notion of efficiency for fixed manufacturing overhead
because this does not alter with changes in output level. With fixed capital equipment,
the most important issue is not “what you have but how you use it”. Against this,
management accounting texts assumé that capacity and efficiency are fixed at the level
set by “currently variable standards based on efficient operating conditions” (Ricketts

and Grays, 1988).

Miller (1989) argues that the vocabulary of cost provides the basis for an economic
language of organisational motive, which subsequently informs the construction of new
operational concepts of accountability and performance measurement. Priority

objectives were seen in terms of “reviews of operating costs”, “cost saving investment

programmes” and “close examination of the potential for further cost saving”. Better

33 Efficiency variance: the difference between the actual quantity of input used and the budgeted quantity
of input that should have been used multiplied by the budgeted price. Also called input efficiency
variance or usage variance (Horgnern, et al., 1999: 523).
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management information systems, new performance measures, cost base reviews, new
methods of budgeting, more rigorous business planning, the introduction of new
technology and reductions in manpower were all extolled as a means of securing

reductions in costs. Achievements and measures of performance were reported in terms

of “cost saving”.

Al-Hazami (1995) in his literature review on management accounting and the
accounting and control paradigm concludes that three ways of using cost management
to increase efficiency are discussed: throughput costing (Waldron and Galloway, 1988;
1989a, b; Darlington, et al., 1992; Dugdale and Jones, 1994; Tayles and Walley, 1994),
benchmarking and target costing® (Monden and Hamada, 1991; Tani, et al., 1994), and
cost leadership55 (Porter, 1985; Simons, 1990). These ideas on cost management are
driven by the economics of internal organisation and transaction cost analysis (Coase,
1937; Alchian and Demsetz, 1972; Williamson, 1975; Jensen and Meckling, 1976). A
brief discussion on each of them - three ways of using cost management to increase -

efficiency - is given below:

The first method of using cost management to increase efficiency is throughput
accounting (TA). Galloway and Waldron, published a series of articles in Management
Accounting in late 1988 and early 1989 explaining the ideas of throughput accounting.

They identify three concepts which should be taken into consideration:

(1) Manufacturing units are an integrated whole whose operating costs in the short term
are largely predetermined. It is more useful and infinitely simpler to consider the entire
cost, excluding material, as fixed and to call the cost the "Total Factor Cost" (TFC).
Dugdale, et al., (1996) illustrate the core idea of this concept and say Galloway and
Waldron point out that any approach to allocation of overhead, particularly
depreciation, is likely to generate misleading information (for example, cost per hour

rate) and so lead to poor decisions.

3 For target costing (see section 5.5).

55 See section 5.2.2.
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(2) For all business, profit is a function of the time taken for manufacturing to respond
to the needs of the market. This in turn means that profitability is inversely proportional
to the level of inventory in the system, since the response time is itself a function of all

inventory.

(3) It is the rate at which a product contributes money that determines relative product
profitability. And it is the rate at which a product contributes money compared to the
rate at which the factory spends it that determines absolute contribution as sales revenue
less material costs. If the total of this contribution from all products per unit time
exceeds total expenditure per unit time then an overall profit will be generated

(Dugdale, et al., 1996).

Galloway and Waldron's first concept indicates that throughput accounting presumes
that all factory costs (except materials) are fixed in the short/medium term - the opposite
of activity based costing, which presumes all costs to be variable! Throughput
accounting is therefore closely allied with traditional contribution analysis which
emphasises the importance of maximising contribution in order to maximise short-term

profits.

The second concept is rather contentious. It is hardly self-evident that profitability is
inversely related to manufacturing response time and Galloway and Waldron's

corollary, in order to maximise, is hardly easier to accept.

The third concept is very similar to the traditional idea of "contribution per unit of
limiting factor". Galloway and Waldron argue that profitability will be maximised by
maximising the rate at which cash is generated (cash being the difference between
selling price and material cost for each product), and they propose that products be

ranked according to the throughput accounting (TA) ratio which is defined as:

_ Return per factory hour
Cost per factory hour

Where: -
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Sales price— Material cost

Return per factory hour = -
Time on key resources

Total factory cost

Cost per factory hour = _ .
Total time avaliable on key resource

Dugdale, et al., (1996) argue that aspects of throughput accounting can be integrated
into conventional theory. The particular usefulness of the TA ratio appears to be that it
indicates whether, if one product only were manufactured, the result would be a profit

or a loss (a TA ratio of more than 1.0 indicates profit, less than 1.0 indicates a loss).

In conclusion, cost derived by activity costing and by throughput accounting serve very
different purposes. Activity costing aims to identify all overhead costs with a product as
accurately as possible. A medium to long term time-scale is envisaged so that product
strategy decisions can be reflected in changed levels of overhead costs. Throughput
accounting costs focus on short term with overhead attributed to product accounting and
usage of existing manufacturing bottlenecks. In short, the view of Dugdale, et al.,
(1996) is that the idea of building up product cost on a "throughput accounting"

principle is probably impracticable.

The second way for using cost management to increase efficiency is benchmarking and
target costing. The following section will discuss benchmarking and the fifth chapter

will discuss target costing.

American Productivity and Quality Centre defines benchmarking as "a systematic and
continuous measurement process, a process of continuously measuring and comparing
an organisation's business processes against business process leaders anywhere in the
world to gain information which helps the organisation to improve its performance"

(Beretta, et al., 1998: 11).

Benchmarking was seen as a management technique to be used only by specialists and
to be applied only when large breakthrough improvements were needed, often in a crisis

situation. Benchmarking has since become an important tool in the management
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process. It represents ongoing, structured comparisons with the goal of promoting
continuous improvement from organisational solutions adopted by each company in
managing its business processes. Clarke and Marton (1997) argue that benchmarking is

a tool for change management.

There is no doubt that organisational aspects of the benchmarking process are crucial to
the success of the project. Benchmarking attempts to help companies by providing
reliable answers to two basic questions: how much can the performance of process be
improved and which practices lead to best performance. Beretta, et al., (1998) argue that
there are at least four methodological issues that are extremely critical to the success of
benchmarking projects. These four methodological issues are: (a) how to define the
performance measures (b) how to achieve comparability of performances (c) how to
identify best practices (d) how to evaluate the transferability of best practices. The core

idea of each element is discussed in turn

The first methodological issue is how to define performance measurement.
Benchmarking is aimed at answering two basic questions connected to breakthrough
performance improvement: (1) how much can a company improve its performance? (2)
how to dramatically improve performance? Connecting performance measurement of
accounting activities to value generation implies two logical shifts in performance
measurement methodology: (1) changing the point of view: from organisational units
(the accounting department) to organisational processes (the accounting processes). (2)
expanding the traditional cost based perspective: from a uni-dimensional perspective
(typically cost-based), to a multi-dimensional perspective (considering the process

cycle, time and quality of services as well as cost).

The problem in defining performance measures is how to compose a well-balanced
multi-dimensional vector (integrating cost, time and quality) for target setting and
evaluation of an accounting process. The performance should include three performance

measures: cost minimisation, cycle time minimisation and improvement of quality.

The second issue is to achieve comparability of performance. This issue relates to
comparing company performances for benchmarking purposes. The boundaries or

parameters of the process context need to be established for comparability of
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performance targets derived from external benchmarks. The performance of an
accounting process is dependent on the way resources (mainly human resources) are
organised, the way technology (mainly information technology) is applied to the

process, and the peculiarities of the process environment (or context).

In short, comparability of performance data has to be assured through the identification
of the structural performance drivers that mostly influence the context in which the
process is managed. For accounting processes, structural performance drivers are

process specific more than industry specific.

The third methodological issue is to identify best practice. Benchmarking should not be
limited to gap measurement. It should help management identify the drivers or practices
underlying the best performance (Beretta et al., 1998). The starting point is the task of
defining what is best practice. Although the idea of best practice implies universality,
universality has two invincible enemies in benchmarking. The first is the fact that there
is no practical possibility to include in a benchmarking study all the best practitioners.
So, best practices are those that, having applied certain criteria of performance
evaluation, have proved to work better than others among all that we benchmarked. The
second enemy is the fact that in operations it is very difficult to prove that there is one

best way of doing something.

In summary, for identifying best practices in accounting processes, an effective
benchmarking methodology should clearly show the different ways accounting
activities can be carried out and how they are connected with each other (practices).
Also, it should highlight the functionality induced on accounting processes by non-

accounting processes and practices (enablers).

The final issue is how to evaluate the transferability of best practice. Benchmarking is a
methodology intended to facilitate learning from outside. However, sound practices
developed by one company often cannot simply be adopted by another company.
Identification of best practices should be followed by the test of transferability in
different contexts. What is needed is a methodology for the specific to a well defined

context.
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4.2 Institutional theory and efficiency

Granovetter (1985) claims that transaction cost theory provides an under-socialised
account whereas institutional thedry offers an over-socialised perspective. More
specifically, "economic approaches to the study of organisation, transaction cost
analysis included, generally focus on efficiency" (Williamson, 1981a: 549). Whereas
"institutional theorists place particular emphasis on legitimation processes and the
tendency for institutionalised organisational structures and procedures to be taken for

granted" (Oliver, 1992: 563), regardless of their efficiency.

Peter and Royston (1997) argue that transaction cost and institutional perspectives are
not necessarily in conflict, but are complementary elements of a constrained-efficiency
framework. The constrained-efficiency framework illuminates the adoption of
organisational designs by viewing organisations as efficiency seeking (Nelson and
Winter, 1982) under cognitive and institutional constraints, as opposed to efficiency

optimising.

Transaction cost theory has evolved from the initial question, why do organisations
exist?, to address questions of more immediate concern to organisation theory. In
particular, what designs will organisations adopt under various circumstances
(Williamson, 1992)? Thus, Williamson (1981a: 568) suggested that the reason "there
are so many kinds of organisation [is] because transactions differ so greatly and
efficiency is realised only if governance structures are tailored to the specific needs of
each type of transaction". Transaction cost explanations have been employed to
examine hierarchies, franchises, multidivisional, conglomerates, holding companies
(Williamson, 1975), clans (Ouchi, 1980), networks (Jarillo, 1988), and market-hierarchy
hybrids (Williamson, 1991b). In each of these explanations, the rationale for existence
of any given organisational design is its efficiency compared to the set of available
alternatives, including markets (Winter, 1991). In this sense, the transaction cost
explanation rests on a comparative-.efﬁciency account of design selection (Klein and

Shelanski, 1994).

102



Peter and Royston (1997) argue that the conceptual foundation for the constrained-
efficiency framework is cognitive® constraints, competitive®’ pressures and institutional
influences. For the purpose of this research the concentration will be on institutional
pressures. Williamson (1992: 41) is .explicit about the role of institutional environment
suggesting that "the institutions of governance (firms, markets, hybrids, bureaus) are
embedded in the institutional environment". However, the institutional environment
envisioned by transaction cost economists consists only of the "set of fundamental
political, social and legal ground rules that establishes the basis for production,
exchange and distribution" (Williamson, 1993: 111). The institutional environment
envisioned by institutional theorists includes its more cognitive and sociological
elements, such as patterns of social relations (Burns and Wholey, 1993) and

embeddedness interpretations (Meyer and Rowan, 1977).

Scott (1987: 493) pointed out, "the beginning of wisdom in approaching institutional
theory is to recognise at the outset that there is not one buf several variants". The critical
consideration is the contrast between transaction cost theory, which addresses an
organisation's concerns with efﬁcieﬁcy, and institutional theory, which "demonstrates
how non-choice behaviours can occur through the exercise of habit, convenience, or
social obligation" (Oliver, 1991: 151). In its strongest form, the institutional approach
rejects the premise that organisational phenomena are the products of rational choice
based on technical considerations (Westney, 1993). Rather, emphasis is placed either on
the decisions made, or on the pressﬁres to secure legitimacy that operate on

organisations, or both.

In general, institutional theorists have been more interested in explaining uniformity
than diversity (DiMaggio and Powell, 1983). Isomorphism, a central concept within
institutional theory (Westney, 1993), captures the extent to which the organisational

designs adopted within organisational fields tend toward increasing homogeneity over

% March and Simon (1958) recognised that decision-makers operate under cognitive constraints that
make strict optimising theories untenable. In their framework, and that of Cyert and March (1963),
decision-makers tend to conduct more-or-less limited searches among available alternatives to obtain
satisfying, rather than optimising solutions.

37 Although individuals are cognitively constrained in their pursuit of efficient organisation designs, one
mught still argue that efficency-based competitive pressures should ensure that observed designs will be
those in which organisational efficiency is optimised. However, Robins (1987) stressed that in the
absence of perfect competition, optimal exchange efficiency need not always result.
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time. This emphasis on uniformity naturally leads institutional theorists to focus on the
organisational field, or even society at large, as the primary unit of analysis (DiMaggio

and Powell, 1991).

Echoing Granovetter's (1985) concerns about over-socialised theory, Powell (1991:
194) suggested that "much of the imagery of institutional theory portrays organisations
too passively and depicts environments as overly constraining." Finally, DiMaggio and
Powell (1983) and Tolbert and Zucker (1984) recognised that institutional forces are not
always primary, noting the tendency for early adoption to be driven by technical, as
opposed to legitimacy considerations. These shortcomings are addressed by integrating
elements of institutional theory into the comparative-efficiency approach offered by
transaction cost theorists. The various institutionalisms (Scott, 1987, 1995) may be
grouped into two broad categories of institutional effects: pre-conscious and post-

conscious.

According to preconscious institutionalisation, organisations operate and make choices
in environments where much is taken for granted. These elements, which are either
infused with excess value (Selznick, 1957) or constructed in the process of social
interaction (Berger and Luckmann, 1966), serve as powerful ‘frames’, shaping the
decision-making process by influencing what is or is not perceived by decision-makers.
Preconscious institutionalisation, in other words, corresponds to DiMaggio's (1988: 4-5)
factors "that make actors unlikely to recognise or act on their interests". According to
post-conscious institutionalisation, tangible forces in an organisation's environment
directly or indirectly divert design adoption away from the proposed dynamic in
transaction cost economics (i.e., comparative efficiency) and toward the dynamic of

legitimacy.

Although the terminology may be new, these two constructs find support elsewhere
within the institutional theory literature. Jepperson (1991: 147), for example, stresses
that "one may take for granted some pattern because one does not perceive it, or think
about it [preconscious]; alternatively, one may subject the pattern to substantial
scrutiny, but still take it for granted . . . as an external objective constraint [post-

conscious]".
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Pre-conscious and post-conscious institutionalisation may be discussed 1n relation to
Scott's (1995) normative and cognitive pillars of institutional theory. According to Scott
(1995: 38-39), the normative pillar refers to sets of expectations within particular
organisational contexts of what constitutes appropriate, and thus legitimate behaviour.
Rational action is always grounded in social context that specifies appropriate means to
particular ends; action acquires its very reasonableness in terms of these social rules and
guidelines for behaviour. Here, choices are structured by socially mediated values and

normative frameworks.

In other words, Scott's (1995) normative pillar is grounded in the "logic of
appropriateness” (March, 1981); that is, what is expeéted of organisations. Scott's
(1995) normative pillar may be viewed as either pre- or post-conscious institutionalism.
Much of the writing on normative constraints emphasises how the normative
expectations assume a taken-for-granted form; the ways of organising become
unquestioned, and alternatives become unthinkable (Zucker, 1983). In this sense,
normative expectations correspond to the current use of the term preconscious;
organisational actors may simply be unaware of possible alternatives. However, as soon
as actors deliberately consider alternatives, the normative expectation is no longer
preconscious. Post-conscious institutionalism is evident when organisational actors are
aware of the need to change, but actively consider only é limited range of alternatives,

each of which is acceptable within the prevailing institutional context.

Scott's (1995) cognitive pillar of institutional theory was focused on the frameworks of
meaning by which actors interpret and make sense of their world. Unlike bounded
rationality within transaction cost theory, the cognitive influences emphasised by
institutional theorists (e.g., Fligstein, 1991: 315; Greenwood and Hinings, 1996) relate
to "the internalised symbolic representations of the world" (Scott, 1995: 40). The role of
these symbolic representations has been examined through various terms (see Walsh,
1995) and there have been calls for a more careful synthesis of the cognitive and
normative perspectives (see Scott, 1994). It is important to note that the cognitive pillar
(as with the normative pillar) may be unwitting and therefore preconscious or it may be

post-conscious.
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4.3 Activity Based Costing (ABC)

This section aims to review literature relating to the cost of product generally and

activity-based cost especially.

Cost accounting research has been concentrated on two broad areas (Vollmers, 1994):
(1) The study of modern cost methods and techniques™®, (e.g.; ABC*)

(2) The study of the origin and development of cost accounting (Johnson and Kaplan,
1987; Ahmed, 1992), for example how budgeting and standard costing resulted in

increased control over labour.

Horngren (1995) says in the U.S. during the past 30 years there were three noteworthy
developments in management accounting:

(a) In the early 1960s, emphasis on variable costing and contribution reporting; these
ideas influenced designing and changing of the basic management accounting system
(b) In the late 1970s, emphasis on Zero-based budgeting (ZBB), these ideas gave
welcome attention to how to improve the budgeting process; but ZBB has practically
vanished from actual practice®

(c) In the late 1980s, activity based costing (ABC) dominated U.S. literature on
management accounﬁng. Furthermore, Johnson (1990) describes ABC, variance
analysis, and return on investment as three of the most important management

accounting theories in the twentieth century.

Activity-based costing (ABC) has been established for the best part of thirty years (e.g.
Staubus, 1971) and its current popularity and form can be traced to the development and
implementation in the U.S. (Cooper and Kaplan, 1988; Cooper, 1988). Use of ABC has
spread quickly; to varying degrees, in the US, Canada, and the UK. One might expect
the use of ABC to spread to other countries, particularly countries that share a common

language and have similar capitalistic business cultures.

8 This involves theoretical development, e.g.; new cost drivers, or implementation of these techniques,
e.g.; implementation of ABC.

3% Johnson, 1988; Cooper and Kaplan, 1988; Jeans and Morrow, 1989; Noreen, 1990; Johnson, 1990;
Innes and Mitchell, 1990; Bjornenak and Mitchell, 2000; Daniels, 1999; Malmi, 1999; Innes, et al., 2000

€ 7BB has vanished because it has no history.
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Some factors have contributed to the dissatisfaction with conventional costing systems.
The problem was caused by three compounding factors (Innes and Mitchell, 1995):

(a) The structure of product cost®" in many contemporary businesses had changed
substantially, with production and non-production overhead costs growing in relative
size and importance while direct labour had shrunk dramatically. ’

(b) Direct labour and machine hours have persisted as major bases of production
overhead absorption products. Both of these bases relate fairly closely to production
volume and their use therefore rests on the assumption that overhead incurrence is
output driven.

(c) There is a shift in emphasis from production overﬁead costs driven mainly by output
to production overhead costs driven by the diversity and complexity of production.
Production overheads of this type have been concisely summarised by Miller and
Volluman (1985) as falling within four transaction type categories: (a) Logistical

transactions (b) Balancing transactions (c¢) Quality transactions (d) Change transactions.

Kaplan (1994) argues that traditional cost allocation systems allocated overhead costs
on simplistic measures such as direct labour, or sales dollars or direct costmg systems
that ignored overhead costs entirely for calculating the costs of products. Johnson and
Kaplan (1987); Cooper and Kaplan (1988); Miller and Volluman (1985); all suggested
Activity based costihg — a two stage cost allocation model - to trace overhead costs to
specific activities (cost pools) and then from these activities to individual products or
groups of products using cost drivers. If we assume the previous argument regarding the
traditional cost is right, it is less clear what new approaches could overcome these

limitations.

ABC goes for greater complexity by expanding the notion of cost variability implicit in
the second half of the procedure. ABC uses multiple "cost drivers" linked to functional
activities in all parts of the organisation's value chain, assuming that only activities
cause costs. These factors, together with the lagged relationship between resource
consumption and cash spending, mean that ABC is not a perfect cost control or

prediction model (Piper and Walley, 1990).

8! Product cost: The cost of a finished product built up from its cost element (CIMA, 2000).
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ABC tries to solve the "allocation problem" i1dentified by 1homas (1974), but Brignall
(1997) argues that it is focusing on the wrong area: accurate product cost rather than
cost engineering to gain a target market share at a predetermined price with acceptable
profit, with planned cost reductions through the life cycle as in target costing

(Hiromoto, 1988; Kato, 1993).

ABC may have some merits as a product costing system for those mass services (for
example, Water services) which compete via a "cost leadership" strategy. As they have
significant amounts of short-term fixed, indirect costs, it appears to be a cumbersome

and ineffective method of cost management.

ABC systems could be valuable not only for analysing manufacturing overhead costs
and influencing product design decisions, but also for assigning marketing, selling and
distribution costs to customers, business segments and distribution channels. The
costing field shifted from arguments on how to allocate costs (the traditional domain of
cost accounting) to identifying the cost flows from organisational spending to supply

resources that create the capability to perform organisational activities.

ABC systems came from two theoretical developments (Kaplan, 1994) that elevated the
approach from deductive assertions to scientifically testable hypotheses:

(1) Discovery of the cost hierarchy of indirect and support expenses

(2) The distinction between costs of resources supplied and the costs of resources used

i.e. the role for unused capacity costs.

In comparison with the conventional costing model, (full absorption costing ‘FAC’),
two major points are made by Kaplan and his colleagues:

(1) They move away from the notions of short-term fixed and variable costs which are
an important feature of management accounting’s conventional wisdom, and focus on
the variability of cost in the longer term

(2) They propose a hierarchical resource consumption costing model which assumes
that the costs which are shared at one level will be variable at a higher level (Scapens,

1991; Brignall, et. al., 1991).
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ABC will generate product (or service) line costing which will ditter from those
produced by a traditional system primarily in respect of their indirect cost content. This
is because costs will be attached to products in a way which reflects how these products
have created a demand for, and effected the consumption of, the resources which
comprise the organisation’s overheads. Where this element of cost is material and where
traditional methods of overhead costing (e.g. labour hour/cost rates) do not adequately
capture resource consumption, then the use of ABC will improve the product cost

information which is produced (Innes and Mitchell, 1995).

Turney, 1991a; Kaplan, 1995; and Cooper, et al., 1992 argue that ABC is important
because it allows management accountants to become part of the organisation’s value-
added team by working in conjunction with other organisational and administrative
functions. The Accounting function in firms which choose to adopt ABC moves from a
narrow recording role to a broader management decision-support role. For example, it is
argued that ABC provides more precise costing which leads to more informed pricing
and more informal cost control. Furthermore, the information provided by an ABC
system can also lead to changes in the operational design of the firm. Firms which
choose not to consider ABC may risk having cost systems that possess computational
accuracy but lack conceptual integrity (Emore and Ness, 1991)%2. This is because the
traditional accounting system merely collects and aggregates data but does not reflect or
encourage the changes necessary in today’s manufacturing climate (e.g. computer-
aided-manufacturing, just-in-time production processes, or inventory management
techniques such as material requirement planning). In addition, decision-makers tend to
exclude accountants from the management team when they could benefit from their

insight and expertise.

Bjornenak and Olson (1999: 326) argue that most studies examining the new models
(techniques or ideas) focus on a limited set of characteristics, for example the cost

function assumptions in the ABC model (Noreen, 1991; Christensen and Demski,

%2 This does not suggest that ABC is appropriate for all firms. Contingency theory research in accounting
argues that factors such as the environment, technology, and organisational size and structure influence
the choice of accounting and information systems (Hayes, 1977; Bruns and Waterhouse, 1975;
Waterhouse and Tiessen, 1978; Otley, 1980) and therefore, there is no “universally appropriate
accounting system which applies equally to all organisations in all circumstances”. In practice, Cobb, et
al., (1993) also note that implementation issues (particularly lack of resources) continue to hinder the use
of ABC in UK firms.
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1995). Furthermore, they argue that the ABC literature identifies the need for different

objects®.

Activity-based costing can be considered an administrative innovation. Evan (1996)
distinguishes between technical and administrative innovations. For example, technical
innovations include new products or processes while administrative innovations include
such changes as new organisational structures and internal reporting systems. Hopwood

(1974) and Merchant (1981) classify accounting systems as administrative innovation.

Damanpour and Evan (1984) suggest that administrative innovations more often lead
technical innovations than the reverse. This implies that firms with innovative
accounting (administrative) systems will be more likely to adopt technical innovations.
Further, Dunk (1989) suggests that non-innovative accounting control systems can act

as barriers to technical innovation.

Dunk (1989) also discusses the difference between technical and administrative
innovations and focuses on the lag between administrative (accounting) innovations and
technical innovations. Dunk suggests that one reason that organisations are loath to
adopt accounting innovations (e.g. ABC) is because the perceived economic benefits of
a change in accounting system are difficult to quantify. Kaplan (1984) and Johnson and
Kaplan (1987) also contend that the cost of management accounting systems (which do

not support financial reporting requirements) are difficult to justify economically.

Several surveys have examined the adoption of ABC in companies in the US and report
a range of results. For example, Green and Amenkhienan (1992) state that 45% of
responding manufacturing firms using advanced technologies have implemented ABC
to some degree in their firms. Shim and Sudit (1995) state that 27% of the
manufacturing firms surveyed had fully or partially implemented ABC. A 1993 study
conducted by the Cost Management Group of the Institute of Management Accountants

(1993) found that 36% of responding US firms had implemented ABC and a 1995

% Bjornenak and Olson (1999: 330) identify three major developments regarding descriptive objects in
the new techniques: (a) the traditional focus of responsibility centres and products extended to a larger
number of factors (b) financial data is combined with non-financial data to extend the description of
variability (c) external descriptive objects (e.g. competitors) and external descriptions of variability (e.g.
customer satisfaction) are introduced in the techniques
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survey by the same group (Cost Management Group of the Institute of Management

Accountants, 1996) showed that the percentage of ABC adopters had increased to 41%.

In the UK, Innes and Mitchell’s (1991) research on the implementation and use of ABC
systems reveals that only 6% of surveyed U.K. firms had begun to implement ABC by
1990. Drury and Tayles (1994, 2000) who report that 13% of UK manufacturing firms
had adopted ABC by 1991 found somewhat higher rates of adoption. Recent research
indicates that the upward trend in adoption of ABC continues as Innes and Mitchell
(1995) report that 20% of the top 1,000 firms in the UK have adopted ABC. Innes, et.
al., (2000) review the changes that have occurred in the ABC adoption status of
companies over a recent 5-year period and their result reveals that the use and interest in

ABC has not increased in this time.

Although the result of Innes, et al., (2000) highlighted that the use of ABC has not
increased over the past 5 years. Some changes have been observed in the purposes64 of
ABC. For example, there is an' increase in the use of ABC for cost reduction,
product/service pricing, cost modelling, customer profitability analysis, output
decisions, new product/service design and decreased use of ABC for performance
measurement/improvement, budgeting and stock valuation. Comparatively less research
on adoption of ABC in Canada exists. However, a survey sponsored by the Society of
Management Accountants of Canada found that 23% of responding manufacturing

firms have adopted ABC (Armitage and Nicholson, 1993).

Shields and Young (1989) developed a theoretical model about the implementation of
cost management systems (CMS) that is applicable to ABC. They identified seven
behavioural and organisational factors as being critical to the implementation of CMS:
(a) Top management support

(b) Linkage of CMS to competitive strategies

(c) Linkage to performance and evaluation systems

(d) Adequate internal resources

(e) Training

(f) Non accounting ownership

% The researcher acquired this knowledge from the comparison between the survey in 1994 and 1999
which was highlighted by Innes, et al., (2000).
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-(g) General consensus about objectives of CMS

This approach is in line with the tool approach where researchers survey managers to
determine factors that appear to be important, and correlate these factors with success-
and failure (Shields, 1995; Gosselin, 1997). The table 4.1 summarises prior studies

relating to ABC implementation.

Table 4.1: Prior studies to ABC implementation

Study Method Implementation Model
Cooper et al. (1990) Field study of eight Analysis and action
companies -

Anderson (1995) Field study of one company | Initiation, Adoption,
Adaptation, and Acceptance

Coderre (1995) Theoretical model No stages

Anderson and Young | Surveys and multiple case No stages

(1997) studies of 21 ABC projects

Mackley and Thomas | Field sfudy of one company | Goal attainment, Adaptation,

(1993) Integration and Long term
development

Norkiewicz (1994) Field study of one company | No stages

Shields (1995) Survey of 143 firms that had | No stages
implementation of ABC
McGowan and Survey of 53 employees No stages
Klammer (1997) from 4 target sites
Gosselin (1997) Mail survey'of 161 Adoption and Implementation.

Canadian manufacturing

SBUs

Lemond (1992) predicted that ABC would become a major force in Australia. Yet, Joye
and Blaney, 1990; Dean, et al., 1991, Corrigan, 1996 and Booth and Giacobbe (1995)
report little use of ABC in Australia. In fact Dean, et al., (1991) reported that only 8%
of Australian firms had adopted ABC by 1990 and Booth and Giacobbe found a

similarly low adoption rate of 12% in 1995.
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Surveys of ABC systems in non-English speaking countries, for example, Sweden (Ask
and Ax, 1992), Finland (Lukka and Granlund, 1994). France (Bescos and Mendoza,
1995), Spain (Sales, et al., 1995) and Denmark (Sorensen and Israelsen, 1996)
suggested adoption rates below those recently found in the Anglo-American countries.

Malmi (1997) reported low but increasing emphasis on ABC in Finland.

Kaplan, 1988; and Hartnett, et al., 1994 argue that firms are less likely to change
management practices (e.g. ABC) when costs, especially those relating to inventory
valuation, may have to be restated under financial accounting reporting requirements. In
addition, successful adoption of management accounting practices will not occur

without support from top level management (Shields, 1995).

In theory, it is possible to trace all overheads, but, in practice, it is quite difficult to trace
some overhead costs such as head office administrative costs or joint cost to individual
products, and hence there is still some room for arbitrary cost allocation. For example,
Scapens (1991) described an allocation problem where there might be a temptation to
terminate production of individual products when their joint production is still
worthwhile. In addition, the ABC model has been criticised for being based on the
simple economic analysis which underlies management accounting’s conventional
wisdom, and on the assumption that there is a sense of harmony and co-operation
among operating units, and between operating units and service functions; it does not
acknowledge the possibility of conflict over the allocation process (Ahmed and
Scapens, 1991; Gietzmann, 1991; Bhimani and Pigott, 1992).

Most of the few studies which have addressed ABC success and/or failure have been the
so-called factors studies® (Cobb, et al., 1992; Shields, 1995; Anderson, 1995). The
focus has been on identifying factors which ABC success or failure. Shields (1995), for
example, found top management support, linkage to competitive strategies, linkage to
performance evaluation and compensation, training in implementing ABC, non-

accounting ownership and adequate resources all positively correlated with ABC

% The term “factors study” is borrowed from information technology (IT) implementation literature
(Kwon and Zmud, 1987; Lucas, 1990; Cooper and Zmud, 1990), where it refers to studies which “try to
identify those “factors” most related to IS implementation success and failure (Kwon and Zumd, 1987:
228). Most of these studies are typically cross-sectional seeking statistical correlation between factors
hypothesised to influence implementation outcome and some measure of that outcome.
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success. Cobb, et al., (1992), in turn, suggested that the major problems experienced
with ABC related to the lack of adequate internal resources, particularly staff time and
computer resources. Anderson (1995) identified 21 factors, related to the individuals
involved, the organisation structure, the task, the technology employed and the external
environment, which influenced ABC implementation at General Motors. One problem
with the factor approach is that there is hardly any limit to the number of possible

factors affecting the relative implementation outcome.

Argyris and Kaplan (1994) seek an alternative way of explaining ABC failure by
presenting a behaviour model of why and how employees resist ABC. They build on
Argyris (1985, 1990: 38), noting that “...barriers to change arise from the defensive
routines that participants trigger to protect themselves from experiencing
embarrassment and threat from the new idea’ (see also Cooper, et al., 1992). Apart from
the ABC context Markus (1983) argued that resistance to new information systems can
be understood in terms of organisational power and politics. In a similar vein, Scapens
and Roberts (1993) illustrated how division’s attempts to increase unit accountability
led unit management to resist a new accounting system. Malmi (1997) proposed that
claims on ABC failure result, in part, from asseséing the use and value of ABC’s from

the decision-making perspective.

Innes and Mitchell (1995) said ABC will not solve all of the complexities of product
costing. Some arbitrariness will certainlyvremain. For example, some overheads are
incurred at a level divorced from that of any individual product. Cost drivers may suffer
from the problem of “jointness”. If the number of orders is being used as a driver for
procurement overhead and the direct material for a number of products is made on each
individual order then the association of the cost driver with the individual products
becomes problematic. Indeed the identification of sets of cost drivers, which explain
100 percent of the relationship between products and activity costs, is unlikely. ABC

product costing has some technical difficulties.
Horngren (1995) said the ABC movement, in the late 1980s has been stimulating and

beneficial. Nevertheless, the following aspects are troublesome:

(1) Excessive of the past developments and excessive claims regarding what is new
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(2) The lack of respect for history. For example, although ABC had another name, its
basic ideas were exposited in Longman and Schiff (1955: 70) as practical distribution
cost analysis. Many scholars and consultants have neither time nor the inclination to
explore the history of thought

(3) Outrageous claims. These exaggerations included such statements as all costs are
variable or all costs are fixed

(4) Proneness toward regarding product costs as the major influence on decisions
regarding pricing, product mix, and make or buy decisions

(5) The proclivity to not practice what is preached

(6) The lack of ABC in Japan. American literature abounds with descriptions of changes
in management theory and practice inspired by developments in Japan

(7) The frequent failure of ABC systems to distinguish between resources provided and

resources consumed

ABC has maintained a high profile status as an important management accounting
innovation for well over a decade (Bjornenak and Mitchell, 1999). However, despite a
strong and durable advocacy (Cooper, 1988; Cooper and Kaplan, 1991; 1992; 1998;
Kaplan, 1992), several reservations have been expressed concerning

(a) The substance of its practical attraction (Bjornenak, 1997; Gosselin, 1997; Malmi,
1999), i.e. that it may be a fad or fashion, engendering a bandwagon effect rather than a
genuine and useful technical enhancement

(b) Its decision-making relevance (Noreen, 1991; Bromwich and Hong, 1999), i.e. that
several restrictive (and practically unlikely) conditions must apply before the ABC
information can legitimately be used to generate relevant costs for decisions

(c) The problematic and costly design, implementation and operation of the systems

required for ABC in an organisation context (Cobb, et al., 1992; Malmi, 1997).

Horngren, 1995; and Innes and Mitchell, 1995 summarised the advantages from ABC as
follows: ABC has generated enormous enthusiasm about its basic ideas. It links causes
(cost drivers) with effects (changes in costs). ABC entreats us to choose cost allocation
bases with great care. In particular, we should be aware of the fact that costs are driven
by many factors other than the volume of units produced or sold. ABC has correctly
advocated the use of multiple cost allocation bases that are appropriate cost drivers. It

criticised the overuse of direct labour as a cost allocation base, particularly when it is
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used as the lone base for applying indirect costs to products. ABC has stressed that
executives manage costs by overseeing activities instead of products. The accounting
for costs by activities highlights the interdependencies among activities in many
departments or functional areas. ABC has emphasised that product costs are affected by
all functions in the value-chain, not just by manufacturing alone. It has alerted managers
to the existence of cross-subsidisation among the product cost where there is a wide

range of operating and a wide range of products.

ABC advocates have started to admit that the complexities of a detailed ABC system
may inhibit its use as an ongoing cost accounting system. ABC information may give a
good indication of how a product has consumed resources in the recent past; this may
bear little relationship to future incremental cost (from expansion) or future avoidable
cost (from dropping the product).” The use of ABC will generate information of
relevance to cost control. Overheads are made more visible through pooling by activity
and their underlying cause, to the extent it is reflected in their cost driver, is also
indicated. ABC has given a greater understanding of cost behaviour, improved
communication of cost information due to the logic of ABC. It is also directly related to
how costs are incurred, particularly indirect labour costs, and the gathering of
information to run the system can be a matter of some sensitivity. ABC will result in a
new set of information, which can be used to measure aspects of operational
performance within the organisation, i.e. cost drivers and cost driver rates. These may
provide useful and quick regular feedback to line management and may help to foster

cost consciousness and efficiency (Johnson, 1988).

ABC possesses several compelling positive attributes. It has the potential to contribute
to strategic decision-making, cost control and management and performance
measurement. But both system designers and users, in order to realise the benefits of
ABC and minimise the costs, must exercise some care. Implementation success will
depend particularly on attention being given to the following three factors:

(a) A recognition of the nature and variation in ABC

(b) A recognition that ABC is not a complete general purpose system which will meet

all cost information needs
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(c) A recognition that any ABC system will have some limitations and if not caretully
designed and monitored will have the potential for dysfunctional consequences for the

adopting organisations

Activity based costing has been seen to offer important advantages over traditional
costing techniques including: enhanced product cost accuracy (Brimson 1991; Cooper
and Kaplan, 1987; Roth and Borthick, 1989), more comprehensive cost data for
performance evaluation (Berliner and Brimson, 1988), more relevant information for
managerial decision making (Cooper and Kaplan, 1988), greater potential for sensitivity
analysis (Shank and Govindaragin, 1989), and generally, in providing a novel outlook

on value-adding organisational transactions and activities (Johnson, 1988).

Bhimani and Pigott (1992) argue that although research concerns over such
consequences in relation to organisations implementing ABC.have remained largely un-
addressed. It has been acknowledged that behavioural, organisational and social factors
are likely to be implicated in replacing conventional costing systems with more

complex and innovative accounting techniques (Bromwich and Bhimani, 1989).

ABC is the basis of the cost assignment view in which resources are assigned to
activities and then to cost objects (products). While this process can provide more
accurate costing of products or services, it does not in itself manage costs (Rouse and

Putterill, 2000: 368).

Regarding to the relationship between ABC and institutional theory, Soin et al., (2002)
used old institutional economic theory to interpret the role of management accounting in
organisational change. They present an interpretative study of the introduction and
implementation of an Activity Based Costing (ABC) system in the clearing department
of a UK-based multinational bank. Soin et al., (2002) was concerned with the interplay
between management accounting and other agents of organisational change that drew
on rationalities and legitimating for spheres such as scientific management and human
resource management. Their paper drew on institutional theory in order to understand
the extent of change, as a way of evaluating the relative roles of other institutionalised
practices apart from management accounting and to assess the relative impact of the

new management systems.
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Although it is easy to find technical justifications for ABC in literature, sociological
institutional theory does not automatically assume that particular techniques are chosen
purely for their instrumental efficiency (Sion, et al., 2002). Actors often have a hazy
view on the nature of the problem and have a socially constructed view of reality

(Berger and Luckmann, 1966).

4.4 Activity Based Management

This section reviews literature relating to the cost of product in general and activity

based management in particular.

Williams and Ashford (1994) highlighted four of the changes in control systems and
product costing systems that may be necessitated by new manufacturing technologies:
(1) Competitive pressures necessitating shorter product life cycles and faster
introduction of new products and services. Management Accounting Control System
(MACS) must respond with flexible management structures, project teams and new
performance measures (NFIS)

(2) Emphasis on activity analysis and the supply chain. MACS must respond with much
closer attention to long-term supplier alliances and investigate activity-based
management systems (ABM) and customers' profitability analysis

(3) Adoption of Total Quality Management (TQM). MACS must respond with an
increased emphasis on NFIS, to observe internal and external failure costs, to monitor
prevention costs and to measure the costs of quality

(4) Adoption of Just in Time management (JIT). MACS must respond by making
wholesale modifications to traditional systems based on labour productivity machine
efficiencies, rejection and wastage rates, and inventory holdings. These will no longer
be appropriate and new NFIs must place the emphasis on service to customers and

speed of delivery

The evidence suggests that it will be impossible to eliminate arbitrary allocations of
overheads totally, even under an ABC system, so we must look beyond product costing
to a more appropriate emphasis on process management. ABC may be a useful starting

point.

118



The key to the extension of ABC nto Activity Based Management (ABM) 1s a wider
appreciation of the concept of “drivers”. We can no longer focus on cost drivers alone
but must investigate the manner in which resources are consumed in non-dollar areas
(Smith, 1997). Customers have perceived need in at least four areas, all of which require
simultaneous satisfaction: lower costs, higher quality, faster response times, and greater

innovation.

Activity Based Management (ABM) reshapes how companies manage costs. By
understanding its activities, a company can expose opportunities for performance
improvement that conventional cost accounting systems seldom detect. Cost
management is improved by identifying what the organisation does and providing a
benchmark to judge how much better a company’s performance might be (Brimson,
1996). Activity based management is a system of management which uses activity-
based cost information for a variety of purposes including cost reduction, cost
modelling and customer profitability analysis (CIMA, 2000). Activity-based
management (ABM) is a system that incorporates many of the concepts of strategic
management re-engineering and applies them to cost management (Trussel and Bitner,
1998). Activity based management is a modern cost accounting and management model
that is consistent with the concepts of strategic management and re-engineering. ABM
is both an accurate cost accounting system and a performance improvement tool

(Turney, 1991b).

Business process re-engineering (BPR) is a management tool for redesigning business
processes in order to obtain dramatic improvements in performance measures, such as
cost and quality. The idea behind BPR is to fundamentally revise all aspects of
performing activities, from a revision of strategic goals and operating objectives to an
alternation of work methods. Under BPR, work should be focused on processes and not
functional tasks (Harmmer and Champy, 1993). Activity-based management (ABM) is

similar in nature to BPR but adds the analysis of the cost management.

ABM consists of two viewpoints: a cost view and a process view. Under the cost view,
ABM is a cost accounting system (called activity-based costing). The value of the cost
view is to determine the cost of a product in service. Under the process view, ABM is

used to develop financial and non-financial performance indicators for the output of
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each activity centre. The goal of the process is to measure performance (Trussel and

Binter, 1998). The two viewpoints of ABM are summarised in figure 4.2.

Figure 4.2: Activity-Based Management

Resources (Cost view)

Inputs (Process view) |———— Processes/Activities Outputs

Cost objects

Source: Trussel and Bitner, (1998)- “Strategic Cost Management: An ABM approach”, p. 442

Rouse and Putterill (2000: 368) argue that cost management is pursued via ABM, which
is portrayed in a process revealing the causes (cost drivers) of work or activities, and
focusing attention through performance measurement on how activities are conducted.
The process by which activities are triggered by cost drivers is shown separately to
recognise that the mere occurrence of a cost driver may not in itself initiate an activity
and that management authorisation may be required. Trussel and Binter (1998)
determined ten steps for designing and implementing the process view of activity-based
management. The steps are based upon procedures espoused by Harmmer and Champy,

1993 and Cooper, et al., 1992. The steps of ABM are summarised in figure 4.3.
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Figure 4.3: Implementation steps of the process view of AMB

1- Develop a clear and succinct mission statement

I

2- Determine the cost processes and the major cost objects

I

3- Determine the supporting processes

v
v

5- Define the strategic objectives of each process -

v

6- Set the major operating objectives of each process

v

7- Identify the main activities in each process

Y

8- Develop key performance indicators for each process and activity

v

9- Define the cost drivers for each activity

v

10- Take steps to ensure the acceptance of the new system

4- Form the process teams

Source: Adapted from Harmmer and Champy, 1993; Copper, et al., 1992; and Trussel and Bitner,
1998. '

Cooper, et al., (1992) discuss the implementation strategies of ABM systems for eight
companies: five manufacturing entities, one distribution company, one financial
services provider, and one energy company. Anotos (1992) discusses ABM for a not-
for-profit organisation. Harmmer and Champy (1993) discuss the implementation of

business process re-engineering for several companies.

The steps necessary for designing and implementing the cost view of ABM follow
(Cooper et al., 1992) the cost view of ABM called activity-based costing (ABC):

(a) Determine the activity centre
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(b) Assign costs to the activity centres
(c) Define the cost objects
(d) Link activity costs to the cost objects

The traditional view is that costs are best controlled by department managers who are
responsible for minimising the variance between budgeted and actual costs by cost
element. The efnphasis is on efficient use of resources. The ABM view is that costs are
best controlled by managing the workload, eliminating non-value added activities,
managing the factors that drive costs, continuously improving value added activities,
and streamlining management. The emphasis is on effective use of resources. (Brimson,
1996). In addition to that the initial literature on ABC essentially viewed it as a product
costing system (Cooper and Kaplan, 1988). Whereas ABM was viewed as a broader
management system incorporating activity-analysis, analysis of business processes and

analysis of value and non-value activities.

‘The output from the ABM system can be utilised for many purposes. The costs of all
activities and all programs are more accurately determined. The information from ABM
enables better decisions to be made relating to resource allocation, programme
retention, marketing strategies, programme returns and like (Trussel and Binter, 1998).
Activity information allows managers to identify and eliminate waste. It also confirms

progress in removing waste from operating activities (Brimson, 1996).

Managers need activity information to help them achieve enterprise excellence. Activity
accounting identifies what the organisation does. In order to improve profitability and
performance, it is critical to understand where the enterprise’s precious time goes and,
in detail, what the enterprise does and how it does it. Activity-based management is a
powerful tool for managing the complex operations of a business through a detailed
assessment of its activities. Activity accounting attributes cost and performance data to
activities. Activity cost and performance data provide nianagement with information
needed to determine an accurate prdduct cost, improve the business process, eliminate
waste (non-value added activities) identify cost drivers, plan operations, and set
business strategies. Activity-based management generates cost and production
information in a manner that drives continuous improvement and total quality.

Continuous improvement and total quality control are facilitated by treating each
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activity as a process and identifying the source of cost rather than focusing on the
‘symptoms. In focusing attention on the source of problems, management must assign
responsibility to those departmental activities that drive costs and monitor their

execution to see if the planned results are achieved.

4.3 Conclusion

This chapter has highlighted the concept of efficiency®® and the way67 of using cost
management to increase this. It has been argued that some techniques/tools of cost
management relate to traditional management accounting such as throughput accounting
and others relate to contemporary management accounting (i.e. ABC). The chapter has
argued that institutional theory (sociology institutional theory) does not automatically
assume that particular techniques of cost management are chosen purely for their

instrumental efficiency.

The chapter has highlighted the focus of transaction cost theory (under-socialised) and
institutional theory (over-socialised). It has been argued that transaction costs and
institutional perspectives are not necessarily in conflict. It shows the transaction cost
explanations rests on a comparative-efficiency account. The chapter has also
highlighted the importance of institutional environment and shown that isomorphism is
a central cdncept within institutional theory (DiMaggio and Powell, 1983). Scott (1987;
1995) grouped institutional effects into two board categories: pre-conscious and post-

conscious.

Figure 4.4 will help to demonstrate that some of the new tools of cost management -

ABC/ ABM - contain aspects of the same idea used in past tools of cost management.

Figure 4.4: Models (tools) of cost management

FAC » | ZBB ABC » | ABM

% Efficiency is the relationship of outputs to given sets of inputs. It can only be discussed in a bounded
system where the boundaries are closed for analysis.

57 There are three ways of using cost management to increase efficiency; throughput costing, benchmark
and target costing, and cost leadership.
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Berry, et al., (1995: 55) say that Johnson and Kaplan (1987), in their critique of
management accounting and control, argued that the systematic structures of cost
accounting did not make much of a connection with the systematic problems of
managing an enterprise. To recapitulate a little, the structures of traditional cost
accounting, especially methods such as full absorption costing, fit beautifully with the
notion of functional bu?éaucracy, in that they are a classic case of decomposition and

disagregation of hierarchic elements to lower-order activities.

Managers need an analysis to enable them to see the relationship between the way in
which they were using resources and the way in which they were allocating costs. Even
if we accept the economic managerial resource vs. managerial cost analysis, it should be
noted that the use of full absorption costing to reflect opportunity cost was unhelpful
and inadequate. What Kaplan argued was that it was important to break this systematic
notion of full absorption costing, and to actually create the idea of activity pools to
which overheads could be allocated. Then these activity pools would be rigorously
criticised (in other words, there would be the emergence of the ideas of Zero-based
budgeting, i.e. a new form) to decide upon appropriate cost structures, then the costs in

the activity pools would be allocated to products on some reasoned basis.

In the late 1980s and early 1990s ABC has become widespread. It is claimed that ABC
can be used as part of the strategic management process through understanding cost
behaviour and analysing the profitability of customers and the newly created products
(Brignall, 1997). In ABC and the traditional literature, cost causality is related to
internal factors like number of set-ups, number of machine hours or number of products
(Bjornenak and Olson, 1999: 331). The ABM literature expands the view on cost
causality in activities by identifying a set of different drivers, e.g. initial drivers,

resources drivers and cost drivers (AX and Ask, 1995).

In conclusion, it was observed that most models of cost management previously
mentioned such as; FAC, ZBB, ABC, and ABM focus on internal factors and neglects
the external factors. This leads to choose institutional theory as the framework because
it helps to recognise the institutional context, both inside and outside of the

organisation. Furthermore, this leads the researcher to look for another model of cost
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management that considers internal and external environment (see strategic

management accounting).
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Chapter 5

Strategic management accounting and cost management

5.0 Introduction

The aim of this chapter is to focus on cost accounting in service organisations and
illustrate strategic management accounting as one of the models of cost management
which considers the internal and external environment. Furthermore, it focuses on how
cost accounting can support corporate strategy. For these purposes, this chapter is

divided into four sections.

The first section illustrates the gap between changes in cost accounting practices and
changes in textbooks and it links the idea of cost accounting in the past and the present.

It also highlights the cost accounting in a service organisation.

The second section examines strategic management accounting (SMA) from four
viewpoints (Lord,‘ 1996). The first Viewpoint emphasises the extension of traditional
management accounting’s internal focus to include external information about
competitors. The second viewpoint has been developed in business strategy literature
and has examined the relationship between the strategic position chosen by a firm and
the expected emphasis on management accounting. The third viewpoint advocates the
analysis of ways to decrease costs and/or enhance differentiation of a firm's products
through exploiting linkages in the value chain and optimising cost drivers. The fourth
viewpoint challenges the basis of the other viewpoints. It points out that they assume

that managers are able to deliberately plan what strategy the firm will follow.
The third section aims to explain how costing techniques can support strategy. It gives a
brief discussion on six cost management techniques that support strategy and illustrates

how these six models can help to manage the cost of existing products and future

products.

The final (fourth) section outlines the main conclusion of this chapter.
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5.1 Cost accounting

5.1.1 Changes in cost accounting practices textbook

There is a gap between the content in changes costing in textbooks and the methods
used (Scapens, 1991). The conventional wisdom of management accounting textbooks
suggests that in many situations absorption costing cannot provide relevant costs. In
practice, however, absorption costing seems to be the dominating technique in most
Western countries (e.g. U.S.: Howell, et al., 1987; U.K.: Drury and Tayles, 1994; 2000;
Sweden: Ask and Ax, 1992).

The gap between costing practice and textbooks and the cuneﬁt criticisms of both
costing practices and conventional wisdom (e.g. Johnson and Kaplan, 1987) are based
on a limited number of studies of costing practices. Scapens (1994) argues that more
attention should be given to management accounting practices, and less to the
comparisons of management accounting practices against theoretical "ideas". There is
little®® evidence of how different costing methods are being used. There is less research
on why one method is being used, and even less research on why one method is
preferred to another, and on how accounting practices have developed over time or on

the sources (institutions) that have influenced the development.

This research does not aim to highlight the gap but rather the clear link between changes
in practices and textbooks. Table 5.1 shows this link.

¢ With the exception of few studies (e.g. Ask and Ax, 1992; Drury and Tayles, 1994; 2000; Innes and
Mitchell, 1995).
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Table 5.1: Major characteristics in three phases

Source of Textbooks major (new) | Costing practice major
inspiration topics characteristics
1936-55 German tradition | Advanced allocation Advanced allocation
How to implement absorption costing
Absorption costing
1955-70 U.S./ Danish Contribution margin Contribution costing
inspiration Standard costing
Variability accounting
1970-95 U.S. inspiration Decision orientation Different methods for
Optimal production different situations
Inventory valuation

Source: Bjornenak, T. (1997)-" Conventional Wisdom and Costing Practice'', p. 378.

The link between changes in costing practices and changes in textbooks seems to
continue. The major new.topic today is Activity Based Costing. Most textbooks adopted
the conceptual framework related to ABC around 1990. A gap between costing

practices and conventional wisdom in textbooks is found in all periods.

Bjornenak (1997) concluded that no one can assume that textbooks have a major
influence on costing practices. More likely, both costing practices and textbooks are the
results of the same institutional influences, for example academic institutions or
consultants introducing the contribution margin approach in the 1960s or ABC in more

recent years.

5.1.2 Cost accounting in the past and now

Clark (1923) coined the phrase "different costs for different purposes: stock valuation,
planning control and decision-making (Johnson and Kaplan, 1987; Drury and Dugdale,
1992). Chandler (1977: 109) argued that the key to subsequent developments is found in
change. "Did cost accounting become a basic tool of railroad managers" (Chandler,

1977: 116).
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Cost accounting is not embedded in accounting theory. German literature has
emphasised that accounting systems transform cash flow into flows of periodic surplus.
German literature identifies four basic systems for measuring monetary flows and hence
income, namely:

(1) Net cash flows, which are defined as changes in liquid funds. They are used as the
underlying income concept to perform capital budgeting

(2) Changes in the sum of liquid funds plus accounts receivable minus liabilities.
Kloock and Schiller (1997) define flows as being the basis to Riebel's "costing" system
(Riebel, 1974)

(3) Earning, defined as revenues minus expenses

% minus costs’

(4) Operating revenues
In Anglo-American literature the term "cost" does not often seem to be well defined
and is frequently confused with other concepts of surplus determination. Costs always
include a quantity components (consumption of input factors) and a value component.
The associated value component can be measured in two ways. The first involves only
the assignment of payments in the form of actual, past or future market prices to the
consumed input factors. This is the concept of "pagatory” costs”'. The second approach
adds opportunity costs to pagatory costs, and from optimisation theory, opportunity
costs can only be computed after optimal decisions have determined (Hax, 1965: 145).
Nevertheless, the system of marginal costing allows for the inclusion of opportunity
costs. Lucker's Theorem is important for costing purposes. It demonstrates how to
compute the capital given the decision-maker has decided to measure income by
(revenues - costs). Lucker's Theorem bridges the gap between long-term and short-term

decision-making.

- Cost accounting has not been central to WCM ideas, though activity-based costing
(ABC) is sometimes incorporated within it. However, WCM with its emphasis on non-

financial measures, continuous improvement, computerised information systems, and

% Operating revenues are defined as the periodic creation of goods (or services) in the pursuit of the
substantive goal of the corporation.

7 Costs are defined as the value of the periodic consumption of goods (or services) in pursuing the
substantive goal of the corporation.

! This expression is German which means "consisting of (cash) payments".
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changed management structures and roles is likely to impact upon the role of

management accounting.

In the pre-WCM era it was thought that production could be managed "by numbers".
The numbers would show what to make, what to buy, who to blame. If, for example, the
latest cost report shows a negative cost variance in welding, the onus is on the welding
supervisor to cut costs. But how? There is no data on the causes of the cost average -
WCM mandates simplification and direct action: Do it, measure it, diagnose it, fix it,
manage it on the factory floor. Don't wait to find out about it by reading a report later

(Schonberger, 1986).

Schonberger's position is not dissimilar to Johnson's thesis in Relevance Regained
(1992). Johnson argues that accounting relevance was not lost but rather it was never
relevant to the efficient running of businesses: "Certainly I do not believe the answer is
to reform how we do management accounting. In that regard I refute the advice. You
hear from people who advocate activity based costing, or ABC, as the panacea to what
ails American business... Improving how companies trace overhead costs may be
important for some things, but in the guise of cost drivers, ABC does not necessarily
stimulate continuous improvement nor does it mark a pathway to competitive

excellence" (Johnson, 1992: 8).

Schonberger (1991) passed similar comments indicating that whilst ABC may be
relevant to product line decisions it was unsuitable for performance assessment, adding
that the cost reporting role would diminish as managers spend more time on physical
customer-centred measures of continuous improvement. Clark is often given the credit
for introducing the concept of "different costs for different purposes" (Frank, 1990).
Schmalenbach introduced the importance of dividing fixed and variable costs for

decision purposes as early as 1899 (Solomons, 1952).

Coward (1944: 287) argues that "the costing schemes should be designed in a way that
enables one to separate direct costs, variable overhead and fixed overhead". Shark

(1943) and Coward (1944) presented alternative classifications of cost pools, called
| "kostnadssted". The normal choice of "kostnadssted" would be department, but Coward

argued for other alternatives: "if a manufacturing company follows the conversion of
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materials in different steps through the factory, then it 1s natural to divide the production
process into sub-processes" (Coward, 1944: 49). The meaning of the concept "sub-
process" is the same as what we today might call an activity. Whether using activities,
functions or departments, the importance of using many cost pools is pointed out, and

little attention is given to the use of only one plant wide overhead cost pool.

Henzel (1931) argued that the overhead costs should be allocated on a casual basis.
Coward (1944) discussed how to allocate under-absorbed cost due to sub-normal
activity. Coward calls these costs "cost of unused capacity" and discusses eight different
approaches to this problem. The same concept is used in the contemporary debate about

spending versus consumption (Cooper and Kaplan, 1991; 1992).

5.1.3 Cost accounting in service organisations

Silversto, et al., (1992)72 identified three different service delivery process types,
professional, shop and mass, whose costing -systems also varied systematically
(Fitzgerald, et al., 1991). Brignall, et al., (1991) discovered that cost traceability varied
systematically, being greatest in professional services and least in mass services. Mass
services (for example Water services) use a complicated mix of equipment, facilities
and mainly back-office staff at each strategic business unit to deliver a standardised
service. Professional services are labour intensive, with their cost structure dominated

by front-office staff delivering a customised service.

Traditional full product costing systems trace input costs into the conversion process,
separating them between those which can then be traced directly to outputs (products)
and those which cannot (indirect costs): these indirect costs are then allocated to
products through a two-stage procedure. The indirect costs are first collected into cost
pools within the conversion process, and then attached to products by some method

based on unit volume of production such as direct labour hours.

Johnson and Kaplan (1987) argue that this second step may cause product costs to fail
to reflect the resources they consume. ABC™ and Throughput Accounting’* aim to

improve product costing system by attacking different parts of the two stage allocation.

"2 From a study of operations management literature and their research in 11 service organisations.

3 See section 4.3.
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The life cycle model (Koutsoyiannis, 1982) argued that a business unit's/product's life
has four basic stages (launch, growth, maturity, decline) with atténdant changes to
various contingent variables such as its external environment, mission and chosen
generic strategy (Porter, 1980). Business risk is high in the first phase (where the future
is uncertain and the mission is to build) and low in the final phase, but financial risk is
loW in the first phase yet high by the final one. As businesses in the launch phase are
cash-negative, and businesses in the mature phase cash positive, appropriate capital
structure moves from equity (perhaps venture capital) at the start to a mix of debt and
equity by maturity and debt in the final phase (Ward, 1993). Cost structure and cost
behaviour will therefore vary systematically across the business life cycle. Cost
tracebility may also vary if fixed, indirect costs are kept to a minimum unit at the

mature stage.

In consequence, management information systems (and the costing and performance
management systems within them) may also need to change through time so as to
maintain the visibility of the changing factors critical to competitive success at each
stage of the life cycle. Ideas drawn from Target costing and life cycle management may
be more helpful for cost management here than conventional ABC or Throughput
Accounting. For example, "Target costing is not actually a form of costing. Target
costing is an activity which is aimed at reducing the life-cycle costs of new products,
while ensuring quality, reliability and other consumer requirements, by examining all
possible ideas for cost reduction at the product planning, research and development, and
the prototyping phases of production. But it is not just a cost reduction technique, it is

part of a comprehensive strategic profit management system" (Kato, 1993: 36).

Some authors (Govindarajan and Shank, 1992; Adamany and Gonsalves, 1994) argue
that the type of cost and other performance management information to be monitored
should vary at different organisational levels and stages of the business/product life

cycle.

™ Throughput Accounting attacks the first half of the two-stage costing model by eliminating the
distinction between direct and indirect, treating all costs as facility factory costs (Goldratt and Fox, 1989).
Throughput Accounting is similar to the contribution per unit of scarce resource approach and assumes
that all non-material costs are fixed in the short-run (for Throughput Accounting, see section 4.1).
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5.2 Strategic Management Accounting (SMA)

The aim of this section is to review literature relating to strategy and management
accounting. Strategy is hotly debated and elusive (Dent, 1990). The term is employed in
literature of many disciplines. Penning (1985) notes that economists, social
psychologists, anthropologists, sociologists and political scientists use it, and in
addition, literature abounds with definitions ranging from the general to the specific
(Dent, 1990). The term “strategy” has been borrowed from the military. It is defined as
the “art of so moving or disposing troops or ship or aircraft as to impose upon the
enemy the place and time and conditions for fighting preferred by oneself” (The

Concise Oxford Dictionary, 1983).

The theorists have attempted to provide taxonomies of “generic strategy” that are
generalisable across firms and industries. There was considerable agreement in the
literature that the scope of strategic choice includes: (1) Corporate strategy that deals
with the allocation of resources among various business or division of an enterprise (2)
Business strategy that concerns primarily the question of the competitive position of a
particular business or division of an enterprise (3) functional (operational) strategy that
is limited to specific functional areas (e.g., marketing and distribution) within particular
businesses. Each of these strategies is concerned with specific sets of strategic
characteristics and choices, which are related to different levels of an enterprise (Dent,

1990; Johnson and Scholes, 1993).

Literature on strategic management accounting has several views. These views could be
divided into four viewpoints (Lord, 1996). The first viewpoint emphasises the extension
of traditional management accounting’s internal focus to include external information
about competitors. The second viewpoint has been developed in the business strategy
literature, identifying the relationship between the strategic position chosen by a firm
and the expected emphasis on management accounting. The third viewpoint advocates
analysis of ways to decrease costs and/or enhance differentiation of firm products,
through exploiting linkages in the value chain and optimising cost drivers. The fourth
viewpoint challenges the basis of the other viewpoints. It points out that they assume

managers are able to deliberately plan what strategy the firm will follow.
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5.2.1 The first viewpoint of SMA.

Johnson and Kaplan (1987: 33-34) wrote that, “Carnegie relied on financial information
which concerned his competitors’ direct production costs. Carnegie’s operating strategy
[of pushing] his own direct costs below his competitors’... promoted him to require

frequent information showing his direct costs in relation to those of his competitors”.

Simmonds’ (1981; 1982) definition and description of strategic management accounting
focused on comparison of the firm with its competitors. The contribution of Simmonds
(1981; 1982; 1985; 1986) was most significant from the viewpoint of showing how
strategic management accounting might be undertaken (Wilson 1991: 100-104). He
suggested adding more re.levant market data to management records and a regular
reporting system. Simmonds advised accountants to collect market share details, costs,
sales and volume data against those of competitors (market leader, close competitors
and laggards). He emphasised in particular the need for the relative competitive data on
levels and trends of prices, costs, profit and volume changes for the firm and its
competitors. For example, Simmonds (1981) pointed out that management can gain
strategic advantage via its pricing policy and low cost strategy (e.g. the market leader
can control the competitive situation with the highest volume and profits, plus the

lowest unit cost and price).

In addition Simmonds drew some attention to time and long run strategic
reconfiguration in relation to cost structure “profit is stemming from the pattern of
competition over time in the competitidn configuration 'rather than from’ internal
efficiency. For example, increased profit can be reflection of decay in competitive
position as a result of higher prices, decreased quality, reduction in advertising or any

other reduction in spending that reduces market share” (Simmonds, 1981: 26).

Bromwich (1988: 26) intends that the focus of the firm should be on external matters, as
“it is in the firm’s markets that profits are made and where competitors challenge the
enterprise”. He said that it is necessary to go even further than Simmonds’ suggestions,
not only comparing the firm with its competitors, but also evaluating “the benefits of the

enterprise’s products both from the customer’s point of view and the firm’s perspective”

. 27).
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Allen (1985) stated that information for strategic decision-making must be forward
looking not based on past costs and the concept of capital maintenance, but being
concerned with values, investments and cash flows over the long-term continuum.
Taylor and Graham (1992) promoted the inclusion of non-financial information crucial

to strategic planning and control.

5.2.2 The second viewpoint of SMA
Before the relationship between strategic management and management accounting is
examined, one question should be addressed: Why do we need to be concerned with the

relationship between Strategic management and management accounting at all?

One reason is that it seems as if every organisation is supposed to have both a goal and
an idea of how to reach this goal. In addition, it must be efficient in its actions towards
achieving the goal before we will consider calling it an organisation. A more practical
reason for looking at the relationship between the two kinds of management is the fact
that many organisations over the years use a considerable amount of resources,
measured in employees' time and company money, on making budgets, accounts and
strategies. Furthermore, when both managers and researchers are asked what the
difference is between strategic management and management accounting, they cannot
give a clear answer, although none of them would reduce one discipline or practice at

the expense of the other.

The relationship between strategic management and management accounting has been
described from several perspectives such as a hierarchical, contingency theory, Miles and
Snow (1978) or new economic view. The relationship between strategic management and
management accounting has been described as a hierarchical relation within much of the
literature that takes a rational and objectivistic perspective on organisations and their

environment.
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Ansoff (1965) and Anthony (1965)"" saw Strategic Management as a holistic
interdisciplinary device that was engaged in determining the relationship between the
organisation and its environment. In comparison, Management Accountihg was seen as an
instrument for calculation, implementation, and control that belonged to the tactical and
administrative level as only one out of several functional disciplines within the
organisation. Strategic Management is supposed to deal with the future of the whole
organisation in a creative and innovative form, whereas Management Accounting is

expected to handle the history of the company and all its every day details and routines.

Andrew (1971) took this view even further in a formal planning perspective. He saw
strategic management as the first part of the rational decision-making process concerned
with goal setting and development of strategic alternatives. Management accounting, on
the contrary, was concerned with evaluating alternative strategies and translating these
into operational and measurable budgets for securing and controlling the

implementation of the strategy.

During the 1980s and 1990s, the planning and control tradition extended the use of
financial measures to include non-financial representations as strategic indicators,
organised in strategic control concepts like Critical Success Factors (Bruno and Leidecker
1984), Benchmarking (Spendolini 1992) and the Balanced Scorecard (Kaplan and Norton
1992; 1996).

> Anthony (1965) prescribed three normative and universalistic control activities to be the core functions
of managing: strategic planning, management control and operation (task) control. Strategic planning was
viewed as being concerned with setting and changing of overall corporate strategies and objectives and
the establishment of policies to govern the acquisitions and uses of resources. Management control is
involved with the manner in which managers monitor activities and take action to ensure that resources
are being achieved as stipulated in strategic planning. Task control (physical production) was concerned
with the monitoring of specific day-to-day activities that call for little judgmental activity (due to
differences in tasks and the nature of the activity itself, Anthony, et al., 1989).

Anthony had no doubts, “structure is given- systems are therefore designed to meet the needs of a given
structure” (Anthony, 1965). The strategies were taken as given and control systems were used to
implement these strategies two levels: management level and task level. It should be noted that Anthony’s
model assumed a hierarchical relationship (institutional hierarchy) between three separated layers of
management in a formal stable world: strategic planning, management control and operational control.
This categorisation explicitly avoided addressing the issues of organisational goals and objectives
formulating process (Berry, 1983; Berry, et al., 1991; Otley and Berry, 1980) and adoption to
environmental contingencies (Otley, 1980). However, this perspective of strategy and control procedures
of cost practices may have been suited to organisations that have a wide geographical dispersion of sub-
units where reliance on control procedures as designed is greater (Emmanuel, et al., 1992).
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What are the problems with applying this hierarchical perspective on the relationship

between strategic management and management accounting?

First of éll, when we take a rationalistic view, it is not clear whether strategy or
economics are the goal or the means of the organisation. This depends on the situation
and the actors speaking about strategy and economics. Secondly, these perspectives
look at the organisation from an objectivistic and rationalistic point of view, which
presumes that a manager's task is limited to increase efficiency in the organisation and
to secure optimisation and control. In real life, top managers often need to take care of
many other tasks besides efficiency, such as securing the legitimisation of the
organisation (Meyer and Rowan, 1991), reinforcing the order within and around
organisations (Mintzberg, 1983) and participating in many symbolic activities as well as
non-formal actions (Mintzberg, 1973). Third, the efficiency perspective on planning and
control is not adequate to explain the processes that take place in organisations between
strategic planning, budgeting and the follow-up on budgets by utilisation of accounting

and strategic control devices.

Goold and Quinn (1990) point to four problems of strategic control, namely: to
overcome uncertainty and flexibility at the same time, to motivate rather than control
managers, to assist rather than replace management | judgement and to secure rather than
destroy mutual confidence between management levels. From a management
accounting view, Dent (1990) suggested that we should at least look at the relationship
between strategic management and management accounting from three different
perspectives, namely, as already suggested above, from a control system perspective,
from a decision-making perspective and from a perspective legitimising strategic
change. By looking at the role of accounting in decision-making and how accounting
provides a language for justification of strategic changes, Dent argued that it was
possible to get much closer to what is going on in organisations’ everyday life. Finally,
it can be argued that leaders do not only conceive and justify their visions of the future
organisation by creating images of the development of the surrounding environments,
they also mobilise the past as an argument for present and future actions. Therefore,
leaders also need to look at the capabilities of management accounting to legitimise the

present and future by reconstructing the past.

137



Based on the above arguments, it seems as if the relationship between strategic
management and management accounting is much more complex than just a typical
hierarchical relationship. It appears that the concepts of both strategy and accounting play

many roles within organisational life other than generating efficiency and profit.

The contingency approach is based on the premise that there is no universally acceptable
model of organisation that explains the diversity of organisational design. It simply states
that the most efficient form of organisation is contingency theory and the type of
conditions relevant to the situation. In pétrticular, under contingency theory, the type of
management accounting system (MAS) varies according to specific circumstances or the
situation in which the organisation operates. Hence, the choice of MAS design is
constrained by these conditions and depends on the ability of management to find the best

solution.

Within the contingency perspective, strategic management is more comprehensive than
management accounting. Both Govindarajan and Gupta (1985) and Simons (1987)
suggested how control systems could be best suited to a strategic business that follows a
specific strategy. The major focus of Simons was on the link between business strategy
and management control systems. He explicitly used the contingency framework as a
dominant logic for research on control systems design (Simons, 1987: 358). His first
attempt (1987) was to extend Miles and Snow’s (1978) analysis to the financial control
attributes system. It was based on the premise that control systems should be modified
in accordance with the business strategy of a firm. However, his result was inconsistent
with Miles and Snow’s (and also Ouchi 1979; Hirst, 1983; Govindarajan, 1984)
evidence that defenders tend to use more detailed cost analysis techniques and cost
control oriented towards efficiency in task performance (Dent 1990). Simons (1987)
found that prospectors tend to use their financial control system more intensively than
defender with tighter budget goals and more frequent reporting on forecast and outputs

~ than cost control.

Porter (1980; 1985) detailed two specific ways in which managers can position their firms
so they have a strategic advantage over their competitors: firms need to either differentiate
their product(s) or achieve a position of cost leadership. To differentiate its product,

competitive advantage is attained by being able to charge high prices, by being able to sell
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more at the given price, or by achieving increased customer loyalty. For cost leaders,

having lower costs than all competitors attains competitive advantage.

Shank (1989) and Shank and Govindarajan (1989) analysed the relative importance of
several management accounting methods depending on whether the firm was pursuing cost
leadership or differentiation. They suggested that companies choosing cost leadership
would put the most emphasis on traditional cost accounting applications. They would use
standard costs to assess performance, product costs as an input to pricing decisions, and
flexible budgeting for manufacturing cost control. They would perceive meeting budgets
and analysis of competitors’ costs to be of great importance. On the other hand, companies
differentiating their products as a way. of achieving competitive advantage would consider
marketing cost analysis to be critical to their success. They would consider flexible
budgeting and meeting budgets to be of only moderate importance, and rank standard
costing for performance assessment, product costing for pricing decisions and competitor

cost analysis of little importance.

Shank (1989), Shank and Goverdarajan (1989) focused on the question of how cost
information could be used to assist managers in formulating and implementing strategy.
They developed a conceptual framework based on a four stage process of the strategic
management cycle; formulation, communication, implementation and action. They defined
strategic cost management (SCM) as “the managerial use of accounting information
explicitly directed at one of the four stages of the strategic management cycle” (Shank,
1989: 50). The proposed framework of SCM simply was strategic control model
concerned with the financial analysis of the value chain and cost driver in different
strategic positions (Porter, 1985; Shank, 1989). To some extent, they addressed the
literature debate on how the use of cost information is based on different costing models.
For example, full absorption costing, activity based costing and contribution costing led to
different scenarios on comparisons of competitors’ cost structure and how competitors
could attack firms who use each of these models. Their suggested solution to the problem
of variance analysis was that companies should develop a strategic management

accounting system rooted in Simmonds’ approach.

Bromwich (1990) used two economic theories in an effort to provide theoretical support

for strategic management accounting, linking the theories with Porter’s taxonomy. Their
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theory attributed analysis supports accountants “costing attributes and monitoring the
performance of these attributes over time” (p. 28), which in turn contributes to Porter’s
- differentiation strategy. The theory of contestable markets “requires that the accountant
extends cost analysis beyond the firm and reports on the cost structure of rival enterprises”

(p. 29), which contributes to Porter’s cost leadership strategy.

Bromwich (1990) extended this perspective to include the differentiation strategies on
management accounting reports. He tried to differentiate between two types of cost
information in relation to strategic position. The first was related to differentiation strategy
and was concerned with “costing the characteristics provided by goods and in monitoring
and reporting on these costs regularly” (Bromwich, 1990: 44). The second was related to
low cost strategy and was concerned with the analysis of “competitors” costs and cost
structures and the monitoring of the enterprise’s strategy and those of its competitors in

these markets over a number of periods” (Bromwich, 1990: 28).

Bromwich’s work was based on economic theory on the value of product attributes in
differentiation (Lancaster, 1966; 1979) and more recent work on the theory of contestable
market (Baumol, 1982; Baumol, et al., 1988). He drew on these two economic theories to
provide a theoretical basis for the involvement of accountants in strategic cost
management. Bromwich used these two theories to establish the need for accountants to
compare the cost structures of their own firms with those of actual and potential
competitors in relation to demand factors. In particular, Bromwich drew attention to both
(1) the role of sunk cost as an important feature of cost structures in creating barriers to
entry and then to determining the sustainability of enterprise strategies (2) The cost of joint
products to be of critical nature when compared to the cost of producing these products

individually (economic of scope).

quindarajan and Shank (1992) added dimension to the expected management accounting
emphasis, by linking the firm’s “mission” (i.e. build, hold or harvest) to its strategic
position. They concluded that accounting implications for strategic planning, budgeting
and incentive compensation would be similar under both 'harvest' mission and cost
leadership strategic position. Similarly, the accounting emphasis suggested for the

differentiation strategy would also fit a 'build' mission.
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Simons (1990: 141) added the suggestion that defenders “need only focus on strategic
uncertainties often related to product or technological changes that could undermine
current low cost positions”. Simons focused on the management process as it related to
management control and strategy. Basically he considered the management control system
as tools used for both strategy implementation and strategy formulation. He provided a
“dynamic process model of strategy and control in which top management regulates
strategic (environmental) uncertainties through its choice of strategy and the

institutionalisation of management control system” (Gray, 1990: 145).

Simons (1990) provided empirical evidence of the way in which management control
systems were not only important for strategy implementation, but also for strategic
formulation. His research was based on a two-year field study and it provided an
illustration of how top managers used formal systems to guide the emergence of new

strategies and ensure competitive advantage.

Simons introduced the idea of interactive management control as opposed to programmed
control: "Management controls become interactive when business managers use planning
and control procedures to actively monitor and intervene in on-going decision activities of
subordinates. Since this intervention provides an opportunity for top management to debate
and challenge underlying data, assumptions and action plans, interactive management
controls demand regular attention from operating subordinates at all levels of the company.
Programmed controls, by contrast, rely heavily on staff specialists in preparing and
interpreting information. Data is transmitted through formal reporting procedures and
operating managers are involved infrequently and on an exception basis" (Simons, 1990:

136).

The focus of attention in Simon's work was business strategy and the way in which top
managers use interactive control systems to monitor the progress of the business unit
towards its business goals. He argued that the top managers make selected control systems
interactive in order to monitor the strategic uncertainties that they believe are critical to
achieving the organisational goals. It is also suggested that these control systems can be
linked to the use of subjective reward systems which are not formula based. Company B,

for instance, in Simons (1990) had a reward system based on effort. As a result of debate
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and dialogue that surrounds the interactive management control process, new strategic and

tactics emerge over time.

Although the view of management control presented in his paper (1990) differed from the
traditional approach (management control is an important tool for strategy
implementation). His methodological approach was linear, based upon a functionalist
approach “the control system refers to formalised producers and systems that use
information to maintain or alter patterns in organisational activity” (Simons, 1990: 623).
His model essentially was normative and was based on the premise that top managers are
always able to alleviate the effects of environmental uncertainties by designing an
appropriate control system (contingency view). Simons (1991) gave some attention to the
" complex nature of strategy formulation and implementation. Presumably, Simons viewed

strategies as organisational learning and as an emergent process (Hartman, 1993).

The analysis thus far has been based on contingency theory approach, which has been
criticised on the grounds that it suffers from two fundamental problems related to
conceptual deficiencies and methodological assumptions. Firstly, the contingency
approach is epistemologically rooted in functionalism (Otley, 1980; Berry, 1983). These
critics argue that contingency theory is based on linear deductive model of causality and
relationship, and assumes a highly technical view of organisational choice. Hence, studies
based on this theory tend-to ignore the wider context of organisation as well as the critical
and dynamic issues such as organisational goals and effectiveness (Otley, 1980; Otley and
Berry, 1980; Lowe and Puxty, 1989) and authority and accountability (Berry, et al., 1985).
Secondly, the conceptualisation, definition and measurement of key variables within a
contingency theory have not been adequately elucidated which has led to an emphasis on
statistical analysis at the expense of theoretical and empirical attention (Otley, 1989; Dunk,
1989). Despite the difficulty in employing a contingency theory, it was commonly agreed
that this approach provided useful insight for understanding how environmental factors

were related to management accounting systems (Berry et al, 1991; Hoque, 1993).

Miles and Snow (1978: 29) classified organisations by their way of responding to the
environment, and according to their “particular configuration of technology structure, and
process”. Miles and Snow’s typology (1978) attempted to study strategy at business level

in four industries. They identified four major viable strategies: Defenders, Prospectors,

142



Analysers and Reactors. The dimension underlying the typology is the rate at which an
organisation changes its products or markets. Defenders are organisations (strategic
business unit, SBU) that engage in little or no new product development or new market
development. Often they control relatively secure niches within their industries, competing
primarily by price, quality, delivery or service. Prospectors attempt to pioneer in
product/market development. They tend to offer a frequently changing product line and
compete primarily by stimulating and meeting new market opportunities. Analysers are an
intermediate type. They make fewer and slower product/market changes than prospectors,
and are less committed to stability and efficiency than defenders. Reactors behave with a

passive strategic adaptation.

Miles and Snow’s view formed the basis for a range of research concerning the best fit of
strategy and MAS design (e.g. Simons, 1987; 1990). This body of research emphasised the
relationship between the firm and changing market and focuses on how an optimal
accounting system can be designed in accordance with a specific 'strategy the firm had

decided to follow.

Within the "new economic view" (Hartmann, 1999) we found, among other
perspectives, transaction cost theory, evolution theory and resource based perspective.
The transaction cost perspective explained the existence of market and companies,
vertical integration, product diversification, and divisionalisation of companies, etc. by
referring to the cost of co-ordination in each transaction. The evolutionary theory
explained the company as a transmission and variation mechanism, whereas the market
function was called a selecting mechanism selecting, choosing the most economic
efficient companies. The resource-based perspective saw the company as a bundle of
resources and competencies that competitors could not easily imitate due to the
complexity of the competencies, their historical nature, and because the competencies
sometimes existed as tacit knowledge. Even though these perspectives differed
extensively in their perception of rationality and in their explanation of the firm and
competition, they used economic efficiency as an explanatory factor, thus reproducing a

hierarchical view of management.
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5.2.3 The third viewpoint of SMA

Cost can be reduced by reducing activities that incur costs without increasing value.
They can also be reduced by exploiting linkages in the value chain. The value chain is
“the linked set of value-creating activities all the way from basic raw material sources...

through to the ultimate end-use product” (Shank, 1989: 50).

Porter's model (1985) provided a potential alternative to ABC. He proposed a value-
chain (VC) model which breaks down the firm’s activities into nine strategic units of
interrelated activities and collects cost information about a set of value-creating
activities all the way from basic raw material suppliers to the ultimate end-users (see
Wilson, 1991 for summary). Porter (1985) listed twelve factors, including learning,
economies of scale, interrelationships with suppliers, and discretionary policies, that
should be examined with a view to reducing costs. He identified three strategic postures
to manage pricing in relationship to the VC cost’®. So while some companies tended to
construct efficient scale facilities and reduce cost through accumulated experience,
others gained strategic advantage via the cost of differentiation (e.g.; services and
image) in the market place (Brignall, et al.,, 1991). Porter’s value-chain approach
becomes difficult to use in practice (Hargert and Morris, 1989; Hartman, 1993), because
firms define their business activities around responsibility centres rather than strategic

business units and value chain activities as defined by Porter.

Porter (1985) presented value chain analysis to gaining competitive advantage. The aim
of value chain analysis is to find linkages between value creating activities, which result
in lower costs and/or enhanced differentiation. This linkage may be within the firm or

between the firm and its suppliers, channels and customers.

Shank and Govindarajan, (1988; 1992a; b; c) have promoted accounting inputs to chain
analysis under the name “strategic cost management”. They gave several examples of
how value chain analysis using accounting figures would result in different decisions

than using traditional management techniques.

™ These strategic postures are: (1) cost leadership (competition on price) (2) product/service
differentiation (3) focus strategy (a closely defined target segment of the market [niches])
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Hargert and Morris (1989) asserted that much accounting is not in a suitable form to be
used in analysing the value chain. They pointed out that ‘a traditional management
accounting system does not adequately quantify the costs and benefits of joint
optimisation and co-ordination between parts of the firm, and between the firm and
suppliers and buyers. Hargert and Morries, (1989) considered that the process itself
provided a useful insight, even if it was impossible to estimate precise numerical output.
“One of the strengths of value chain analysis is that it forces managers to think about
which activities created profits, to choose a generic strategy for each product and to ask

of each item of expenditure “how does this add value to buyers”? (p.187).

Shank and Govindarajan (1992b) recognised that there were problems involved in
calculating the value chain, but reiterated that “Even the process of performing the value

chain analysis, can be quite instructive” (p. 184).

Shank (1989) grouped cost drivers into two types: structural and executional. Structural
cost drivers are scale, scope, experience, technology and complexity. Increasing these
structural drivers does not necessarily decrease costs. Executional drivers include work
force involvement, total quality management, capacity utilisation, plant layout
efficiency, product configuration effectiveness and exploitation of linkages. Shank
(1989) pointed out that the cost drivers analysis suggested by Porter (1985) was a much

broader concept than “activity based costing”, which focuses primarily on complexity.

Nanni, et al., (1992) recognised the need for performance measurement both as a guide
to putting strategy into action and evaluation of actions taken. However, they suggested

that both financial and non-financial measures be used.

As mentioned in the introduction, this viewpoint advocates analysis of ways to decrease
cost and/or enhance differentiation of firm products, through exploiting linkages in the
value chain and optimising cost drivers. This view leads to the issue of supply chain
management. According to Harland (1996), the term “Supply Chain Management”
(SCM) seems to have originated in the early 1980s in discussion on the integration of
the internal business functions of purchasing, manufacturing, sales and. distribution.
Slack, et al., (1998) defined SCM as a holistic approach to managing across company

boundaries.

145



Ellram (1991) saw SCM as a competitive tool that share similar advantages and
disadvantages with vertical integration’’ and obligation contracting’”® form of
governance. The advantages of vertical integration as opposed to obligation contracting
were that integration increased control, reduced the probability of opportunism,
improved communication and avoided the replication of activities. The disadvantages of
integration included problems in achieving economies of scale, problems of span
control, the loss of high powered market incentives and the possible perpetuation of

obsolete processes (Williamson, 1985).

The DTI (Department of Trade and Industry) (1997) argued that supply chain
management is "the strategic management process, unifying the systematic planning and
control of all technologies, materials and services, from identification of need by the
ultimate customer. It encompasses planning, designing, purchasing, production,
inventory control, storage handling, distribution, logistics and quality. The objectives
are to optimise performance in meeting agreed customer service requirements,
minimising cost, whilst optimising the use of all resources throughout the entire supply

chain".

Berry, et al., (1997) argue that the above definition outlines four main uses of the term
"supply chain management". The internal supply chain which integrates business
functions had new materials and derived information in a "inbound" "outbound" way.
Secondly, the management of dyadic or two party relationships with immediate
suppliers. Thirdly, the management of a chain of businesses including a supplier, a
supplier's suppliers, a customer and a customer's customer. Fourthly, the management of
a network of interconnected businesses involved in the ultimate provision of product

and service packages required by end customers.

Berry, et al., (1997) argue that total cost control is the idea of open book costing. Open
book costing means the supplier opens his books to the customer and this supports the

idea of active collaboration and partnership. Lamming (1993) talked about cost

77 Vertical integration internalises the whole activity (Williamson, 1985).

® Obligation contracting whereby firms recognise their interdependence and ongoing nature of
relationships (Williamson, 1985).
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transparency and the sharing of cost information between customer and supplier in a
way which allowed customer and supplier to work together to reduce costs. This was
analysed into constituent parts and could support an exercise based on target costing or

continuous improvement (Kaizen costing).

Seal, et al., (1999) argue that open book accounting could enable both greater trust as
well as self-enforcing agreements. From an economics perspective, the relation between
information and trust ran in two (opposite) directions. First, trust between partners could
reduce costs of negotiating and monitoring agreements by avoiding the need for
complex contingency agreements. Second, if the costs and rewards of agreements could

be verified at low cost, then the need for trust was reduced.

Seal, et al., (1999) argue that there were a number of areas where accounting and, in
particular, management accounting was involved in supply chain management. These
areas included the make-or-buy decision leading to the choice of the partnership mode,
the role of accounting in managing a partnership and the accountability of the partners
to their internal constituencies. The researcher's view was that the supply chain had four
important dimensions (reliability, availability, efficiency/effectiveness, and flexibility)
and it has three major criteria. These were as follows:

(a) Cost

(b) Response of the market

(c) Strategic management of the competition

The researcher saw cost as the main element and the core idea of supply chain
management was to eliminate non-value activity (cost effectiveness). For the purpose of

this research it would be useful to focus on cost related supply chain management.

Slack, et al., (1998) demonstrated the gearing effect on profits of reducing material
costs. Seal, et al., (1999) argue that traditional manufacturing was characterised by poor
quality cost accounting information which could not identify drivers in the assemblers'
own operations. The prescribed roles of management accounting emphasised reporting
and controlling functions within a bureaucratic hierarchy. Management accounting
might also be used in simple "make-or-buy" decisions with the danger here (as in other
areas of decision-making) being that cost data from the reporting function may

influence costs for decision-making (Johnson and Kaplan, 1987).
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Lere and Saraph, (1995) highlighted the problem of supply chain management caused
by cost and suggested a solution for it. They argued that most suppliers would tend only
to provide information based on traditional costing. Lere and Saraph, (1995) suggested
that one way round this problem was to deduce a supplier's cost by asking for a process
flow chart that may indicate any wasteful, non-value adding activities and a breakdown
of overheads to indicate activities that were performed specifically on his or her

product.

Rajagopal and Bernard, (1993) emphasised the importance of focusing on "all-in-cost"”

rather than purchase price. They argued that cost management drew on a number of

functions but focused on total quality management, negotiating, and supplier alliances.

Seal, et al., (1999) argue that cost information not only played a role in the strategic
sourcing decision but would also influence the ongoing management of partnerships. In
a strategic approach, the ongoing management of a strategic partnership should be on a

cost rather than a price basis.

5.2.4 The fourth viewpoint of SMA
The concept of strategic planning and positioning only covers part of business strategy.
Strategies emerge from interaction between management, employees and the

environment.

Mintzberg (1978) was one of the first to point out that strategic planning literature
ignored other types of strategy formation. He made a distinction between strategy
formulation and formation. He defined strategy formulation as long-range planning by
leaders of organisations. Strategy formation, on the other hand, he defined as the result
of interplay between the environment, the organisational operating system and the
organisation’s leadership. Mintzberg (1978: 935) defined the strategies that formed,
“the realised strategies”, as “a pattern in a stream of decisions”. He considered a
strategy to have formed “when a sequence of decisions in some area exhibits a

consistency over time.

™ The term of "all-in-cost" refers to the sum of the purchase price plus all in-house costs involved in
receiving and converting the purchased materials into finished products.
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Strategy is not formulated and implemented solely by top management. There are likely
to be several interest groups within an organisation; each having “its own set of
stakeholders with whom it knowledge’s relationships and whose exceptions it

considers” (Dermer and Lucas, 1986: 473).

Simons (1992: 44) raised the question, “what role can accounting ... play in...
stimulating emergent strategies?” He suggested that accounting plays a role in
interactive control systems. In a more recent piece of work, Simons (1995) talked about
levers of control. In his 1995 work, Simons referred to interactive control systems and
diagnostic control systems. Diagnostic control systems are in fact just another name for
programmed control systems. What was interesting about Simons (1995) was the way in
which he introduced the idea of belief systems (organisation culture) into his levers of
control® and linked belief systems to boundary systems, interactive control systems,

diagnostic control systems and business strategy.

Simons (1995) suggested that these four levers of control work in opposite ways to
ensure effective strategy implementation and development. Two of the control levers
(belief systems and interactive control systems) created positive and inspirational
forces. The two other levers (boundary systems and diagnostic control systems) created
constraints and ensured compliance with orders. Simons suggested that effective top
managers used the levers of control to inspire commitment to the organisation; to stake
out the territory for experimentation and competition; to co-ordinate and monitor the
execution of today's strategies; and to stimulate and guide the search for strategies of the

future.

Dermer (1990: 74) proposed that accounting has three roles in shaping strategy: it may
be used as “a language of discourse”, as an authority establishing and maintaining

credibility, and as a provider of an historical context for strategy. Dermer also argued

8 The levers of control can be described as follows:

* Belief systems - used to inspire and direct the search for new opportunities.

* Boundary systems - used to set limits on opportunity seeking behaviour.

* Diagnostic control systems - used to motivate, monitor and reward achievement of specified goals.

* Interactive control systems - used to stimulate organisational learning and the emergence of new ideas
and strategies.
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that research on the relationship between accounting and strategy has been biased
towards attempting to make accounting more useful to managers. He pointed out that
stakeholders will access and use “the strengths and weakness of conventional

accounting ... in ways not anticipated by accountants” (p. 75).

5.3 Cost accounting and corporate strategy

The main aim of this section is to explain how costing techniques can support corporate
strategy. In order to explain this, the section will firstly highlight how companies have
to compete and what elements are successful. Secondly, it will give a brief discussion of
six cost management techniques and how they support strategy. Finally, this section will

explain how firms manage costs.

Sustainable competitive advantages play a critical role in determining the way ﬁrms
compete. They do so by enabling firms to avoid competition by adopting the generic
strategies of either cost leadership or differentiation (Porter, 1990). When firms cannot
create sustainable competitive advaﬁtages, they are forced to compete by repeatedly

creating temporary ones.

Three elements®’ play a critical role in determining the success of firms. These three
elements comprise the product price, quality®?, and functionality®®. Competition is based
upon firms performing better than rivals in one or more characteristics. In markets with
perfect information and only strictly economic rational customers, the specific customer
trade-offs between price, quality and functionality would be clearly visible. Therefore,
well specified functional relationships between values for the three elements could be

set down as the basis for determining a starting point.

When firms adopt a confrontation strategy, a highly éffective cost management
programme is a necessity not a luxury. Cooper (1996) argued that these programmes

consisted of six products and production process related techniques. Three of them were

8! These three elements - price, quality, and functionality - are called survival triplet by Cooper, in (1995).
82 Quality is defined as conformance with product specification.
8 Functionality refers to the degree of success in designing the product to meet specifications that

customer require.

150



forward oriented and designed to help manage the costs of future products. These
techniques were:

(a) Target costing

(b) Value engineering

(c) Inter-organisational cost management systems

The other three techniques were feedback oriented and designed to help manage the cost
of existing products. These techniques were:

(a) Product costing®*

(b) Operational control

(c) Kaizen costing

The core idea of each technique will be explained in turn.

Target costing.

Kato (1993: 33) defined target costing as "an activity which is aimed at reducing the life
cycle costs of new products, while ensuring quality, reliability, and other consumer
requirements, by examining all possible ideas for cost reduction at the product planning,
research and development, and the prototyping phases of production. Kato emphasised
that it was not just a cost reduction technique, rather it was part of a comprehensive
strategic profit management system. Target costing was the discipline which ensured
that new products were profitable when they were launched. There were two major
steps in target costing. The first was to determine a product's target price and target
margin so that its target cost could be determined. The second was to break down that
target cost down to the component and raw material level so that the purchase prices of
those items could be determined. A product's target cost was determined by subtracting

its target profit margin from its target selling price. That is:
Target cost = Target price - Target margin
The target price of a new product is determined primarily from market analysis. The

target margin is set based upon corporate profit expectations, historical results,

competitive analysis, and sometimes, computer simulations. The new product's target

% See full absorption costing, activity based costing.
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price can be used as the basis for determining the purchase price of components, and

raw materials acquired externally (Cooper, 1996: 237).

The critical factor that identifies térget costing (as opposed to other approaches to
managing the costs of new products) is the intensity with which the rule, "The target
cost can never be exceeded" is applied. Without the application of such a rule, target
costing systems typically lose their effectiveness. Target cost challenges the calendar-
time perspective of costs (Monden and Hamada, 1991). Bjornenak and Olson, (1999)
argued that target costing took a normative perspective. It said something about how it

should be, and not how it has been.

Value engineering.

Value engineering (VE) is a systematic inter-disciplinary examination of factors
affecting the cost of a product in order to devise means of achieving the specified
purpose at the required standard of quality and reliability at the target cost. VE, like
target costing, is applied during the design phase of product development. VE is a
multi-disciplinary team based appfoach. Teams are typically drawn from multiple
function areas, including design engineering, applications engineering, manufacturing,
purchasing, and, sometimes, even the firm's suppliers and subcontractors. VE plays a
critical role in the management of product costs by helping the firm manage the trade-

off between functionality and cost.

VE requires that each product's basic and secondary functions be identified and their
values analysed. A basic function is the principle reason for the existence of the product.
The secondary functions are outcomes of the way the designers chose to achieve the

basic functions.

Inter-organisational cost management systems.

For many firms, the pressure to become more efficient has caused them to try to
increase the efficiency of the firms that supply them with raw materials and components
by developing inter-organisational cost management systems. For this it is necessary to

be part of the most efficient supply chain®. There are many ways to achieve this

8 Seal, et al., (1999a) argue that inter-firm supply chains were embedded in institutional environments
offering resources that may be drawn on by firms that face difficulties in regulation cost and quality
issues.
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objective such as: the company can opt to blur their organisational boundaries in
numerous ways (organisational blurring typically occurs when information that is
critical to one firm is possessed by another firm either further up or down the supplier
chain); create relationships that share organisational resources, including information

that helps improve efficiency of the inter-firm®® activities.

Operational control.
Operational control requires holding individuals responsible for the costs they control
and for determining how well they control them. The two primary techniques of

operational control are the establishment of responsibility centres and variance analysis.

As regards to responsibility centres, for an individual to be held responsible for a cost,
that cost must be assigned directly to the centre over which the individual has control. If
indirect cost assignments are used, then it is impossible to hold the individual
responsible for any apparent changes in the level of resource consumption. They cannot
be held responsible because there is no way of knowing if apparent changes in resource
consumption are due to distortions in the indirect assignment process or to an actual
change in the level of consumption. In other words, the first teéhnique aims to change

the nature of cost management to focus on different objects and process objects.

As regards variance analysis, the traditional use of variance analysis is to monitor how
well the responsible individual is keeping control over costs. The aim is to ensure that

the budget is achieved.

Kaizen costing.

Kaizen stands for continuous improvement. Kaizen costing is the application of kaizen
techniques to reduce the costs of components and products by a pre-specified amount.
Kaizen, unlike Kaizen costing, typically does not focus on individual products, instead
it focuses on making the production processes themselves more efficient. As a kaizen

programme achieves its objectives, the overall cost of production and hence reported

8 Inter-firm relations were partly the outcome of technology, transaction characteristics and industry
structure (Ellram, 1991; Slack, et al., 1998). Seal, et al., (1999a) added to that, inter-firm relations were
also influenced by interaction between the firms' strategies and institutional environment of the industry.
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product cost falls. Kaizen does not concern itself with product design, which is

considered as given.

The difference between target and kaizen costing focuses on the point in the life cycle
when the techniques are applied, (énd what their cost reduction objective is). Target
costing is applied during the design stage of the product life cycle. It achieves its cost
reduction objective primarily through improvements in product design. In contrast,
kaizen costing is applied during the manufacturing stage of the product life cycle. It
achieves its cost reduction objectives primarily through increased efficiency of the

production process.

Firms can manage costs in three ways. Firstly, they determine the mix (both present and
future) of products that the firm sells. Secondly, they manage the costs of future

products, and thirdly, they manage the costs of existing products.

The effectiveness of the various techniques for a given firm appears to be dependent
upon several factors including the competitive environment, the maturity of the
technologies used in the products, and the length of the product life cycle. The role of
these three factors in determining the effectiveness of the six cost management
techniques is primarily shaped by how the firm is competing using the following three
elements: price, quality, and functionality. Under confrontation, firms compete on 