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Abstract

The Egyptian government pursued a privatisation policy that resulted in an increased
role for the private sector in the national economy. Environment competition and
"unpredictability have affected the organisations and increased the requirement for them
to work more effectively and creatively. Johnson and Kaplan (1987), Johnson (1992),
Bromwich and Bhimani (1989), Ezzamel (1994), Dent (1990) and Séapens (1984) all
recognised the gap between the theory and the practice of cost management practices,
which has led to many of the approaches outlined in accounting literature not been
widely used in practice according to many surveys (e.g. Drury et al., 1993; Ezzamel &
Willmott, 1992). Scapens (1994), Kaplan (1998) and others encouraged: researchers to

focus on organisations’ practices and this provided the motivation for this research.

The research explains the practices of cost management information system (CMIS)
through three hypotheses: linear, non-linear and existence of intervening variables
(managers' education. level, location of authority, kinds of consﬁltants, and size of
organization) for the relationship between the practices of CMIS and managers’
perceptions of competition intensity and unpredictability. Furthermore, the research
considers four moderating variables (business sector, ownership catégory,
transformation characteristic and strategic postures) in this relationship. The theoretical
framework chosen is neo-contingency theory as it deals with the limitation of

contingency theory.

In order to test the hypotheses, inquires based on cross sectional data were carried out.
Data was collected from twenty nine organisations in Egypt using an interview guide,
structured questionnaire and documentary evidence. A variety of statistical tests (using

SPSS) were used to test the hypotheses and to explain the major relationships.

" The thesis contributes to knowledge by providing empirical evidence of cost
management information system, in terms of policies and practices, in twenty nine
Egyptian organisations in different sectors. It also suppdrts the relevance of neo-
contingency theory as a theoretical framework for undertaking such studies. Through
the testing hypotheses, it is one of the few studies to have considered moderating and

intervening variables in the cost management area.
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Chapter One

Introduction

1.1 Background

The Egyptian economy has been shifting since the mid 1970s from a centrally planned
economy to a free market economy, then to a privatisation policy and an increasing role
for the private sector in the national economy (As it will be illustrated in Chapter Five).
The state has opened up the bﬁsiness environment in Egypt to local and international
competition and these trends have affected companies- and increased the need for
working more effectively and creatively. Furthermore, establishing businesses in the
new industrial zones (6 all over the country), which were built in the .desert,' is supported
and encouraged by the government. Demirsar (1998) considers the deilelopment of free
zones as a vital component of Egypt’s effort to strengthen its private sector, attract
) foreign investment, create jobs and ease pressure on the Nile valley. Organisations
which are investing in a free zone receive a lifetime exemption from customs duties,
sales, corporate and other taxes. The implications of this for businesses are that they are
encouraged to perform more effectively and creatively because of the increase in the
intensity and unpredictability of the international and national competition which they
face. These issues form the focus of this thesis, which studies links between
organisations, their environment and the role of Cost Management Information Systems

in achieving their aims.

Moreover, Bromwich and Bhimani (1989) claimed that many organisations have
adopted innovative production systems and advanced manufacturing technology:
Competition between organisations is intensifying with the ability to provide product
diversity, price advantages, Via lower costs, better delivery and service performance
coupled with increased quality and an ability to respond quickly to changes in demand.
Within the last twenty years, cost management practices have been criticised 'fdr not
meeting the challenges of modern technologies and the economic environment (for
example: Johnson & Kaplan, 1987; Johnson, 1992; Bromwich & Bhimani, 1989;
Ezzamel, 1994; Dent, 1990; Scapens, 1984). Competition, deregulation of economies
and changes in manufacturing technology create pressure on organisations to enhance
their competitive positions. These changes have caused a major shift in the cost

structures of many organisations. For example, in the manufacturing sector, direct



labour costs have given way to increased overhead costs. Those researchers have voiced

calls for altering management accounting practices.

Bromwich and Bhimani (1989) considered empirical studies in the UK regarding
organisations’ ~reactions. to rapidly changing product markets and manufacturing
environments, with particular emphasis on the implications for cost management
practitioners. The report found that management accountants need to alter what some
managers perceive as their often self-assumed role as “watchdogs™ rather than as
“suppliers of information” and as parties to decision-making. The overwhelming
influence of financial controls and the emphasis on short-term monetary returns by UK
managers is seen as inhibiting the implementation of advanced manufacturing
technology. Thus, it becomes essential to “manage” costs rather than just “reduce”
them. For this reason, cost management has been a topic of considerable importance in

the literature of accounting.

Furthermore, demanding markets and competitive capability have increased both the
complexity and scope of organisations’ products and services in every sector, with
quality becoming a critical factor in business success. In this process of change, a
feeling is growing among business practitioners that management accounting must be
adapted. Therefore, a great deal of recent cost management literature has centred around
activity-based costing (e.g. ABC: Johnson, 1988; Cooper, 1988; Jeans & Morrow, 1989;
Noreen, 1991; Johnson, 1990; Innes & Mitchell, 1990; Christensen & Demski, 1995;
Bjornenak & Olson, 1999; Bjornenak & Mitchell, 2000; Malmi, 1999; Innes, et al.,
2000). Other modern cost management tools, however, such as target costing (e.g. Tani
et al., 1994; Kato, 1993; Yoshikawa et al., 1993; Bromwich & Bhimani, 1994) and
throughput accounting (Goldratt & Cox, 1984; 1993; Goldratt, 1994; Kaplan, 1994b;
Dugdale & Jones, 1997b) have also been examined.

Thompson (1967) and Al-Hazmi (1995) claimed that cost management has three
purposes, which are efficiency, optimisation and strategy. Some researchers concentrate
on efficiency (Ezzamel, et al., 1994; Horngren, et al., 1999). Others focus on
optimisation (Demski & Kreps, 1982; Gietzmann, 1991) and strategy (Macintosh, 1994;
Guilding, et al., 2000; Simmonds, 1981; 1982; 1985; 1986; Shank and Govindarajan,
1992; Shank, 1989; Cooper and Slagmulder, 1998a; Bromwich, 1990; Simons, 1987;
Dent, 1990).



There have been surveys of management accounting practice (for example, Drury et al.,
1993; Ezzamel & Willmott, 1992) which reported that many of the approaches outlined
in accounting literature are not widely used in practice. Furthermore, Scapens (1994),

Kaplan (1998) and others encouraged research to focus on organisations’ practices.

It was suggested by Ibbotson (1976) (in his study of capital investment as strategic
innbvation) and Al-Hazmi (1995) (a follow on study of éost mariagement) that two
characteristics of the environment that concern managers are Competition Intensity and
Unpredictability. They considered the environment in terms of product market, factor
market and legislation and found some evidence that Cost Management Information
System (CMIS) adaptation does not take place in organisations unless there is some
environmental stimulus. Here the managers’ perceptions of the environment are a
replacement for the particular environmental shock, but perhapé managers gain a wider

understanding of environmental turbulence (shocks) and the need to respond to it.

1.2 Objectives and Research Hypotheses

The main objectives of this research are to understand, describe and explain the
relationships betweén managers’ perceptions of environmental conditions and the role
of cost management information systems to achieve efficiency, optimisation and
strategy in Egyptian organisations. Exploring the actual cost management policies and
practices in a wide range of Egyptian organisations in different groups (chosen
depending on a moderating Variable) is a new research field in both the Middle East and
Egypt. The research takes a wide view of the environment considering three divisions,
Product Market, Factor Market and Legislation, rather one division only, as was the

case in the previous research.

There are three hypotheses related to the relationships between managers’ perceptions
of environmental conditions and the role of cost management information systems to

achieve efficiency, optimisation and strategy in Egyptian organisations;

Hypothesis 1 (H)):

There is a linear relationship between managers’ pérceptions of degree
of competition intensity and unpredictability as  elements of
environmental conditions and practices of CMIS in relation to

achieving efficiency, optimisation, and strategy purposes.

(93]



The second hypothesis relates to both stimulus and constraint effects of managers’
perceptions of environmental conditions where severe environmental conditions
begin to preclude any rational response and, indeed, might lead to a lowering

response; the shape of this hypothesis is non-linear.

Hypothesis 2 (H3): There is a non-linear (curvilinear) relationship between
managers’ perceptions of the degree of competition intensity and
unpredictability as elements of environmental conditions and practices of

CMIS in relation to achieving efficiency, optimisation, and strategy purposes.

“The third hypothesis is that there are some intervening variables, which might explain

these relationships.

Hypothesis 3 (H3): Managers’ education levels, location of aﬁthority, kinds of
consultants and size of organisation are intervening variables which affect the
relationship between managers’ perceptions of the degree of competition
intensity and unpredictability as elements of environmental conditions and the

CMIS practices in relation to efficiency, optimisation, and strategy purposes.

The research addresses weaknesses of Al-Hazmi’s (1995) and other studies in this area

in the following ways:

Theoretically: The theoretical framework adopted recognises and treats some of the
limitations of contingency theory. Furthermore, the research addresses the importance
of the decision-maker who serves as the link between the organisation and its

environment, since; it considers strategic postures as a variable affected.

Empirically: The research chooses a bigger sample of organisations (29 organisations)
adopted depending on the moderating variables (Al-Hazmi conducted 6 case studies and
questionnaires). The reasons for using multiple cases in thié research are: firstly, it
allows replication of comparative logic among individual cases; secondly, it permits the
development of rich description of cost management polices and practices in a wide

range of circumstances, taking into account the differences that exist between cases.

Statistically: The data analyses undertaken employ a variety of tests to achieve the
research aims. Factor Analysis and Reliability Tests are used to test the reliability and
underlying structure of the data and facilitate efficient use of the questionnaire data

efficiently. Cross Tabulation Tests are applied to study the relationships between the



dependent variables (the policies and practices of CMIS). Furthermoré, Multiple
Regression Tests are employed to study the multi effects of th‘e independent variables
on the dependent variables. The use of the Multi Regression tests addresses one of the
limitations of the Contingency theory (as illustrated in Chapter Two). Furthermore,
Cluster Analyses are used to test the existences of the moderating variables. These tests
are used in addition to Means and Standard Deviation as measuring central tendency,
Correlation Tests to study the relationships and Scatterplot Graphs to study the
relatio’nships, which Al-Hazmi (1995) used.

1.3 Motivation of the Research

The motivation to conduct this research arose from the problem of understanding the
contribution of cost management accounting to the complex process of decision-
making. In particular, the research attempts to explore and describe current cost
management information systems with their three purposes: efficiency, optimisation and
strategy when organisations face environmental conditions, in terms of a wide view of

the environment: Factor Market, Product Market and Legislation.

The Egyptian economy is facing a very important period of time, with shifts to
privatisation and open market strategies where competition intensity and
unpredictability will become severe. Egyptian organisations will need to adopt and

adapt their uses of CMIS successfully in order to face these environmental conditions.

1.4 Theoretical Framework

Neo-contingency theory is adopted as a framework for explaining the relationships
between managers’ perceptions of competition intensity and unpredictability for three
divisions of the environment (Product Market,‘Factor Market and Legislation) and
CMIS as policies and practices to achieve Efficiency, Optimisation and Strategy
purposes. Since contingency theory has some limitations, Sorge (1991) and Donaldson
(2001) suggested neo-contingency theory to deal with these limitations. The research
addresses the limitations of contingency theory By adding moderating and intervening

variables to the simple relationships between dependent and independent variables.

The justification for the choice of neo-contingency theory, which assumes a kind of
contingency approach, is fully discussed later, in Chapter Two. The contingency

approach offers better explanations for cost management information systems (Burns
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and Stalker, 1961; Woodward, 1958;; Berry et al., 1991; Berry et al., 1995; Hoque &
Hopper, 1994; Ezzamel & Hart, 1987; Bourgeois, 1984; Otley, 1980; 1991; Donaldson,
~ 2001; 1996; Khandwalla, 1972; Al-Hazmi, 1995; Selto et al., 1995). The theoretical
framework is based on sociological functionalism and takes account of the growing

pluralism of views in the study of organisations, as discussed in Chapter Two.

1.5 Research Method

A survey of organisations using a structured questionnaire, which was administered
during interviews, was used to collect the data. The justification for using interviews
was to discover the interviewees' opinions about the intervening variables chosen from
the literature that might affect the main relationship. Furthermore, administering the
questionnaires during the interviews would increase the rate of responses for
questionnaires (as the number of questionnaires would equal the number of interviews).
The other reason for having the questionnaires filled during the interviews was to offer
an opportunity for the interviews to clarify any difficult questions for respondents. The
research benefited frdm the advantages of using the interviews and questionnaire

methods together, as will discussed in Chapter Four.

This research is based on multiple case studies (29 cases). Eisenhardt (1989), Scapens
(1990) and Yin (1994) claimed that collecting data by this method allows replicating
and extending beyond individual cases, enabling a more thorough theoretical picture to
be painted. Yin (1981) named this approach a “case—sﬁrvey approach”. The main
advantage of an interview method is that it enables rich data to be collected. The
disadvantage is that multiple cases produce exhaustive amounts of qualitative data. An
Interview Guide, therefore, was used, which included a series sef of open-ended
questions to solve this problem. Furthermore, the structured questionnaire included a set
of questions to measure each variable considered. The main aim of the questionnaire
was to collect the data that could be subjected to quantitative analysis, using SPSS, to

achieve the objectives and test the hypotheses.

The data were collected from multiple sources (triangulation) by using interviews and
questionnaires and collecting documents from the organisations (e.g. Financial
Statements and Annual Brochures). Yin (1994) claimed that case studies should not be

viewed as a form of data collection, but instead, as whole studies. Yin (1994) and



Dubois and Gadde (2002) claimed that multiple sources of collected data develop

converging lines of inquiry.

The research method adopted is consistent with the theoretical framework chosen (neo-
contiﬁgency theory) in achieving the objectives. Many authors (for example, Otléy,
1980; Donaldson, 2001) encouraged the use of the case study method when applying the
contingency approach as a theor.etical base. Also, Otley (1980) and Humphrey and
Scapens (1996) claimed that there is a need to collect data from many organisations to
study how each organisation’s circumstances affect CMIS policies and practices. The

data collected by the methods outlined are used for testing the research hypotheses.

1.6 Structure of the Thesis

This thesis has nine chapters. Chapters Two and Three develop the theoretical
framework. The aim of Chapter Two is to outline the views of an organisation as a
system, the contingency approach and the strategic postures, which were suggested by
Miles and Snow (1978). The chapter argues that an organisation is a system that affects
the enviromﬁent in which it operates. It also argues that contingency theory has certain
limitations, so the research recognises and deals with them. Therefore, it suggests that
neo-contingency theory be used. The chapter also discusses the strengths and limitations
of the theoretical basis. It includes the paradigm of structural neo-contingency theory. It

discusses also the other appropriate approaches to the issue.

Chapter Three describes the Cost Management Information System (CMIS) and its
three purposes (efﬁqiency, op_timisation and strategy) in greater depth. It also develops
the three hypotheses: the linéarity and the non-linearity hypothesés and the existence of
intervening variables in the main relationship between managers’ perception of
competition intensity and unpredictability (as environmental conditions) on CMIS as
policies and practices to achieve efficiency, optimisation and strategy purposes. The
chapter clarifies how the structure of CMIS adopted leads back into the contingency

framework.

- Chapter Four discusses the research approach and presents a justification of the research
design. The chosen research design includes interviews with managers, at the end of
which each the interviewee was asked to fill in a questionnaire with closed questions.
The main aim of the interviews was to discover interviewees’ opinions about' the

intervening variables chosen from the literature, through open and open-ended
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Questions, that might have effects on the main relationship. The questionnaire that the
interviewees filled in front of me gave him/her the chance to enquire about unclear
questions so that I could clarify them. The 29 organisations, which were asked to
participate in this study, were chosen depending on the moderating variables. The data
would enable the hypotheses to be tested and investigated via the neo-contingency
model using a comparative methodology. Furthermore, the Chapter focuses on the
measurement of variables and the design of the questionnaire and the interview guide as
instruments for collection of data. It discusses the issues related to the measurement of
variables (e.g. differences between policies and practices, usihg managers’ perceptions
to measure the environment conditions). Consideration is given to reliability and factor
analysis of the data collected and the statistical tests used to achieve the research aims
are outlined. This chapter provides a link between the theoretical and empirical parts of
this thesis, since it starts with the adopted research method, the measurement of the
variables and the design of instruments, which helped to achieve the research aims
identified in the theoretical part, then it reports on the feliability and factor analysis of
the data, which are the basis of the empirical part, and it ends with an account of the

statistical tests used.

Chapters Five, Six and Seven contain an analysis of the data to achieve the aims of the
research. Chapter Five contains information about the Case Studies and the Egyptian
economic issues affecting the participating organisations. Chapter Six includes the
preliminary steps that statisticians advise in order to enable analyses to be carried out
efficiently. It aims to describe the data in terms of the dependent variables, namely
CMIS as policies and practices to achieve efficiency, optimisation and strategic
purposes, and the independent variables, which are managers’ perceptionvs of
competition intensity and unpredictability for the three divisions of the environment:
factor market, product market and legislation, and their relationships to each other.
Chapter Six also tests the existence of effects of moderating variables in the relationship
between managers’ perceptions of environmental conditions and their CMIS practices.

Chapter Seven tests the three hypotheses.

Chapter Eight discusses the research findings, which are covered in Chapters Five, Six
and Seven, within the context of the adopted theoretical framework. Chapter Eight
draws on the relationship that exists between the findings and the literature review, and

provides a critical discussion of the overall research.



The final chapter summarises the results of the research and identifies its contributions
to knowledge. Some contributions relate to cost management information systems,
while others relate to neo-contingency theory and multiple case studies. The chapter
discusses the limitations of this research and offers suggestions for future research. It

concludes with a reflection on the research process and the learning experience.

The structure of the thesis is shown in Figure 1.1 , below:



Figure 1.1 Flowchart for the Structure of thé Thesis
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between the views about organisation, environment, managers and CMIS, and to justify

the selected views along with the chosen theoretical frameworks.

This chapter reviews the literature related to three theoretical perspectives on
organisation, the relationship between it and its environment and managers' decisions
and organisation strategy: (1) organisation systems, (2) neo-contingency theory, and (3)
managers' decisions and organisation strategy for responding to the environment. Figure

2.1 represents a flowchart for these three perspectives.
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2.1 Concepts of Organisation as a System

The organisation is the unit of analysis of this research. Furthermore,. organisation
design has important implications for the design and use of CMIS. Therefore, there is a
need to study different concepts of organisation to identify the appropriate concept.
Since studying economics has an important role in management accounting research,

this section briefly introduces concepts of organisation in the economic literature.

2.1.1 Organisations as Closed Rational Systems

There were four schools that advocated the rational system perspective in terms of
.classical organisation theory: Taylor's scientific management (1911); attempts by Fayol
(1949) énd others to formulate administrative principles; Weber's theory of bureaucracy
(1947); and Simon's discussion of administrative behaviour (1976). Ezzamel and Hart
(1987) argued that each ‘of these four schools included a set of somewhat varied
historically distinct characteristics. Moreover, there were important differences among
the various schools considered in their approach to the normative structure. This section

reviews important issues related to this research.

Scott (1987) concluded, after reviewing the appropriate literature in classical
organisation theory that two structural features distinguish organisations from other
types of collectives. The first feature is that organisations are collectives oriented to the
pursuit of relatively specific goals. The second feature is that the stmctureé of
collectives that govern behaviour, in the form of organisational positions, are developed

independently of individuals’ personal attributes.

According to these two features, orgahisations - as rational systems - are collectives
oriented to the pursuit of relatively specific goals and exhibiting relatively highly
formalised social structures. Organisations are, therefore, instruments designed to attain
specified goals with maximum efficiency. Otley (.1984) argued that this view is
characterised by being both universal in orientation and systematic in approach. For
example, Taylor (1911) was concerned primarily with devising methods for the
planning of work and working arrangements. Thus, proponents of scientific
management believed that there exists “one best way” of performing every task. It is
held that it is management’s responsibility to provide specific guidelines for
performance, to select best employees suited to the task and to eﬁgage in training them

in the most efficient manner. Fayol (1949) developed a comprehensive list of principles
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of management. Weber (1947) developed a description of the characteristics of the
bureaucratic structure, which is a formal mechanistic way of organising similar to that
of the scientific management school. Like Weber, Simon (1976) was also descriptive in
his approach, examining the effect of structural features on individual decision-makers

within the organisation.

The four types of theories also differ in the level of analysis at which they work. Taylor
(1911) and Simon (1976) op'erate primarily at the social psychological level, focusing
on individual participants as they perform‘ tasks or make decisions; they treat structural
features as contexts affecting these behaviours. By contrast, the administrative theory
group and Weber work at the structural level, attempting to conceptualise and analyse

the characteristics of organisational forms.

Ezzamel and Hart (1987, p: 16) summarised the common features shared by these

schools of thought as follows:

1. “Rationality of behaviour is emphasised; it is assumed that it is desirable for the

organisation to operate with maximum efficiency.

2. The organisation is perceived as a mechanistic system. The formal structure of
the organisation is prescribed through the division of labour by specialisation; a
chain of command; clear delineation of authority and responsibility; limited span
of control and a clear distinction between the roles of line and staff personal.

Efficiency is achieved primarily by structuring activities and directing people.

Human beings are assumed to be motivated primarily by economic rewards.

W

Appropriate incentive schemes are considered sufficient to induce maximal

performance from employees."

In this domain, the issues of decision-making rationality and bounded rationality

emerge. Section 2.3.1 discusses these issues.

2.1.2 Organisations as Closed Natural Systems

The neo-classical theory was developed in response to the need for a theory which dealt
with the human element in organisations. Scott (1987, p: 23) identified that
“Organisations as natural systems are collectives whose participants share a common
interest in the survival of the system and who engage in collective activities, informally

structured, to secure this end.” Organisations are viewed as organic systems. Their
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structures grow out of the natural abilities and interests of participants. This approach is

centred on increasing interest in the behavioural aspects of organisation.

In contrast, to rational system theorists, natural system theorists do not deny that
organisations have distinctive features. However, they argued that other characteristics,

which are shared with all social groups, are of greater significance, as follows:

1- Goal Complexity; The natural system perspective pays more attention to
organisational goals and their relation to the behaviour of participants and their complex
interconnections. Therefore, there is frequently a difference between the stated (official)
and the real (operative) goals that can be observed to govern the activities of
participants in organisations. Brunsson (1985) argued that rational system theorists
stress the behavioural structure and are more interested in examining what is done rather
than what is decided or planned. In this dbmain, differentiation between intention and
realisation or between policies and practices is raised. Depending on this characteristic,
a need was recognised in this research to differentiate between policies and practices, as

will be illustrated in Chapter Four.

2- Informal Structure; Rational system theorists déveloped highly formalised structures
to perform every task within organisations and held that workers are motivated to
achieve maximal performance. In contrast, Scott (1987, p: 24) ‘pointed out that
“individual participants are never merely “hired hands” but bring along their heads and
hearts: they enter the organisation with individually shaiaed ideas, expectations, and
agendas, and they bring with them differing values, interests, and abilities”. Burrell and
Morgan (1979) observed that the social relationships developed within informal work
groups had a stronger effect on production than did group piecework incentives.
Ezzamel and Hart (1987) pointed out that this characteristic is an important contribution

of neo-classical theory to modern organisation thought.

3- Functionalist Analysis: The functionalist model assumes that the organisation has
certain needs or requirements that must be met if it is to persist in its present form.
Ezzamel and Hart (1987) pointed out that neo-classical theory emphasises the
importance of the human element in organisations and the broader motivational aspects
of behaviour. It also emphasises the importance of the need for self-esteem and group -
belonging, and the role of supportive leadership. Ezzamel and Hart (1987) identified

organisational climate as the strategic organisational variable affecting human
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motivation. If the climate in organisation is supportive and friendly, it encourages the

employees to achieve goal efficiency and optimisation.

4- Managers' Cognitive Processes: As illustrated in previous sub-section, Simon in
1940s and 1950s laid the groundwork for the treatment of cognitive simplification in his
discussion of “bounded rationality” by suggesting that choice of action in the real world
departs from the requirements of objective rationality because of human cognitive
limitations. Coad (1995) claimed that the construct theory of Kelly (1955) and the "field
expectations” of Tolman (1949) are both models of cognition, which suggested that
individuals have a coded perception of their world to which they relate new experiences.
Their models indicated that managers would process environmental and organisational
events through pre-existing knowledge systems known as “schemata”. Fiske and Taylor
(1991) defined “schemata” as mental models, which represent beliefs, theories and
propositions that have developed over time, based on individuals' personal experiences
and which allow them to categorise events, assess consequences and consider
appropriate actions. Coad (1995) concluded that when faced with new situations,
managers seek to integrate the experiénce into an existing pattern. Taylor and Crocker
(1983) viewed “schemata” as providing frames for problems. This makes it unnecessary
for organisational decision makers to expend the mental effort necessary to diagnose
completely each element of a new strategic problem. Schon (1983) added that
“schemata” provide managers with a repertoire of images, examples and actions such
that when a new situation arises it is perceived as something already present in the
repertoire. Weick (1979) named “schemata” as "perceptual sets" which managers carry

from situation to situation.

In the classical and neo-classical analysis - as illustrated in this section and the previous
one - the organisation was typically treated as a closed system. Organisational issues
tended to be investigated by the organisation independently of its environment. Selznick
(1949) and his students considered the environment in their analysis of organisations.
Their view was that the environment was perceived primarily as an enemy, as a source

of pressures and problems.

Otley et al. (1995) pointed out that there was increased respect for the external
environment in the literature of management control system in the early 1970s. In
effect, research moved towards an open systems perspective and began to focus more

closely on the importance of the organisation-environment relationship. This was a new
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direction in management thought that connected the organisation with its external

environment.

From the above literature, it could be argued that these theories see the organisation as a
closed system with emphasis on rational solutions. However, Scott (1987) concluded
that none of these rational system theories took much notice of the effect of the larger
social, cultural, and technological context on the structure of the organisation. Ezzamel
and Hart (1987) supported Scott's view and he added that the classical theory focuses on
“organisations without people”. In addition, as illustrated above, Simon (1976) claimed
that it is impossible to get full rationality; it is only possible to achieve bounded
rationality — as will be discussed in sub-section 2.3.1. These and related criticisms gave
rise to alternative perspectives on organisations. The research sees the organisation as a
collective formed to achieve specific goals. The following perspective, the natural -
system perspective, was developed specifically in opposition to the rational system
model and was designed to correct its oversimplified conception of organisational

structure and its naive conception of individual participants.

2.1.3 Organisation as an Open Rational System

The previous two perspectives of organisation tend to view the organisation as a closed
system, separate from its environment and comprising a set of stable and easily
identified participants. However, organisations are not closed systems, sealed off from
environments, but are open to and dependent on flows of persons and resources from
outside. Ezzamel and Hart (1987) argued that an open system interacts constantly with
its environment. The organisation, as an open system, imports energy and information
from its environment. The system (organisation), then, exports some products into the

environment, which, in turn, become inputs to other systems.

With the introduction of open systems analysis into organisation theory, it has become
more common to talk about the interaction between organisations and their
environments. Weick (1979) suggested that managers do not react (respond) to an
environment, rather they enact (endorse) it. He added that managers create meaning
from environmental stimuli based on attention to what has already occurred. Moreover,
what they understand to be occurring currently affects their perception of past
occurrences. Managers thereby continually amend: théir mental models through their

ongoing experiences or enactment. In this sense, they invent their own environment.

18



The central feature of the open systems approach is that it seeks to study the activities of

an organisation by reference to the context of the wider environment in which it is set.

Otley (1984) claimed that the basic premise for understanding organisation is that it is
affected by and dependent upon its environment and that its survival is determined by
the degree to which it is able to adapt itself to environmental conditions. Otley (1984)
and other researchers (e.g. Emmanuel and Otley, 1985; 1990; Merchant, 1985; Johnson
& Gill, 1993; Laughlin & Lowe, 1990) argued that the epistemological roots of this
approach stem from ggneral systems theory and sociological structural functionalism.
They recognised that the behavioural aspecté and contingency approach of management
control systems tended to lie along the boundary of the closed natural category and the
open rational approach. Figure 2.1 illustrated this location. Otley (1984) argued that the
development of contingency theory was related to the perspective of organisation as an
open raﬁonal system as illustrated in Figure 2.1. He added that initially the chain of
causation was seen as running from the environment to the organisation, essentially

determining what the most effective adaptive response should be.

Ezzamel and Hart (1987) argued that a closed systems approach treats irregularities in
organisational performance, due to environmental influences such as error variances,
which can safely be ignored, whilst an open systems approach treats them as forces
indivisible from the functioning of the organisation, which should be studied and
understood. They added that while a closed systems approach fails to understand and

develop environmental feedback, an open systems approach succeeds in doing that.

Otley et al. (1995) and Laughlin and Lowe (1990) pointed out that the development of
the contingency theory of management control systems resulted from this approach. As
an example, Thompson (1967) viewed organisations as open systems, faced by
unpredictability, that need to be clear and certain in order to function in a rational
manner. In Thompson's view (1967), management's role is to try to reduce the existing
unpredictability so that the organisation may operate efficiently to achieve its goals.'
Hence, in this approach, the emphasis is on the organisation and how it adapts with the
environment. Therefore, the organisation is an open system because of its interaction
with the environment. Furthermore, it is also a rational system because it retains its
internal orientation. It could be argued that an organisation is both a closed and an open

rational system because it must be a closed system in order to be rational, and it is an
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open system because it exists in an unpredictable environment (Otley, 1984; Thompson,

1967).

2.1.4 Organisation as an Open Natural System

Otley et al. (1995), Ezzamel and Watson (1993) and Hogler and Hunt (1993) identified
that the recognition of the political nature of organisational activity led to this
perspective. It might be that this perspective is useful to widen the view and thinking
beyond the themes of traditional contingent variables such as environment, technology,
organisational structure, size, and corporate strategy. However, this research uses the
contingency approach as its theoretical framework. It broadens the view of the
contingency approach (using the concept of open natural system) concerning the effects .
of legislation issues (as one 6f the independent variables) on CMIS policies and

practices.

The next section introduces literature and studies related to the contingency approach
and its view about relationships between organisations’ structures and their

environments and other contingencies, which they may have.

2.2 Contingency Approach

Drury (2000) observed that in the 1970s, an information-economics approach emerged. .
Researchers extended the models developed in the 1960s to incorporate uncertainty and
to take into account the costs of providing information and compare this cost with the
value of the benefit derived from the information. The research sought to measure and
compare the costs and be;leﬁts of implementing decision models and sophisticated
control procedures. Accoullting reseérchers developed economic models and asserted
that .using these models would achieve the best resulfs or the most goals, as will be
illustrated in Chapter Three. However, according to many surveys of management
accounting practices (for example, Drury et al., 1993; Ezzamel & Willmott, 1992), there
was little practical evidence to support these models. This irhplies that there is a gap
between theory and practice in management accounting. It could be argued that
" universal explanation of CMIS as policies and practices failed. Therefore, some writers
(e.g. Kaplan, 1986; 1998; Scapens, 1994) advocated that research should focus more
closely on the study of management accounting practices. Thereforé, the emphasis of

| management accounting research changed during the last ten years, from developing
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theoretical models of what ought to be, to explaining observed practices or

organisational behaviours.

Drury (2000) pointed out that research into the behavioural aspects of CMIS tended to
concentrate on enhancing the economic performance arising from the use of existing
techniques by promoting their motivational impact of avoiding dysfunctional
behavioural consequences associated with their use. He added that behavioural research
has not contributed to the development of new CMIS techniques, but it led to the
consideration of how these techniques might be modified or which techniques would be
most appropriate in specific organisational circumstances. Drury (2000) argued that in
particular, behavioural research has shown that the economic models, which are
advocated, may not work -as expected when applied in practical situations, because of

unintended behavioural responses in organisations.

The contingency approach is one of the major developments to emerge from
behavioural organisational research. The contingency approach is based on the premise
’éllat there is no universally acceptable model of organisation and the form of
organisation that will be most efficient is contingent upon conditions relevant to the
situation (Otley, 1980; Alum, 1997). In particular, under a contingency approach, the
type of CMIS, as a part of the control system, varies according to the specific
~ circumstances or situations in which the organisation operates. The contingency
approach attempted to relate the design of CMIS to such organisational factors as size,
technology and management styles and to the type of environment in which
organisations operate, for example, the level of unpredictability and competition

intensity.

However, contingency theory faces some criticisms and problerfls. This section is
divided into two sub-sections. The first sub-section introduces the traditional view of
the contingency approach. The second sub-section contains criticisms and problems
which the traditional view of contingency approach faced and the ways to resolve them
in order to reach a neo-contingency theory concept, which better fits the theoretical

framework of this study.

2.2.1 Traditional Explanation of Contingency Approach

The contingency approach provides a theoretical framework that might help to explain

existing practice. Otley (1980) argued that the contingency approach is both descriptive
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(in explaining why organisations adopted a particular CMIS) and prescriptive (in
explaining the type of CIMS that ought to be operated in a particular set of
circumstances). Therefore, the contingency approach is used as a theoretical framework
to explain the practices of CMIS as a part of management control systems used by the
organisations to face their environmental conditions. Selto et al. (1995) claimed that the
contingency approach could allow variables such as types of business sectors, categories
of ownership, characteristics of transformation, competition intensity, unpredictability,

size, role of consultants and types of authorities to be addressed.

Contingency theory is a theory of equilibrium in that it describes organisational change
as a process of regaining equilibrium. An organisation in misfit moves into fit. Burns
and Stalker (1961) and Woodward (1965) explained this movement using contingency
theory. They argued that there is a motivation for an organisation in misfit (that is in a
dis-equilibrium state) to move into fit (in which the organisation is equilibrium state) to
gain the higher performance that fit produces. However, when the organisation moves
out of fit into misfit, it consequently loses performance, so that there is no incentive for
it to move out of fit. This equilibrium aspect of contingency theory is consistent with a
functionalist type of theory. Furthermore, Hage (1974) pointed out that it is consistent
also with contingency theory being a cybernetic type of theory, which is focused on
deficit reduction, or reducing misfit. Locke and Latham (1990), and Wood and Locke
(1990) explained how deficits are created (using Goal-Setting theory which is a theory
in organisational behaviour) by people setting new performance targets that exceed their
present performance. Hence, this creates a gap or deficit, which tends to misfit.
Donaldson (2001) argued that theories seeking to explain this deficit relate to individual
or organisational proactively, in terms of creating a stress. He added that deficit-
reducing theories, such as contingency theory,y attribute to the individual or organisation
as being reactive, seeking to remove an existing situation (the differences between
reactivity and proactively, and the factors which lead to being proactive, will be

discussed later, in section 2.2.2).

Donaldson' (2001) argued that the contingency approach provides the theoretical
explanation of two points; the association between contingent variables and practices of
CMIS, as a part of management control system in organisations, and contingency
change producing change in practices. An organisation that changes the level of ité
contingency tends to have been in fit when it made the change and hence to move into

misfit so that its performance decreases. The organisation then changes its practices to
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fit the new level of the contingency variable in order to avoid further performance loss.
In this way, the contingency and the practices move into equilibrium and so raise the
association between the contingency and the practices. Hence, it could be argued that
practices of CMIS need to be matched to the circumstances in which the system
operates. The match can be tested by using correlation analysis between each of the

contingent variables and CMIS. This analysis will be shown in Chapter Seven.

It is still commonly agreed that employing contingency theory provides useful insights
for understanding how environmental factors are related to CMISs (Berry et al., 1991;
Hoque & Hopper, 1994). However, contingency theory has been criticised because it
suffers from a fundamental problem related to methodological assumptions (Child,
1972; 1973; 1977, Otley, 1980; Doweny & Slcoum, 1975). The. next sub-section

introduces the literature related to criticisms of contingency theory. -

2.2.1.1 Criticisms of Contingency Theory

There are two schools of thoughts related to contingency theory. The first advocates
contingency theory and claims that organjs:ational structures change and adapt, in
response to unforeseen events in the external environment. Donaldson (1996) called this
view as deterministic. According to this view, the model predicts that contingency
variables account for most of the variation in structure and that the value preferences

and choices of the managers make little independent contribution to an explanation.

The second school of thoughts rejects determinism by varying degrees. Whittington
(1989) strongly rejected determinism and argued that managers exercise a free choice
over the fate of their organisations. Other writers (e.g. Child, 1972; Bourgeois, 1984;
Hopper & Powell, 1985) were less extreme and argued that managerial decisions and
deterministic factors, such as unforeseen events in the external environment, work
together in shaping the organisation. They emphasised the importance of the decision-
makers who serve as the link between the organisation and its environment. The
criticisms of the idea of the deterministic effect of contingencies on structure came from
two main directions: sociologists (e.g. Child, 1972; Whittington, 1989; Schreyogg,
1980; Whitley, 1977), and management theorists (Anderson & Paine, 1975; Bourgeois,
1984; Weick, 1987). They asserted that there is more scopé of choice by management,
which exercises discretion over the choice of structure, with structural change being a
more complex phenomenon than contingency theory allows. These choices arise in

several ways. Management could regain fit by adjusting the contingency to the
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structure. In addition, in conditions of envirdnmentally induced siack, organisations
may persist with sub-optimal structures for considerable periods of time. Thus,
organisations need not in fact adjust their structures to their contingencies and this
allows influence by managerial value preferences, beliefs, ideologies and power. In
these ways, there is considerable scope for choice of structure (Bourgeois, 1984; Child,

1972; Bobbitt & Ford, 1980).

As a result of these strategic choices, contingency variables fail to explain much more
than half of the variation in structure. However, Donaldson (1985) pointed out that
structural contingency theory is not completely deterministic and that managers have
played a long-standing role in selecting organisational structures that cope with or adapt
to various contingencies. The present research uses this concept and considers that
organisation strategy is a moderating variable that affects the main relationship (effects
of managers’ perceptions of environmental conditions on using- CMIS to achieve
efﬁciency, optimisation and strategy purposes), as will be illustrated in the next section

(2.3) of this chapter.

From another point of view, Child (1972), Otley (1980), Bourgeois (1984), Ezzamel and
Hart (1987), and others argued that the idea of the contingency model is empirically
deficient because the application of contingency theory does not consider any

moderating or intervening variables. They proposed that the model should be:

Subject to Moderating Variables:
If [X Intervening Variables | then Y]

The problems with the model are the number of moderating and intervening variables,
the difficulty of collecting the amount of data required to measure these variables and
also - as Ezzamel & Hart (1987) and Bourgeois (1984) stated - the impact of the
interaction between those variables on the model. It was thought these complications
‘could be remedied by simplifying the model and setting boundaries for any research.
While simplification would help in keeping the model under control, greater

simplification might hold the risk of over abstraction.'

! However, in this research —as will be illustrated in chapters Six and Seven- the data analysis revealed
high correlation with the variables and the regression models had high R? in terms of high explanatory

power in the contingency model.
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Berry et al. (1995, p: 22) argued, “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”. Otley (1991) argued that the external environment in which they operate
affects designs of CMISs. Furthermore, Kaplan (1998) believed that competitive force
would cause leading organisations to adapt fo the new competitive environment by
developing innovative ‘cost management and control systems. For example, an
organisation might begin to rely more heavily on CMIS for efficiency, optimisation and
strategy purpbses to fit its managers’ perception of competition  intensity and
unpredictability. Furthermore, Donaldson (2001) argued that contingency theofy
explains organisational change as a functionalist process of adaptation. The organisation
adopts a new structure that better fits its new level of the contingent variable, which is
the main hypothesis of this study. Furthermore, Khandwalla (1972) observed a
relationship between the degree of external competition, particularly product
competition and the sophistication of the management controls used.by an organisation.
In such a way, the organisation replaces dysfunctional CMIS with functional CMIS.
This is rational for the organisation in that it fulfils its goals. This change comes about
through the decisions made by its managers. They are acting in a pro-organisational

fashion.

Moreover, Al-Hazmi (1995) argued that managers have two primary perceptions of the
external environment, that of competition intensity and unpredictability. He studied the
effects of competition and unpredictability as the characteristics of the environment on
cost policies and practices in absolute terms; he did not study the effects of any
moderating and intervening variables on this relationship. Al-Hazmi (1995) focﬁsed on
competition intensity and unprédictability as factors of external environmental
conditions, which have an effect on organisational behaviour. He argued that as
competition increased, there would be a stimulus to innovate until the constraint of
severe competition increased the risk of failure. Similarly, as unpredictability increased,
there would be a constraint on innovation arising from the inability to predict

consequences.

The research follows Al-Hazmi and the above researchers in considering competition
.intensity and unpredictability as environmental conditions affecting on policies and

practices of CMIS. In addition, it has aims to discover some of the circumstances which
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might affect this relationship, as moderating and intervening variables. Therefore, the

next step is to explore the variables, which explain those behaviours.

The contingency approach is used as a basis for explaining the case studies and the
differences between them. The next sub-section adds other problems with contingency
theory and suggests how to resolve some of them. This leads to a revised form of
contingency theory that is named by some academic writers (e.g. Sorge, | 1991;

Donaldson, 2001) as neo-contingency theory.

2.2.2 Neo-Contingency Theory

Donaldson (2001) recognised two difficulties in traditional contingency theory, which
have not been dealt with to date and which lead to revision to become neo-contingency
theory. This new version of contingency theory is more realis«ti‘c and more dynamic.
This sub-section discusses these two difficulties and their relevance for this research as

follows:

The first problem is analysing the way multiple causes interact to determine the overall
effects on organisation. Foe example, within this research, there are a number of
different contingent variables (managers’ perceptions of competition intensity and
unpredictability in relation to three factors: product market, factor market including five
sub-factors “raw material, labour, management, finance and technology” and
legislation), which could affect CMIS as policies and practices. Therefore, the question
arises of how to combine the effects of more than one variable to assess their total

effects on CMIS.

Donaldson (2001) argued that this issue could be explained by portfolio theory, which
states that the risk of a portfolio is affected by the risk of each element, and by the
correlation among the elements. If two variables display strong effect but are negatively
correlated (or even are only weakly, positively correlated), then they produce lower
effect (lower coefficient value) in the equation than in each of the elements (Brealey &
Myers, 1996). However, Randolph and Dess (1984) did not agree with this view. They
argued that these effects are additive. Therefore, the first effect is added to the second
one to yiéld the overall effect on the dependent variable. Although this thought appears
to be well developed, Van de Ven and Drazin (1985), however, argued that the overall
effect of multiple effects is not the sum of their individual effects and so is not additive.

They advanced a model in which the combination of multiple fits is seen as a system fit.
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Drazin and Van de Ven (1985) argued that there is some holistic property that is not
_captured by analysing each variable separateiy then just adding them together. Thus,
they argued that the effect of multiple contingent variables could not be calculated by

simply adding up the effect of each variable.

This research recognises the above argument that Neo-Contingency theory evokes. It
considers multiple effects of the multiple contingent variables on CMIS through using
multiple regression analysis, rather than the sum of the effect_s of those variables
individually. It studies these multiple effects to obtain a model, which explains the
participation of each of these contingent variables as a coefficient and at the same time,

their total effects.

The second problem is that it is unclear how managers know what exact organisational
structures fit their contingencies. Contingéncy theory tends toward an implicit view that
} management knows what situation its organisation should be in. However, Donaldson
(2001) argued that this view might be unrealistic. He claimed that management might
know the direction in which fit lay and head in that direction. For example, managers
from their experiences in the organisation to recognise the direction to adopt depending
on their cognition and “schemata”, as illustrated in the previous section 2.1.2.
Therefore, Donaldson (2001) claimed that organisational adaptation is to move into
quasi-fit rather than into full-fit. Managers try to move to fit but they attain only quasi-
fit. The organisation will then adjust the level of its structure to narrow the gap between
its actual level and that required to fit its contingencies, without completely eliminating
the gap. However, by moving from misfit to quasi-fit, organisation performance will
improve. This increase in performance is sufficient to feed back and commence growing
again. In turn, such increase in the contingency increases the misfit and begins to reduce
“performance, so that eventually a further increase in the organisational structure is
triggered. Hence, the organisation can go through the cycle of increasing the level of the
contingent variable (e.g. managers’ perceptions of environmental conditions) and
structure (e.g. using CMIS), despite not attaining full fit. waevgr, the organisation
needs only to attain quasi-fit for the feedback effect of performance on the contingency
to cause another round of the cycle of growth. Donaldson (2001) -claims that an
organisation needs only to enter quasi-fit recurrently to experience recurrent incremental

‘increases in contingencies and structures.
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It could be argued that the concept of the organisation moving into quasi-fit is more
realistic than that of the organisation moving into full fit. The management of an
organisation does not need to know exactly what full-fit is, but only has to know the
correct direction. The correct direction can be discovered by extrapolating from past
decisions, as illustrated in section 2.1.2. This model of managerial decision-making is
consistent with bounded rationality. Lacking complete knowledge, managers tend to act
only when there is a problem and to use a solution nearby that is not perfect but that

satisfies, reducing the magnitude of the problem to an acceptable level.

Moreover, from the discussion of the éssumptions of contingency theory (sub-section
2.2.1), it could be recognised that contingency theory is based on the concept of the
state of equilibrium. This idea leads managers to be reactive towards environmental
conditions and other contingent variables. However, Bateman and Crant (1999) claimed
that the world has three kinds of people: those who make things happen, those who
watch what happens and those who wonder what happened. Crant (1996) defined
proactively as an action orientation toward organisational behaviours. Employees take
an active role in their approach towards work. They initiate situations and create
conditions. He claimed that this is in contrast to the passive and reactive patterns of
behaviour. Proactive people actively seek information and opportunities for improving
things. They do not passively wait for information and opportunities to come to them.
Furthermore, Bateman and Crant (1999) argued that proactive individuals actively
create environmental change, while less proactive individuals actively seek it. To be

proactive is to take the initiative in improving business.

Buss (1987) and Diener et .al. (1984) claimed that people are not always passive
recipients of environmental constraints on their behévio'ur; rather they can change
intentionally and direct their current circumstances. Bateman and Crant (1999)
introduced the proactive disposition as a concept that identifies differences among
people in the context in which they take action to influence their environments. They
defined the characteristic proactive personality as someone who is relatively
unconstrained by situational forces and who effects environment change. Proactive
people identify opportunities and act on them, show initiative; take action, and
persevere until meaningful change occurs. In contrast, people who are not proactive fail
to identify opportunities tb change things. Less proactive individuals are passive and
reactive and they prefer to adapt to circumstances rather than change them. It could be

argued that prospectors and analysers in organisations are proactive.
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Crant (2000) argued that there are two factors which have an impact on proactive
behavioural characteristics. The first factor is a personality characteristic of employees
(this is outside the scope of this research, lying in the held of social studies). The second
factor is contextual factors such as organisational culture, organisat@onal rules,
situational prompts, and public or private setting. Crant (2000) claimed that the
proactive personality - is associated with an array of organisational practices and
innovations. He added that organisational interventions could have more effects for
proactive individuals. Moreover, Kelley (1998) highlighted initiative and other
proactive behaviours as the keys that distinguish star performers from average

performers.

Bateman and Crant (1999) claimed that organisations could benefit from the proactive
behaviour of their members. At the strategic level, this could be seen in the number and
frequency of introductions of new products, services and processes, the amount of
resources allocated to innovation, and how often the firm is a first or second mover.
They added that a firm’s level of proactive behaviour is reflected in its bold or cautious
attitude, the extent to which it shapes the competitive landscape or merely reacts to the
moves of others, how actively it creates demand and drives markets, and whether it is an
industry leader or follower. It could be argued that this view supports Miles and Snow’s
(1978) typology of business strategies which will be discussed in section 2.3.2.1;

Defender, Prospector or-Proactive, Analyser, and Reactor or Reactive.

From the above discussions, contingency theory assumes that decisions should be
rationally taken to obtain full fit with the contingencies in order to arrive at the
equilibrium state that contingency theory aims to achieve. This leads to assume that

managers should be reactive to get full fit. This assumption is an unrealistic approach.

From the above discussions, it could be argued that contingency theory supposes that
managers should be reactive to achieve the equilibrium case. Neo-contingenéy theory
supposes that managers could be at any point on a continuum between reaction and pro-
action, which could lead to dis-equilibrium. Although managers try to make their
decisions as proactive as possible, complete rationality in decision-making is not
achievable. From a realistic standpoint, managers tend to seek a quasi-fit situation with
the organisation’s external environment. Managers, therefore, make decisions with a

constricted view of rationality. This is a more pragmatic approach.
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This is another area, in which neo-Contingency theory influenced this research. This
research considers studying the organisation’s behaviour as a scale between reaction
and pro-action (depending on Miles and Snow’s typology). It is supposed that managers
might be at any point on the scale betWeen being reactive and proactive decision
makers. Therefore, four types of business strategies (Defender, Prospector or Proactive,
Analyser, and Reactor) are considered as a moderating variable, which could impact on
the relationships between managers’ perceptions of environmental conditions and using
CMIS in organisations. Section 2.3 contains discussion about the effects of managers'
decisions and kinds of organisation strategies for responding to the environment in
terms of using CMIS. Moreover, the following sub-section includes a summary of

perspectives that discussed earlier.

2.2.2.1 Three Theories to Explain Adjustment

There are three theories to explain the notion of contingency adjustment to structure to
attain a match. The first theory is contingency determir-lism;‘based oﬁ the idea that
contingency leads to structure. Donaldson (1987) claimed that contingency determinism
posits that a change in the contingency variable produces a change in the structural

variable, directly and fairly immediately.

In contradiction to contingency determinism, the second theory postulated by structural-
functionalism is of a more extended set of processes, which take longer to occur.
Donaldson (1985) exemplified that a shift in the contingency variables leads to dis-
equilibrium; this produces a decline in effectiveness that creates pressure for change,
which causes structural adaptation producing a new structure and restoring
effectiveness. Thué, the theorétical ~assumption of structural-functionalism is not
contingency determinism but structural adjustment to regain fit (SARFIT). Both
theories contain the notion that the structural reorganisation is driven by contingency.
 However, Donaldson (2001) claimed that under SARFIT the need for structural change
arises from the reduction of performance, which comes from the mismatch of structure
and contingency, rather than just from the change in the value of the contingency
variable. Therefore, Hamilton and Shergill (1992) and Hill (1992) have empirically
shown that fit positively affects performance and misfit negatively affects performance.
Donaldson (2001) emphasised that SARFIT is a refinement of thg contingency idea,

* which provides a more accurate model of the structural-functional logic.



In rejecting cor}tingency determinism, Child (1972) offered the third theory: the
strategic choice theory. Whittington (1989) strongly rejected determination and argued
that managers exercise a free choice over the fate of their organisations. Other writers
(e.g. Child, 1972; Bourgeois, 1984; Hopper & Powell, 1985; Bobbitt & Ford, 1980)
were less extreme and argued that managerial decisions and deterministic factors, such
as unforeseen events in the external environment, work together in shaping the
organisation. They emphasised the importance of the decision-makers who serve as the
link between the organisétion and its environment. The criticisms of the idea of the
determinism of structure by contingencies came from two main directions; sociologists
(e.g. Child, 1972; Whittington, 1989; Schreyogg, 1980; Whitley, 1977), and
management theorists (Anderson & Paine, 1975; Bourgeois, 1984; Weick, 1987). They
asserted that there is more scope for choice by maﬁagenient, which exercises discretion
over the choice of structure, and that structural change is a more complex phenomenon
than contingency theory allows. These choices arise in several ways. Management could
regain fit by adjusting the contingency to the structure. In addition, in conditions of
environmentally induced slack, organisations may persist with sub-optimal structures
for considerable periods of time. Thus, organisations need not in fact adjust their
structures to their contingencies and this allows influence by managerial value

preferences, beliefs, ideologies and power.

Grant (1988) claimed that contingency theory greatly expanded the scope of strategic
and management control research. It emphasises the “fit” between external
environmental factors and the internal resources of the organisation. It analyses the
components of the organisation structure and the firm’s aBility to adaﬁt to these changes
(Child, 1970; Grant, 1988). Yasaiardekani and Nystrom (1996) used environmental

scanning to test the effectiveness of contingency variables in strategic decisions.

Strategic choice, like SARFIT, contains the notion that misfit creates low performance,
leading to a pressure for change to restore the match between structure and
contingencies. However, in the strategic choice formulation, match can be restored by
adjustment of structure to fit the new contingency (as in SARFIT), or by adjustment of -
the contingency to the structure. Therefore, Donaldson (1987, p: 4) asked, “Do
organisations in disequilibria regain fit by structural adjustment,' or do they with equal
ease do so by adjustment of contingency to structure?”. He answered this question by

comparing the costs of the two routes. If the latter route is as open to choice as the
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former, and can be chosen with roughly equal cost, then one would expect to see both

routes being chosen with equal frequency.

The next section introduces literature and studies related to managers’ decisions and

types of organisation strategies for responding to environment.

2.3 Managers’ Decisions and Organisation Strategy for Responding to

the Environment

As illustrated in section 2.2, there are some writers who advocated that organisation
strategy is the structural adaptation (e.g. CMIS) to various unforeseen environmental
events. Chenhall (2003) claimed that strategy is somewhat different from other
contingency variables. In a sense it is not an element of context; rather, it is the means
whereby managers can influence the nature of the external environment, the
technologies of the organisation, the structural arrangements and the control culture and A
the CMIS. Chenhall (2003) added that the role of strategy is important as it addresses
the criticism that contingency -research assumes that an organisation’s CMIS is
determined by context and that managers are trapped by their operating situation.
Therefore, there was a need to test this assumption and its effects on CMIS. For this
reason, organisation strategy was chosen as an intervening variable in the main
relationship. The Kruskal- Wallis H test was used to test the intervening variables

effects, as will be demonstrated in Chapter Seven.

Against this background, the next section incorporates two main elements. The first sub-
section relates to bounded rationality in the decision-making process and explains how
managers are unable to be fully rational in making decisions. As human cognitive
limitations prevail, managers make their decisions with the aim of achieving bounded
rationality‘, rather than full rationality. The second sub-section contains the typologies of
organisation strategies; it describes what organisations could use in responding fo the

environmental conditions.

2.3.1 Decision-Making Rationality

Scapens (1984) argued that the neo-classical economic framework played a central role
in structuring the decision models used by researchers who were instrumental in the
development of management accounting's conventional wisdom. The neo-classical

economic framework entails the following assumption: The decision-maker has
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available at no cost and with no uncertainty all the information he requires to structure
his decision problem completely and to arrive at a deterministic profit maximising

solution, using the principles of marginal analysis.

Otley (1984) encouraged researchers to move away from economically rational models
towards models that emphasise how individuals cope in situations characterised by
ambiguity and uncertainty. Miles and Snow (1978) supported this view and argued that
the process of organisational adaptation is neither an uncontrolled phenomenon nor a
process involving perfectly rational and efficient choice. Instead, adaptation occurs
through a series of managerial decisions, and is influenced by how consistently
managers' choices are integrated, and how this integration relates to the managers'
perceptions of uncertainty, adaptation and their roles in it. Furthermore, Hodgson (1988)
argued that in a complex and uncertain world, it would be impossible for an individual

to make sensible decisions in the manner assumed in rational economic models.

Simon (1976) argued that decision-makers could not choose the best possible solution
because they do not know it. They do not know all the possible solutions and even
supposing that there is a collection of solutions to be known, it could 'be very costly to
go on searching. Therefore, he claimed that instead of maximising (much as the
decision-maker would like to), he “satisfices”. He described “satisficing” behaviour as a
compound of satisfactory and sufficing. He compared between economic man and
decision-maker, saying that as economic man is a maximiser, seeking the best solution
whereas as a decision maker settles for solutions which are ‘good enough’. He
compared between intended rationality and the bounded rationality that underlies

administrative behaviour.

In trying to describe the factors that affect decision-making, many authors (e.g. Simon,
1976; Stoner & Freeman, 1992; Beckert, 1996) have proposed a theory of bounded
rationality. This theory points out that decision makers must cope with inadequate
information about the nature of the problem and its possible solutions, a lack of time or
money to get information that is more complete and distorted perceptions, an inability to
remember large amounts of information and the limits of their own intelligence.
Furthermore, time is crucial resource, but also, during the passage of times the
suppositions on which decisions are based will be altered by changing circumstances.
Therefore, decision-making occurs according to bounded rationality rather than full

rationality.
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Padgett (1980) argued that managers-are rational economic beings who continually
calculate what actions will lead to the greatest advantage. He added that this rationality
is limited, however, by the information processing capabilities of the managers and the
ambiguity and uncertainty of the environment surrounding them. Minkes (1987) argued
that no management function can be performed without managers facing uncertainty

and ambiguity, and they are far from an optimisation situation.

Minkes (1987) supported Simon's view about rationality. He discussed bounded
rationality in terms of the “satisficing” concept, in which an individual ceases ;[o search
for a better solution once a “satisficing” rather than an optimal solution is found.
Minkes (1987) arrived at a description of the decision-making prbcess, according to
which individuals paying sequential attention to multiple conflicting goals rather than

being the rational decision-makers of economic models.

Berry et al. (1995) argued that bounded rationality accepts that human beings do not
necessarily act to maximise the outcomes of a set of actions. Due to the complexity of
decision-making, and limitations on people's knowledge and ability in processing
information, individuals will seek satisfactory outcomes. Despite efforts to be idyllically
rational in decision-making, an individual's rationality is constrained within the limits of
his or her own ability to process complex information. Stoner and Freeman (1992)
added that instead of searching for the perfect or ideal decision, managers frequently
settle for one that will adequately serve their purposes in terms of finding the first
satisféctory decision, rather than the optimal decision. Minkes (1987) showed that it is
precisely the uncertainties, which require managers to make decisions. The future is
unpredictable. If decision-makers knew what the future held, they would not need to
make decisions. Nevertheless, their lack of k&mwledge; the partiail ignorance in which
they must necessarily operate, obliges them tb make choices. One of the most
challenging dilemmas that the manager faces is trying to operate simultaneously across
several dimensions of _time, namely the present, the future and even the past. Minkes
(1987) argued that decision-making requires of managers certain kinds of sensitivity

and flexibility, which lie outside the formal stages of the models.

Hayakawa (2000) recognised that various elements could affect bounded rationality. He
identified them as follows: 1- Decision-makers' cognitive and computational capacities
are significantly bounded. 2- The severity of this limitation is compounded by the fact

that the available time fit making decision is fixed. 3- Decision-makers seldom have



perfect information about choice alternatives, since information gathering and
processing, like any other activity, requires time, funds and other resources. 4- Many
decision-making situations involve an element of risk, so that the anticipated
consequences of decisions can only be assessed in probability terms, subjective or
objective. 5- If decision-making situations are accompanied with uncertainty the

consequences of an action could not be assessed even in probability terms.

2.3.2 Types of Organisation Strategies for Responding to Environmental
Conditions '

"Quinn (1980) and Harrison (1987) assufned that strategy could be used as the
intervening variable between the organisation and the external environmenf. It is evident
that the core premise of research in fhe area of strategic cost manaéement lies within a
contingency framework (Govindarajan & Gupta, 1985;_ Simons, 1990) which runs
through the contemporary work of industrial economists and a marketing view of
products (e.g. Bromwich, 1990; Simmonds, 1981; 1986; Shank & Govihdarajan, 1989).
However, as Dent (1990) showed that control systems were partly contingent upon
strategy, fhere is a contribution by CMIS to the complex processes of decision-making
and to the way in which control systems can contribute to strategic change. Simons
(1990) described how CMISs could focus the organisation’s attention on strategic
issues. The management accounting system plays a role not only as an instrument for

implementation but also in the formulation of strategy.

Child (1972) argued that an organisation’s strategy is the tool by which the organisation
aligns itself with its environment. He discussed how organisations align themselves
with their environments. He answered this question by introducing a range of the
strategic cho.ice approaches. He argued that organisation structure is only partially
predetermined by environmental conditions and placed heavy emphasis on the role of
the top decision-makers that serve as the primary link between the organisation and its
environment. These managers are viewed as being in a position not only to adjust
organisation structure and process when necessary, but also to attempt to manipulate the
environment- itself in order to bring it into conformity with what the organisation is
already doing. In this domain, Hofer and Schendel (1978) claimed that strategy becomes
the mediating force or "match" between the internal and external context. Furthermore,
Glaister and Thwaites (1993) claimed that the organisation moves according to the
strategy objective in response to changes in the environment. Coad (1995) argued that

strategic control systems (such as CMIS) enable top management ‘to respond to
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unforeseen external and internal developments with changes in strategy. Ibbotson
(1976) argued that environment influences strategy in the short run and strategy
influences environment in the long run. Because of this role of the top decision-makers,
they are in a position to adopt their CMISs. This strategic choice approach introduces an
answer to the question why not all organisations in the same circumstances have the

same CMISs? The answer is, it is a matter of managerial choice.

Van de Ven and Drazin (1985) used the word “selection” to describe the process
whereby organisation structure comes to be correlated with the contingencies. They .
identified two kinds of selection: natural and managerial. In managerial selection,
managers make the decisions about structure. Drazin and Van de Ven (1985) supported
their conceptual argument with an empirical analysié. They showed.that there were
correlations between several structure variables and the contingency, which they saw as
supporting the natural selection view. Further, they showed that the correlations were
greater for aspects of structure and 'process under management control, thereby
supporting the concept of management selection. Donaldson (2001) claimed that natural
selection would explain fit among organisations by saying that mis-fitted organisations
failed to survive. In a review of Drazin and ‘Van de Ven (1985), he argued that the
organisations in their study were units within public sector organisations, so that a mis-
fitted unit would not go bankrupt and disband; hence misfit and low performance would
not necessarily lead to lack of survival. Therefore, he claimed that the correlations
between structure and contingency in their empirical analysis would not seem to be
brought about by natural selection, though Drazin and Van de Ven’s conceptual point
may apply to freestandihg organisations, such as in private sector organisations. Thus
for some organisations, none of the correlations between their structure and contingency
variables are caused by natural selection and all are brought aBout by managerial
selection. Donaldson (2001) preferred to use the term managerial decision to distinguish
it from natural selection. Hence, he argued that almost all organisations are shaped to
some degree by the decisions their managers make, without natural selection having
played a part. In the following sub-section, there is a brief discussion of the work of

Miles and Snow, in which organisation strategies are classified.

2.3.2.1 Miles and Snow’s Typology (1‘;’78)

From the above; strong implications rose that organisation strategy was an important
variable, which could affect on organisational adoption of CMIS. Moreover, this might

explain why organisations in the same category (that faced the same environmental
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conditions) had different CMIS. Therefore, in this study, it was intended to test this
effect through the data analysis. The Kruskal-Wallis test was used to test the effect of

organisation strategy as one of the selected moderating variables.

Miles and Snow (1978) identified four basic types of organisation, the Defender, the
Prospector or Proactivé, the Analyser, and the Reactor or Reactive, in terms of their
strategy for responding to the environment and theircombination of structure, culture,
and processes consistent with that strategy. This perspective helps explain why
organisations facing similar situations behave differently and continue to do so over
long periods. These organisation types have the following general characteristics (Miles
and Snow, 1978): |

Defenders are organisations, “which have narrow product-market domains. Top
'managers in this type of organisation are expert in their organisatién;s limited area of
operation but do not tend to search outside of their domains for new opportunities. As a
result of this narrow focus, these organisations seldom need to make major adjustments
in their technology, structure, or methods of operation. Instead, they devote primary

attention to improving the efficiency of their existing operations.

Proépectors are - organisations, which almost continually search for market
opportunities, and they regularly experiment with potential responses to emerging
environmental trends. Thus, these organisations often are the creators of change and
uncertainty to which their competitors must respond. However, because of their strong
concern for product and market innovation, these organisations usually are not '

completely efficient.

Analysers are organisations, which operate in two types of product-market domains,
one relatively stable, and the other changing. In their stable areas, .these organisations
operate routinely and efficiently through use of formalised structures and processes. In
their more turbulent areas, top managers watch their competitors closely for new ideas,

and then they rapidly adopt those which appear to be the most promising.

Reactors are organisations in which top managers frequently perceive change énd
uncertainty occurring in their organisational environments but are unable to respond
effectively. Because this type of organisation lacks a consistent strategy-structure
relationship, it seldom makes adjustment of any sort until forced to do so by

environmental pressures. Managers in this kind of organisation are behaving reactively.
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Snow & Herbiniak (1980) argued that the Miles and Snow’s typology has important
strengths, especially its strategic orientation and identification of patterns in the product
market strategy. Management accounting researchers (e.g. Simons, 1987; 1990; Mia &
Clarke, 1999) argued that Miles and Snow’s typology formed the basis for a range of
research concerning the best fit of strategy and CMIS design. This body of research
emphasises the relationship between the organisation and changing market and focuses
on how a management accounting system can be designed optimally in accordance with
the specific strategy the organisation has decided to follow. This approach is criticised
for being devoted to the idea of best fit; it tends to ignore the complex and dynamic
nature of strategy implementation where the uses of accounting data and cost
information may be very different in each case. This limitation is essentially the major
focus of the recent strategic cost management literature, which is concerned primarily
with the use of cost information in its broader strategic context: The focus of the
literature is the way in which organisations are using their accounting system and cost

information, which were, in turn, driven by their strategic behaviours.

Miller and Toulouse (1986) demonstrated that managers employing a differentiation
strategy have different attributes from their counterparts using cost-leadership. For
instance, managers employing a differentiation strategy appeared to have greater
willingness to take risks, greater tolerance for ambiguity, and a greater tendency to
internal locus of control, than those practising cost-leadership. Based on thosé findings,
Jennings and Seaman (1994) pointed out that a manager practising a differentiation
strategy will prefer superior product or service attributes.’ In contrast, a nﬁanager
practising a cost-leadership strategy will try to become the lowest-cost provider of a
product or service. In addition, managers practising the t\;vo different strategies will
have different beliefs about what is important. Thus, researchers find that types of
strategies and approaches to scanning are linked, because different strategies require
different scanning approaches. Managers with certain scanning skills may choose

strategies that maximise their skills.

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

firm had decided to follow towards achieving its business goals.
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Simons (1987) extended Miles and Snow (1978) work. Simons’ work 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,A1979; ﬁirst, 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 defenders with tighter budget goals and
more frequent reporting on forecast and outputs than cost control. Simons (1990, p:
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”.

Depending on this perspective, it could be useful to consider this typology as a
moderating variable, which might affect on the main relationship (managers’

perceptions of environmental conditions on CMIS).

The next section contains a summary of the methodological issues related to the above
theoretical ' framework. It encloses the ontology, epistemology and the research

paradigm.

2.4 The Methodological Issués

Burrel and Morgan (1979) claimed that methodology refers to the methods and ways
used to conduct research. A methodological position consists of three elements

(ontology, epistemology-and research paradigm)

2.4.1 The Ontology

Burrell and Morgan (1979) argue that ontology is concerned with the nature of social
reality, the essence of the phenomenon under investigation. On the one hand, the social
world can be regarded as having an empirical, external concrete existence, independent
of and prior to the cognition of any research; this is the realism view. At the other
extreme, the nominalism view assumes that the social world is external to the
individual’s cognition and is made up of nothing more than names, concepts and labels,
which are used to structure reality. Furthermore, Gill and Johnson (2002) classified
realism into ontological and epistemological realism. They argued that ontological

realism considers that reality exists independently of the cognitive structures of



researchers, while epistemological realism considers that reality is cognitively

accessible to researchers.

In this research, the phenomenon under investigation - which is using CMIS - has an
empirical, external existence prior to and independent of the researcher. Therefore, the
adopted ontological perspective of the research is realist. The collected data is real data,
not social data. The data reléted to managers’ perceptions are considered as
epistemological realism and the data related to using CMIS to achieve efficiency,
optimisation and strategy purposes and related to facts about organisations (Size,
Ownership, Location of authority, Kinds of consultants and Kinds of transformation
operations) and facts about the interviewees (Education level) are considered as

ontological realism.

2.4.2 The Epistemology

Epistemology is concerned with the nature of knowledge andv there are two streams as
Burrell and Morgan (1979) introduced positivistic and anti- positivistic. The positivistic
epistemology seeks to explain and predict what happens in the social world by
searching for regularities and casual relationships between its elements. Gill and
Johnson (2002) identified positivism as an approach that emphasises the use of the
methods presumed to be used in the natural sciences in the social sciences. Donaldson
(1996) claimed that the origins of positivist organisation theory lie in contingency
theory. Burns and Stalker (1961), Chandler (1962), Woodward (1965), Lawrence and
Lorsch (1967), Thompson (1967), Pugh et al. (1969), Blau (1970) and others, developed
this during the 1960s in a series of works. In each study, they showed an empirical
connection between some aspect of organisational structure and some aspect of the
situation. However, each of these pioneering works emphasised their own contingency
factor and their own aspects of organisational structure. Donaldson (1996) claimed that
a_commonality might be identified. He added that each of the specific relationships
between a particular contingency and a particular aspect of structure could be subsumed

under this more general theory.

Moreover, Bufrell gnd Morgan (1979) identified six senses for the theory to be a
positivist one in sociological terms. First sense is related to nomothetic which means
that the phenomenon are analysed using a general framework with factors that apply to -
all organisations, both for the contingency factors and for the organisational structure.

Thus, general casual relationships in the form of law (like regularities) are sought
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between contingency and structural factors. The second sense is that the research
associated with the theory is methodolongally positivist, in terms of using comparative
empirical research, often with the measurement of variables and statistical analysis of
data. The third sense is that the ‘theory explains organisational structure by' material
factors such as size, technology, control system, CMIS and so on, rather than by other
factors such as idea, ideologies and the like. The fourth sense is determinist in that
managers are seen as having to adopt the organisational structure that is required by the
contingency factors in order to gain organisational effectiveness. The fifth sense is that
the theory is closely informed by empirical research rather than extended theorising
prior to empirical data collection. The last sense is that the theory is intentionally
scientific in style with the aim being to produce scientific knowledge of the type-
achieved in the natural science. It could be argued here that the first and the second
(determinism and SARFIT) dynamic casual theories, which are described in sub-section
2.2.2.1, are positivist types. These two theories have all the six senses which Burrell and
Morgan (1979) identified. In essence, both of them deal with organisational structure as

material factors rather than idea.

According to the anti-positivistic epistemology, social world is essentially relative and
can only be understood from the point of view of individuals (researchers) who are
directly involved in the activities. For the third dynamic casual, which described in sub-
section 2.2.2.1 (strategic choice), the anti-positi{/ists include those who suggest
suspicions about the determinism of positivist organisation theory and would wish to
assert in its place voluntarism which is a role for human choice. The extreme
voluntarisms (e.g. Whittington, 1989) reject completely the proposition that the
managers determine the strategies and structures that they choose for their
organisations. Whittington (1989) argued that managers make free choices about the
conduct of their organisations and that they should be responsible for those choices.
Donaldson (1996) refused this extreme view, which has not been popular. He suggested
— instead - that the partial voluntarism is more influential since there are both a degree
of determinism of structure by contingencies and a greater degree of choice. (e.g. Child,
1972; Bourgeois, 1984). Those partial voluntarisms claimed that there is some tendency
for structure to be associated with the contingency factors but the actual structure
adopted depends on managerial decision and is therefore affected by managerial

choices, values and interests.
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This research focuses on the relationship between managers’ perceptions of
environmental disturbances and uses of CMIS as a deterministic view. The variables,
which could affect, are realistic. Furthermore, it studies the strategic postures as a
conditional variable to test its effects. Depending on contingency determinism view, the
effectiveness of the organisation is affected by the fit between the organisational
structure and the contingencies. This leads the organisation to adapt its organisational
structure, then, it moves into fit with the contingency factors. Hence, the organisational
structure is explained by its consequences for effectiveness. Therefore, this research has

adopted positivism epistemology.

2.4.3 The Research paradigms

Burrell and Morgan (1979) and Burrell (1996) integrated the dimensions about the
nature of reality, knowledge and human nature into two major dimensions: the
subjectivity / objectivity dimension and stability (regulation) / change and developed
their four research paradigms: functionalist sociology, interpretative sociology, radical
humanism and radical structuralism. Hopper and Powell (1985) classified and analysed
many research approaches in accounting under the previous paradigms. It is not the aim
of this research to analyse or evaluate these paradigms, but to identify the standpoint of

this piece of research. The following section reviews briefly these paradigms.
1. Functionalist Sociology

The functionalist approach is based upon a real ontology where the social world has an
external existence distant from the researcher. This paradigm is rooted in positivism and
aims to address regularities through devices borrowed from natural science and oriented

-pragmatically- to solve problems.
2. Interpretative Sociology

The interpretative approach assumes that social reality is a network of assumptions and
inter-subjectively shared meanings, which has existence outside any individual’s
awareness. This paradigm aims to understand the basis and sources of social realities.
However, this paradigm perceives the world as it is and explains it within the

individual’s awareness and attempts to understand the subjectively oriented worlds.
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3. Radical Humanist

The radical humanist shifts the concern from devices (in interpretative) to individuals.
This paradigm is anti-functionalist, anti-organisation and concerned with the alienation
problem. Developing the sociology of radical change from a subjectivist standpoint
concerns the radical hu’manist paradigm. This paradigm overthrows limitations of
existing social arrangement and argues that the awareness of man is dominated by

ideological superstructures with which man interacts.
4. Radical Structuralism

Radical structuralism focuses on radical change, liberation and potentiality when
analysing a social phenomenon and it addresses structural conflict, modes of
domination, contradiction and deprivation in the phenomenon. This paradigm tends to
be realist, positivist and determinist and assumes that contemporary society is
characterised by conflicts, which generate radical change through political and

economic crises.

In this research, as illustrated in the sub-section 2.1.3, organisations are assumed to
operate as open rational systems, being concerned about their goals and responding to
their environment. Contingency theory focuses on organisations as open social systems
with unique characteristics. Sisaye (1998) argued that systems theory and its impact on
the study of organisations as interdependent systems, the definition of functions and
analysis of a structure in relation to its environment highlighted the importance of

contingency theory in organisational sociological research.

Furthermore, Sisaye (1998) argued that classical organisation theory has its foundation
in the functional approach de{/eloped in sociological research. He added that the
functional theory of sociology and the traditional management accounting mode] are
conceptually similar in their definition of organisations as rational purposive social
systems. These arguments support the view that control systems achieve congruence
between emniployees’ behaviour and management goals. The contingency approach
assumes that CMIS are adopted in order to assist managers in achieving some desired
organisation outcomes or goals. Haldma and Laats (2002) argued that if a CMIS is
found td be appropriate, then it is likely to provide enhanced information to the
individuals who then can take improved decisions and thus achieve the ofganisational

goals in a better way.



Moreover, the functional view of organisations provided the underlying principles for
the traditional management accounting framework. Sisaye (1998) supported the idea
that this approach assumed that organisational members are self-interested and
motivated to work hard to achieve their personal goals. They claimed that the objective
of control systems is to maximise organisation profitability by institutionalising
economic rewards through contractual relationships. CMISs take on functional roles
because they facilitate the flow of information in the organisation and guide employees’

behaviours to be consistent with management goals.

Moreover, Burrell and Mofgan (1979) claimed that contingency theory is sociological
functionalism and it is similar to biological functionalism, which explains the way the
organs of the human body are structured to contribute to hﬁman well-being.
Sociological functionalism — in the same way - explains social structures by their
functions, which are their contributions to the well-being of society. Pennings (199é)
argued that the organisational sociological branch of functionalism assumes that
organisational structures are shaped to provide for effective functioning by the
org:cmisation. Donaldson (1996) explaiqed variations in organisational structures by
functioning effectively in its situation. The structure fits the contingency, which in turn
fits the environment. Thus fit is the underlying key. Organisations move into fit by
adjusting their structure to their contingencies and this produces the observed
association between contingency and structure. Donaldson (1996) added that the
emphasis on the adaptation by the organisation to its environment makes structural
contingency theory part of adaptive functionalism. Reference to interests brings in the
way each manager and their group win or lose according to which decision option is
taken up. This focus on the consequences for each individual differs from functionalism,
where the focus is on the benefit to the organisation as a whole. Donaldson (1996) and
Child (1972; 1984) claimed that the strategic choice formulation retains some degree of
functionalism, modifying it to incorporate a recognition of human choices. Furthermore,
Donaldson (1996) argued that in the case of Bourgeois (1984) there is a similarity with
the idea of free choice for managers and the central assumption that top managers are

free to choose among a wide range of alternatives.

Donaldson (1996) argued that organisational structure and its changes are seen as results
of functional adaptation. Furthermore, the managers of the organisation are seen as

making organisational structural decisions that are in the interests of the organisation to
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increase its effectiveness. Thus, it is a theory of a functionalist in sociological terms and

‘positivist type.

2.4 Conclusions from this Chapter

The organisation as a system operates in a legislatively controlled environment that
includes inputs (such as raw material, labour, management and finance), and outputs (in
terms of products). The research sought to identify an organisation as both a closed and
an open system. It is a closed system to achieve its own goals efficiently and
optimistically. In addition, it is an open system because of its links with the
environment that imports its factors (raw matérial, labour, management, finance, and
,‘technology) and exports its products. Furthermore, the organisation works according to
the laws and legislative structures in its environment. Every organisation adopts and
adapts its structure (which is its CMIS, in this research) depending on the circumstances
which it faces. Organisational adaptation occurs through a series of managerial
decisions. Top decision-makers serve as the primary link between the organisation and
its environment. Managers are sometimes in a position not only to adjust organisation
structure and process when necessary but also to attempt to manipulate the environment

itself in order to bring it into conformity with what the organisation is already doing.

In terms of the contingency approach, the research analyses the effects of environmental
conditions, which are the contingent variables, on CMISs in the organisation. Each
organisation — as an open system - adapts its CMIS depending on the managers’
perceptions of competition intensity and unpredictability of environmental conditions.
Therefore, it could be useful to use contingency theory to explain the existing
differences between organisations. However, contingency theory has two main
problems, which are related to summing the effects of variables in a research model and
to the issue of reaching a state of equilibrium. Therefore, this researéh employs neo-
contingency theory to deal with those two particular problems. Multiple regression
analysis is employed to deal with the first problem. To deal with the second problem, a
. possible solution is to classify organisations depending on the degree of their reaction or
pro-action using Miles and Snow’s (1978) typology for strategic postures as a
moderating variable. The assumption here is that organisations in the same category
face the same environmental conditions. Managers serve as the link between the

organisation and its environment. Therefore, perceptions of managers of environmental
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conditions were considered as measure of environmental conditions, as will be

illustrated in Chapter Four.

From managers’ decisions and organisation strategy for responding to the perspectives
of environmental conditions, it can be inferred that organisations that operate in the
same environmental conditions have different responses. Due to the empirical needs of
this research, a sample of numerous organisations, containing several sub-samples, was
classified based on the (conditional) moderating variables. Business' strategic posture is
one of the moderating variables considered in this research. Miles and Snow’s typology:
Defender, Prospector, Analyser and Reactor Strategies, helps define behaviour
according to which most existing forms of organisations can be categorised. The
existence of these archetypes supports the choice of the framework of contingencies,
which may be taken into account in CMISs (every organisation adapts its CMIS

depending on the-circumstances, which it faces).

This chapter discussed the methodological issues related to the research problem and
using the neo-contingency as a theoretical framework. This included the ontology, the
epistemology and the research paradigm adopted. The next chapter will study CMIS
with its three purposes: Efficiency, Optimisation and Strategy as the other part of the

theoretical framework chosen.
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Chapter Three

Déveloping the Theoretical Framework; Cost Management
Information System

3.0 Introduction

Chapter Two presented the appropriate theoretical frameWork related to perspectives of
organisations. This framework contained three dimensions. The first dimension was
related to system theory. An organisation is a system, which works in and deals with the
environment. The second one was a contingency approach. The effects of
environmental conditions on CMISs in organisations have to be studied as contingent
variables. The third dimension was managers’ decisions and organisation strategy for
responding to environmental conditions. This chapter represents the other part of the
theoretical framework in this research, which is related to cost management information
systems. Furthermore, Chapter Two highlighted the justification of adopting neo-
contingency theory as a theoretical framework by adding the methodological issues

related to it.

Moreover, in today’s highly competitive environment, cost management has become a
critical survival skill for many organisations. It is not sufficient, though, simply to
reduce costs; instead, costs must be managed. Cooper (1996) believed that the growing
importance of cost management is changing significantly the practice of management
accounting. He supported this claim by pointing out five cost management techniques,
used to provide appropriate cost information to managers to face the new challenges in
the environment conducting a normative approach. He identified these techniques as
activity based costing, treatment protocols, target costing, kaizen costing and harnessing
the entrepreneurial spirit. This study relates to cost management information systems as
a part of management accounting systems in organisations. The discussion in
management literature regarding the scope of cost management within organisations has

been centred on three purposes: efficiency, optimisation and strategy (Al-Hazmi, 1995).

The purpose of this chapter is to review the literature related to CMIS, its role in
management control systems in organisations and its three purposes. Accordingly, this
chapter is divided into seven sections. The first section contains an answer to the
question “what is a cost management information system?” and outlines its three

purposes. Section two discusses the efficiency purpose and reviews some techniques
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described in the literature. Section three reviews the optimisation purpose and the
related issues. The fourth section includes issues related to strategic purpose in CMIS
and the fifth highlights the limitations of the literature. Section six presents justification
for studying the distinction between policies and practices of CMIS. The last section

highlights two studies related to this research.

3.1 What is CMIS and what are its Three Purposes?

As it was illustrated in section 2.1, it could be concluded that the organisation is a
coalition having goals. Chenhall (2003) argued that CMIS helps the participants of
organisations to achieve these goals. Berry et al. (1995) argued that, while it would be
too limiting to believe that any organisation had only one purpose or, indeed, that the
only purposes of members of organisations were those of the dominant coalition, it is a
helpful notion to regard organisations as purposive. In that sense, they suggested that
control includes both problems of regulating the process of the formulation of purpose,
and of regulating the processes of purpose achievement. They claimed that management
accounting focuses mainly on-the implementation of plans. Therefore, Berfy et al.
(1991), Marginson (1999) and Chenhall (2003) argued that a fnanagement control
system is functionalist in nature, since it focuses on those activities or practices of
management which are necessary for the organisation. Chenhall (2003) added that the
appropriate design of CMIS will be influenced by the context within which they operate
- as suggested by the contingency approach. Otley (1980), Dent (1990), Samson et al.
(1991), Simons (1987, 1990), Kald et al. (2000) and Langﬁeld-Smit'h (1997) suggested
that a CMIS (as a part of control system) should be tailored explicitly to support the

strategy of the business to lead to competitive advantage and superior performance.

The term Cost Management Information Systems (CMIS) is related to other terms like
cost accounting system, management accounting system, and control system. This
section is divided into two sub-sections. The first sub-section contains a description of
the relationships between these terms to clarify the nature which of the CMIS. The

second sub-section discusses the three purposes of CMIS.

3.1.1 Relationships between CMIS and other Terms

Shillinglaw (1982) argued that cost accounting developed in response to the need for
pfecise measures which could be used in applying the principles of scientific

management to control organisations costs. However, management accounting
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developed as it became recognised that accounting information could be more widely
used in managerial planning and control, which needed specific orientations for such
uses. Hence, cost accounting systems, which are concerned with identifying the most

accurate costs as possible, are a part of management accounting systems.

Horngren (1995) argued that the cost accountant’s main mission might have been
represented as the pursuit of absolute truth, where truth was defined in terms of getting
as accurate or precise costs as possible. However, management accounting is concerned
with ‘different costs for different purposes’, which highlights a preoccupation with
finding conditional truth. Hence, cost accounting systems aim to estimate the most
accurate cost figures possible and management accouhting systems use t_hese figures in

different ways for different purposeé.

It could be said that the appearance of management accounting came with the
acceptance of the view that accounting information should be appropriate for the needs
of users. In particular, it was recognised that a single concept of cost could not be
appropriate for all purposes. The phrase 'different costs for different purposes’ became
fundamental for managcment accounting in general. Scapens (1984) argued that in
developing management accounting's concepts and techniques, researchers had to

identify the information needed by managers.

Chenhall (2003) claimed that the definition of CMIS has evolved over the years from
one focusing on the provision of more formal, financially quantifiable information to
assist managerial decision-making, to one that embraces a much broader scope of
information. This includes external information related to markets, customers,
competitors, non-financial information related to production process, predictive
information and a broad array of decision support mechanisms, and informal personal
and social controls. Management accounting systems use the information from both
CMIS and other systems. Therefore, it could be argued that CMIS is only one source of
information to management accounting systems. It could be concluded from the above
that CMIS is a subsystem of management accounting systems in organisations. The
debate —in this study- concentrates on CMIS as one source of information for

management accounting system in organisations.

Otley (1984) claimed that management accounting could be understood only in the
context of its organisational use. This approach has its roots in the work of Anthony

(1965). This approach recognised that management accounting was related to the
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practice of management. Furthermore, Chenhall (2003) argued that a control system is a
broader term that encompasses management accounting systems and also includes other
controls such as personal or clan controls. Ouchi (1979) and Flamholtz et al. (1985)
claimed that, howeVer, the essence of management control is about gaining the co-
operation of individuals who may share only partially congruent objectives and
channelling those efforts towards a specified set of organisational goals. Furthermore,
Horngren (1995) claimed that the CMIS has two simultaneous missions: €))
transmission of information to help reach wise economic decisions, (2) motivation of
users to aim and strive for organisational goals. Thus, CMIS is a part of the control

system in organisations.

3.1.2 Three Purposes for CMIS

Cooper and Slagmulder (1998b and 1998d) claimed that two distinctive models lay at
the heart of an organisation CMIS. The first one of these models deals with operational
improvement; its aim is to help an organisation become more efficient and optimal. The
other model is strategic management; its objective is to help identify the organisation’s
source of profitability. Furthermore, these two models demand very differént types of

cost information.

Johnson and Scholes (1997) argued that the tasks of achieving efficiency and
optimisation are very important and they are what managers are involved in most of
their time. They are vital to the optimal implementation of strategy, but this is not the
same as strategic management. Langfield-Smith (1997) argued that operational
management address how the various functions of the organisations contribute to the

particular organisation strategy.

Mintzberg (1988), Anfhony (1988), Pearce and Robinson (1991), and Stahl and Grigsby
(1991) named operational tasks as tactics. They argued that strategy is related to the
larger picture or the important things, whereas tactics are more concerned with the
means to achieving the strategy. Tactics tend to be more concerned with matters
pertaining to efficiency and optimisation. Porter (1996) argued that the tactics / strategy
distinction is not always clear. He explained that one person’s strategies could be
another’s tactics. Furthermore, Guilding, et al. (2000) claimed that when the time
dimension is introduced, a tactical decision taken today turns out to be a source of
strategic advantage tomorrow. He added that the arbitrariness associated with

classifying a managerial decision as strategic becomes particularly apparent. Chandler

50



(1962), Zabriskie and Huellmantel (1991) and Cooper and Slagmulder (1999) described
strategy as the determination of the basic long-term goals and objectives of an
organisation and the adoption of courses of action and the allocation of resources
necessary for carrying out these goals. However, they added that operational activities

are concerned with managing resources already invested in today’s markets.

Thompson (1967) suggested three major themes in this domain of CMIS: firstly, the
establishment of purpose; secondly, the pursuit of optimisation; and thirdly, the struggle
for efficiency. Horngren et al. (1999) defined efficiency as concerned with achieving a
given level of result with a minimum use of resources. Thus, efﬁciehcy measures
include that we have a means of determining the minimum resources necessary to
produce a given effect or the maximum output that should be derived from a given level
of resources. It is the relationship of outputs to given sets of inputs. In CMIS, efficiency
gains might occur if either the value of the output rises per unit of input, or the cost of
the inputs fall per unit of output. Horngren et al. (1999) argued that the efficiency

variance is valid only for variable costs.

Drury (2000) argued that optimisation is concerned with the attainment of purposes; an
action being optimal if it achieves what it was intended to achieve. It is related to the
match between internal issues of organisations and their external environment. He
added that efficiency is often confused with optimisation or effectiveness. An action
may be effective, but inefficient in that the result could have been achieved with fewer
resources. Conversely, actions can be efficient but not effective. He pointed out, as an
‘example, that output may be produced efficiently at minimum cost, but this is

ineffective if demand is depressed so that the output must be sold below cost.

The establishment of purposes is the core of strategic CMIS. It is related to the patterns
of activity and resource allocation within fhe organisétion. These purposes are not stable
over long periods of time. They may be formulated in ways, which are contingent upon
changes, both internal and external to an organisation. Therefore, Cooper and
Slagumlder (1998a) pointed out that strategic cost information must be offered to
individuals to help them identify the orgahisation’s major sources of profitability in its
wide meaning. The focus ‘is “on the organisation’s product markets and competitors’
costs and cost structures and the monitoring of the organisation’s strategies and those of
its competitors in these markets over a number of periods” (Bromwich, 1990, p: 28).

Accordingly, strategic CMIS is providing information to individuals to adopt a more
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strategic perspective by reporting information relating to an organisation’s markets and

its competitors.

Berry et al (1995) suggested three boundaries as illustrated in Figure 3.1. The first one
is related to achieving goals, which is optimisation. The second one is related to the
relationship between outputs and inputs, which is efficiency and it is inside the first
boundary. The third one is related to establishing strategy purpose and it is unbounded,
because of being always changeable. It could be argued that efficiency is related to the
internal domain in organisations, while optimisation is related to the domain between
the internal issues of organisations and its external environment, and the major feature

of strategic cost management is its external emphasis.

Figure 3.1 Bounding Domains for Efficiency, Optimisation and Strategy

Strategy

Optimisation

Input—"] —>Output

Efficiency

‘Source: Berry, et al. (1995), p: 6

The next three sections develop the literature related to the three purposes and CMIS

techniques to achieve them.

3.2 CMIS for Efficiency Purpose

Ezzamel, et al. (1994) stated that organisations are focusing on improving the technical
capabilities of their CMIS in order to improve costing calculations and therefore
improve their efficiency. Estimation models are used to account and control costing
products inchiding loop of budgeting, reporting process and standards costing. Al-
Hazmi (1995) claimed that cost accounting research has been concentrated on two broad
areas: (1) the study of the origin and development of cost accounting (e.g. Johnson and
Kaplan, 1987, Ahmed, 1992) including the criticisms towards cost accounting
techniques; (2) the study of modern cost methods and techniques such as ABC
(Johnson, 1988; Cooper, 1988; Jeans & Morrow, 1989; Noreen, 1991; Johnson, 1990;
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Innes & Mitchell, 1990; Christensen & Demski, 1995; Bjornenak & Olson, 1999;
Bjornenak & Mitchell, 2000; Malmi, 1999; Innes, et al., 2000). Accordingly, this
section reviews the literature relating to both areas throﬁgh the following two sub-

sections.

3.2.1 Criticisms towards Cost Accounting Techniques

Kaplan (1983; 1984) and Johnson and Kaplan (1987) claimed that within the last
decade, cost accounting practices have been criticised for not meeting the challenges of
modern technologies and the economic environment. Competition, deregulation of
economies and changes in manufacturing technology create pressure on organisations to
enhance their competitive positions. These changes have caused a major shift in the cost
structures of many organisations. In thé manufacturing sector, direct labour costs have

given way to increasing overhead costs.

Moreover, Johnson and Kaplan (1987) argued that at least until about 1925, cost
management rationally evolved in response to environmental changes. Since 1925,
management accounting practice has stagnated and earlier concerns with providing
information for managers have been replaced with the need to provide valuation of
inventory aﬁd cost of sales for external reports. They criticised the literature of
management accounting and revealed many drawbacks. One of these is an emphasis on
managing results rather than process (Ezzamel, 1994; Ezzamel, et al., 1997). Dent
(1990) provided an example that short-term budgetary pressure had discouraged
investments in product quality, in manufacturing flexibility, and in productivity. More
specifically, accounting “mistakes” are said to have led managers to make inappropriate
product introduction and source decisions (Johnson and Kaplan, 1987). They added that
the information reported by existing CMIS not only inhibited good decision-making by
managers, it might actually have encouraged bad decisions. In addition, they accused
traditional CMIS as having led to a loss of relevance of cost management to the

decision-making that management must deal with.

Johnson (1992) claimed that improper use of accounting information to manage an
organisation's activities is one of the criticisms towards cost accounting. Bromwich &
Bhimani (1989) supported this point by indicating that the supposed subservience of
management accounting to external financial accounting requirements. Accountants’
time is spent following the requirements of the monthly reporting manual, generating

reports that often obtain little attention at executive or board meetings, and the
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requirements of budgeting and capital appraisal manuals. Therefore, with these regular
burdens, many practising accountants have little time for wofking closely with
. managers, devising new systems, reforming existing systems or even thinking critically
about accounting issues. However, Kaplan (1988) argued that management accounting
considerations dominated integrated accounting systems, with financial accounting
requirements being met by end of period adjustments. This hypothetical acceptance of
management accounting in financial accounting includes a major shortcoming of
management in its willingness to continue to use redundant systems for relatively trivial
reasons. Johnson and Kaplan (1987) in their book, ‘Relevance Lost; the Rise and Fall of
Management Accounting’ supported this argument. They claimed that the existing
systems worked well for the financial accounting function. They allocated production
costs to products, they provided inventory valuations and cost of goods sold, and all
these procedures were correct in aggregating but they did not serve managerial
purposes. They added that their main complaint was that managers were using the same
figures to make important decisions for which the data were unsuitable. Johnson and

Kaplan (1987, p: 1) said:

“Today's management accounting information, driven by the
procedures and the cycle of the organisation's financial reporting
system, is too late, too aggregated and too distorted to be relevant for

managers' planning and control decisions.”

Management accounting was based on the realities of the 1920's, e.g. focused on labour
costs, the cost of production and treated the factory as an isolated entity (Scapens,
1984). The reliance of management accounting on redundant assumptions concerned
direct 4labour and components produced within the organisation, rather than overheads
and bought in components. Johnson and Kaplan (1987) claimed that there are three
areas that are addressed by traditional cost accounting. They are financial reporting,
operational control and product costing. They argued that the traditional methods are
fine for external financial reporting but have no relevance at all for operational control
and product costing. Therefore, for product costing, they claimed that the distortions
introduced by traditional costing systems mean that most organisations really do not
know what their products cost to make. Therefore, Johnson and Kaplan (1987) and
many other authors (e.g. Cooper, 1990a; 1990b; 1990c; 1991; Cooper & Kaplan, 1991a,
1991b; 1992; Johnson, 1992; Innes &'Mitchell, 1990; 1991; 1997) have advocated

Activity Based Costing (ABC) as a useful cost management tool with wide potential
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both theoretically and practically. This has been supported by a huge number of
conference activities, publications in professional and academic journals and by

consultants advocating its use.

The next sub-section introduces techniques of product costing and control in
organisations to attain efficiency with more focus on activity-based costing and its

importance in accounting literature.

3.2.2 Techniques to Achieve Efficiency

Horngren (1995) claimed that Activity-Based Costing (ABC) has become the 1nosf
popular .way since late 1980s to achieve organisational goals. Furthermore, Johnson
(1990) described ABC as one of the most important management accounting theories in
the twentieth century. Therefore this sub-section will introduce the cost of product

generally and ABC especially.

3.2.2.1 The Basis of Activity Based Costing (ABC)

The fundamental assumption on which ABC is based is the notion that activities cause
costs. Therefore, ABC systems focus on the activities, which are performed to produce
products, and on each product's consumption of the activities. The benefit from
identifying or recognising the causality of cost is seen to be very important to managers.
Controlling cost has been an important objective for cost accounting systems. It
highlights to the managérs the areas that they should focus their attention on. The main
theme of ABC is to measure the costs of doing the activities; hence activities are the
units of measuring. Cooper (1990 d) argued that this focus allows managers to ask if
they can perform an activity more efficiently by changing the production process, by
acquiring new technologies or by changing price strategy. In addition they can consider
if they can perform an activity less frequently by éhanging product design or customer,

or product mix.

Moreover the analysis by activity (some authors such as Osternga, 1990, name this
analysis: Process Value Analysis (PVA)) allows management to assess the pattern of
resource consumption in terms of how the resources have been used by the products. It
focuses on meeting customer requirements, minimising cost and cycle time and
improving the quality of output‘. Cooper and Slagmulder (1998c) claimed that it links
activities to the events, circumstances or conditions that create or "drive" the need for

the activity and the resources consumed. Accordingly, most support costs do not vary
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directly with unit volume, e.g. direct labour or direct material. However, they vary in
direct proportion with their cost driver (Ostrenga, 1990; Ahmed & Scapens, 1991). This
analysis facilitates the segregation of activities (and their costs) into value added and
non-value added components. These cost drivers are targeted for
elimination/minimisation if they belong to non-value added activities and optimisation
if they belong to value added activities. The non-value added activities are those
activities, which do not contribute to the final product, or to the future economic benefit

in the organisation.

Moreover, Turney (1992) argued that the ABC model has two dimensions: a costing
dimension and a process dimension. The cost dimension contains cost information
about resources, activities and cost objects. It identifies the significant activities of an
organisation and attaches costs to them. It also assigns costs to cost objects that use the
activities. Turney (1992) claimed that it supports economic evaluations of the strategy
and operations of an organisation. He showed that knowing the cost of activities makes
it easier to understand why resources are used: The process dimension contains
performance information about the work done in the organisation. Turney (1992)
defined a process, as a series of activities, which are linked to perform a specific goal.
In other words, activities are all parts of a "customer chain". He claimed that this

information supports judgements that how well a task is performed.

This line of analysis is valuable as a way of indicating the efficiencies and /or
inefficiencies in operations. In this sense, it can be said that ABC is based upoh
economic rationality which decision-makers aim at (as illustrated in Chapter One). Its
“advocators claim that ABC, being based upon economic rationality, is a potentially

helpful tool for decision-making.

Many authors have suggested that ABC systems can préduce information in managing
process control by dividing the activities into value added and non-value added (e.g.,
Johnson, 1988; Ostrenga, 1990; Turney, 1991; Kaplan, 1995). Process control managers
are responsible for costs and their generation within their process area. Setting cost plan
for a process centre from a corporate /piant level will not help the process manager
correct a problem or know more about his process area. However, Full Absorption
Costing (FAC) systems allocate costs which are non-controllable to the department that
produces them. At the process level, managers should only be informed about and be

held responsible for controllable costs.
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Managers should have a CMIS which provides them with “tifnely” and “accurate” cost
information to plan, control and monitor the cost of that process centre. Cooper and
Slagmulder (1998d) added another important property of cost information, which is
“specific in focus”. The actual consumpﬁon’ of resources by the responsible individual
should be captured. Information should also be timely, Cooper and Slagmulder (1998d)
explained the term of “timeliness" aé meaning that the information is received after the
activity has been performed. Timeliness is important because if the cost information is
too early or too late, then improvement will not occur optimally. Feedback that is too
early leads to cost information that does not enable an individual easily to detect the
outcomes of any actions that have been performed. Similarly, if the feedback is too late,
then the individual will have to be careful about making only a single change per

feedback period, or the effects of multiple changes will be compounded.

Additionally, Cooper and Slagmulder (1998d) argued that a high level of accuracy is
required because any significant level of measurement error will make‘it impossible for
individuals to identify their contribution to overall organisation performance. If the
measurements are not sufficiently accurate, it will be difficult to motivate performance
improvements, in terms of more efficiency and optimisation; because there is no way
that individuals can differentiate between a real change in performance and an error in

the measurement process.

Consequently, a specific focus to the feedback is required if individual contributions to
changes in performance are to be identified. If the focus is not sufficiently specific, only

combined improvements will be measured.

The next sub-section discusses the main differences between the estimation model in

Full Absorption Costing (FAC), which most organisations use, and ABC.

3.2.2.2 The Main Differences between the Nature of the Model in the FAC and
ABC Systems

FACs focuses on the product in the costing process. Costs are traced to the product
because each product is assumed to consume specific resources (Cooper 1988).
Therefore these systems classify the costs according to their relat{onship to the final
product into fixed and variable costs, direct and indirect cost. These systems are
interested in describing this relationship, without any explanation of the causes of these
costs. Hence, it is argued that the FAC model is a descriptive model of what occurred in

the last period of time.
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In contrast to FAC systems, ABC systems focus on the activities in the costing process.,
Costs are traced from activities to products based on the product's demand for these
activities during the production process. The allocation bases used in ABC are the
measures of the activities performed. These bases are defined by cost drivers and might
be expressed in terms of hours of set-up time or number of times handled. The cost
driver is considered the root cause of a cost. Therefore, the cost driver provides the
explanation of why costs in an activity cost pool change overtime (Cooper & Kaplan,

1992).

For cost accounting and control, ABC differs from FAC in its treatment of non-volume
related overhead costs. Many significant overheads are related to specific activities,
which are relatively independent of production volumes on such activities (not the

volume of production) which consume resources.

Moreover, two major points were made by Scapens (1991): (1) ABC and FAC 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) ABC and FAC propose hierarchical resource
consumption-costing models, which are shared at one level, will be variable at a higher

level.
The following are potential benefits of allocating this type of overheads according to the
cost driver (Iﬁnes & Mitchell, 1990):

1. It provides a set of activity volume based on non-financial measures of performance,

which can provide useful routine feedback on process efficiency.

2. It helps in the identification of. activities, which are non-value added or waste

resources.

It provides indications to operational level management of how non-volume related

W)

overhead costs behave and can therefore be influenced and reduced.

4. It provides a basis for constructing flexible budgets and more meaningful variance
analysis. Through Activity Based Budgets (ABB), the overhead budget is orientéd
towards resource use and in this way it facilitates and emphasiseé the need to justify
resource acquisition and consumption. In terms of control information feedback, the
ABB approach also contrasts with the input-based cost reports, which are involvedin

more conventional budgetary control systems. Variance information will be
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produced for each activity and so responsibility and cause should be identifiable.

(Cooper & Kaplan 1992).

Moreover, Johnson and Kaplan (1987) argued that when attempting to provide quick
feedback to reéponsibility centre managers, the process control information should be
reported upon the activities which are directly under the control of managers, outputs
produced and resources consumed within the responsibility centres. FAC cannot
identify the cost of each activity; instead it uses standard costing, budgets, variance

reporting and other tools to perform the process control.

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 anailysis 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 & Scapens,

1991; Gietzmann, 1991; Brignall et al., 1991; Bhimani & Pigott, 1992).

In practice, Innes and Mitchell (1991) stated that there is a need to follow up the
respondents’ claims on the beneficial impact of ABC on their organisations through case
studies which permit a more direct and detailed investigation of the full (positive and
negative) effects of ABC. Therefore, they conducted research on this issue, as reported

in the next sub-section.
3.2.2.3 Organisations that Rejected ABC after Implementation

ABC was introduced as a useful management accounting tool with wide potential both
theoretically anc{ practically. Furthermore, this has been supported by huge body of
conference activity, bypublications in professional and academic journals and by
consultants advocating its use. In spite of this promising appeal, surveys record that its
adoption has proceeded at a fairly slow rate not only in the UK, but also in overseas
organisations. Several surveys have examined the adoption of ABC in organisations in

the US and report a range of results. For example, Green and Amenkhienan (1992)
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stated that 45% of responding manufacturing firms using advanced technologies had
implemented ABC to some degree in their firms. Shim and Sudit (1995) stated that 27%
of the manufacturing firms surveyed had fully or partially implemented ABC. Drury et
al. (1993) found that 36% of responding US firms had implemented ABC and a 1995
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 implementatfon and use of ABC
systems reveals that only 6% of surveyed UK firms had begun to implement ABC”by
1990. Furthermore, Drury and Tayles (1995; 2000) .reported that 13% of UK
manufacturing firms had adopted ABC by 1991 and:so they found somewhat higher

rates of adoption.

Moreover, Cobb et al. (1992) undertook thirty tglephone interviews with organisations
which had been considering the use of ABC one year previously (the organisations
being identified from a CIMA survey in 1990). Moreover, they visited two
organisations which had rejected ABC after implementing it and ten who were
continuing to use it. This study concentrated on the problems the organisations had
experi‘enced in assessing or implementing ABC both for product costing and

increasingly for cost management. The results of this study were as follows:

Of the thirty organisations involx&:d in telephone interviews, -twenty were still
considering using ABC. Cobb, Innes and Mitchell (1992) showed that consultants were
involved with twelve of the seventeen organisations implementing ABC (seven
telephone interviews and ten visits). They added that during the first year of
implementing ABC, the most common problem was the amount of time spent on it by
both the accountants and the computer staff. During this implementation of ABC,
technical problems were experienced including the choice of activities; the selection of
cost drivers, the linking of cost drivers with individual product lines and the uncertainty

and effects of using ABC for stock valuation.

Cobb, Innes and Mitchell (1992) argued that although the ABC systems were relatively
simple (with usually fewer than thirty cost drivers), after the initial implementation
stage several organisational and re-sourcing problems hindered effective operation of

the system. They identified five significant problems as follows:

1. The amount of work involved.
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2. Accurate'data collection.

3. Activities crossing departmental boundaries (making cost management difficult).

4. ABC being neglected as other changes within the organisation were given a higher
priority.

5. A great deal of accountants' time required not simply in gathering or processing data

but also in interpreting the results.'

The next sub-section discusses other ways of using CMIS to increase efficiency which

are discussed in the literature.

3.2.2.4 Other Techniques of CMIS to Increase Efficiency

The control of efficiency using budgeting and reporting process, and standard costing
leads to the emphasis given to the calculation and analysis of yariances. However,
managers are more interested in interpretation and meaning of these variance reporfs
rather than the raw data of these reports. This emphasis on managiﬁg the output of
activities and the control of results leads to the importance of standard costing in
describing only what was/is within the organisation. Standard costing systems are
widely used bef;ause they provide cost data for many different purposes, such as
assisting in setting budgets, simplifying the task of inventory valuation, predicting
future costs for use in decision-making, and providing data for cost control and

performance appraisal.

However, the problem with ignoring external environménts is that organisations, costs
have to be compared with the cost structures of competitors. Consequently, some
revisions have to be made, for example, price increase or decrease, product and process
re-designing and volume assumptions. Al-Hazmi and Berry (1994) discussed the two
ways of pursuing efficiency (internal and external views) in relation to CMIS. This
discussion refocuses attention on deriving criteria for making decision regarding
standard setting and establishing the cost of any product or procéss which is a reflection

of the market place.

One of the techniques which have been discussed in the literature to increase efficiency
and take account of external market factors is Target Costing, which is widely used by
Japanese organisations (Tani et al., 1994; Kato, 1993; Yoshikawa et al., 1993). Target

costing is driven by external market factors. A target market price is determined by

! Piper and Walley (1992) discussed some of these difficulties.
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marketing management prior to designing and introducing a new product. This target
price is set at a level that will permit the organisation to achieve a desired market share
and sales volume. A desired profit margin is then deducted to determine the target

maximum allowable product cost.

Bromwich and Bhimani (1994) identified two major difficulties associated With target
costing. The first one is to decide on the tightness of the targets in terms of the effort
required to obtain the target. The second problem is that of deciding at which.level of
the product hierarchy target costing should be applied in an environment of high

product variety.

Yoshikawa et al. (1993) claimed that Japanese organisatioﬁs use functional analysis as a
tool for target costing. Their aim is to determine the functions of the product and |
indicate how far the design of these functions will satisfy the consumer (according to
market research) and at what cost relative to that part of the target cost allocated to that
function. This allows the variance between the target cost per function and its current

cost to be calculated.

To determine the target profit according to Kato (1993), in Japan total target profit is
based on the medium-term profit plans which reflect management and business
strategies over proﬁt for each product which will be on the market during the period.
The target cost can then be determined by deducting the target profit from the target-
selling price. Thus, target cost is determined primarily from market data. Product costs
are computed based on design specifications and compared with target cost. If the
projected product cost is above the target cost, then product designers focus on
modifying the design of the product so that the target cost can be achieved over a period
of roughly 12 - 14 months. A team of designers, engineers, marketing and production
personnel, together with the management accountant, concentrate on producing a
product that meets the target cost requirement. Drury (2000) claimed that target costing‘
has its greatest impact at the design stage because a large percentage of a product's life
cycle costs are determined by decisions made early in its life cycle. However, target
costing can be also applied to cost reduction exercises for all products throughout their
entire life cycle. Hence, over the life of the product the target cost should be

continuously reviewed and reduced as part of a continuous improvement process.

In target costing, cost tables provide cost data for new products, or for evaluating

changes to existing products. Cost tables are simply databases of all the costs of
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producing a product, either for product functions or product components, based on a
large variety of assumptions. They provide information on the impact of product costs
from using different input resources, manufacturing processes and design specifications.
Thus, they enable answers to be quickly provided to "what if?" questions relating to
decisions to change any aspect of the product. Such tables may well include simple
mathematical versions of cost functions, which, for example, show how changes in the
material components of products will alter cost. Thus, Bromwich and Bhimani (1994)
claimed that a cost table would show a variety of cost performances when using
different types of materials for a given component. According to Yoshikowa et al.

(1993) there is a cost table for each part of the product's life cycle.

Hence, from the stated techniques and other techniques, it could be said that there are
. many techniques, which professionals and consultants are advocating as tools for
achieving efficiency in organisations. The next section introduces literature and studies
related to the optimisation purpose concentrating on ABC, theory of constraints and

throughput accounting.

3.3 CMIS; Optimisation Purpose

The neo-classical economic framework has been widely used, in the academic literature,
by accounting researchers to analyse management accounting problems (Scapens, 1991;
Ahmed, 1992). In this economic framework, the decision-makers were assumed to have
available, at no cost and with no uncertainty, all information needed to completely
_structure any decision and to arrive at a profit maximising solution. In addition,
decision-makers in the neo-classical economic framework were presumed to act
rationally and possess the knowledge required to use any of the economic mathematical
techniques. Most of the current management accounting textbooks describe these as a
set of quantitative mathematical techniques modelling an identified decision-maker's
problem (see for example, Drury, 2000). Such techniques include: cost-volume- profit
analysis, optimal product mixes using linear programming, statistical regression
techniques for classifying costs into their fixed and variable elements, the use of shadow
prices from the output of a linear programming model to compute variances in term of

opportunity losses and statistical variances investigation models.

In the literature, some academics (for example, Demski & Kreps, 1982; Gietzmann,

1991; Williams et al., 1995) have supported particular models for optimisation of
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activity and product mix using, for example, Linear Programming (LP). The LP model '
was developed in the early 1960s on the basis of marginal economic analysis (marginal
revenue and marginal costs) and on the assumption that decision-makers are profit
maximers. Assuming that technology, logistic system, raw material, production and
distribution arrangements, organisational and market arrangements are given over the
relevant time period, then, marginal economic analysis is seen as an optimal feature of
management accounting wisdom for the evaluation of short and medium-term decisions.
Gietzmann (1991) claimed that the LP model is only utilised in a limited number of

industries, for example, in divergent process such as oil refining.

A sizeable literature concerning the use of the LP model suggested a number of reasons
why the LP model is not widely used. For example, Gietzmann (1991) provided three
reasons: sketchy and unstructured information, uncertainty of the variable, and using

simulation analysis rather than optimisation analysis.

In the next two sub-sections, there are reviews of two examples of models, which are

found in the literature in relation to the optimisation purpose.

3.3.1 ABC and Optimisation Purpose

A review of the literature shows that some authors classified the ABC system as a
"transaction cost approach" (e.g. Ahmed, 1992; Kain & Rosenzweig, 1992; Kaplan,
1994;'1; Johnson & Kaplan, 1987). A transaction cost approach. assumes that all
individuals are opportunistic in their behaviour. Nevertheless, it assumes that
individuals do not have unlimited ability in considering decisions (have full rationality).
Rather, while all individuals seek to maximise their expected utility, their ability to do
so is limited by their capacity to acquire and process information (bounded rationality)
(Ahmed, 1992). Therefore, the r§1evance of cost information to decision-making is a
key element in the profit-maximisation debate in the classical economic theory of the
organisation. It can be monitored to assist decision-makers in identifying short-run and
long-run profit maximising equilibrium. This use of cost information assumes, ﬂrétly,
the practicability of accurately tracing resource consﬁmption to the final product and
secondly, the incorporation of the opportunity cost incurred by the commitment of these

resources.

Cooper (1988), Cooper and Kaplan (1988) and Cooper and Kaplan (1991a) introduced

ABC as a useful guide to achieving higher profit by revealing links between activities
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and resource consumption. They showed that managers should separate the expenses
incurred to produce individual units of a particular product from the other expenses
needed to produce different products or to serve customers. Then managers should
explore ways to reduce the resources required to perform various activities. Thereafter,
they can transform those reductions into profits; by either reducing spending on those
resources or increasing the output those resources produce. Then, they should achieve
efficiency, which leads in turn to optimisation. The actions aHow the insights from ABC
to be translated into increased profits. In this domain, there is another technique similar
to ABC which is Activity Based Management (ABM). Trussel and Beyer (1998) argued
that ABM is a system that incorporates many of the concepts of strategic management '

and applies them to cost management.

Cooper and Kaplan (1991a) argued also that managers can use ABC to analyse many
other aspects of their organisation's operations, such as brand and customer profitability,
as a basis for reducing resource consumption and to recognise that costs are not
continuously fixed rather variable. Managers can compare the profits that various
customers, product lines, brands, or regions generate. Cooper and Kaplan (1991a) added
thaf managers should take two types of action after an ABC analysis. First, they should
attempt to re-price products: raise prices for products that make heavy demands on
support resources and lower prices to more competitive levels for the high-volume
products that had been subsidising the others. Secondly and more importantly, managers
should search for ways to reduce resource consumption. This requires either decreasing
the number of ﬁmes activities are performed for the same output, such as by changing
product and customer mix, or reducing the resources consumed to produce and serve the
existing mix of products and customers. This might require designing products with
fewer and more common parts or customising products at the last possible production
stage. It could also seek implementing continuous improvement programmes to enhance
quality, reduce set-up times, and/ improve factory layouts, or adopting information

technology to facilitate the processing of batches, products, and customer orders.

Mitchell (1994) argued that using any of the costing systems (including ABC) generates
output costs based on the application of the prices of achievement of the estimated
resources. Opportunity costs are not usually explicitly captured in output costing
systems. However, Zimmerman (1979) suggested that the somewhat arbitrary practices
adopted by accountants in allocéting fixed costs to products are a means of providing an

alternative measure of the opportunity cost of consuming shared resources.
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ABC is based on a more realistic model of resource consumption than that present in
FAC systems. Its central focus is on the identification of quantities of resource used by
activities in order to produce outputs. Mitchell (1994) stated that ABC might therefore
better satisfy one of the fundamental motivations hypothesised as a rationale of cost

allocation.

3.3.2 Theory of Constraints (TOC) and Throughput Accounting (TA)

TOC ideas were originated in’ i)roduction scheduling. Goldratt and Cox (1984)
emphasised the importance of managing 'bottlenecks'. It is related to theOptimised
Production Technology (OPT) approach in production management. The OPT approach
is based on the principle that profits are expanded by increasing the throughput of the
organisation. Consequently, the throughput increases by managing bottlenecks. In later
work, Goldratt (1994) expanded this concern from bottlenecks to 'constraints', which are
anything that prevent a system from achieving its goal'. These constraints might be in
markets or organisation policy. The idea is to find the constraints and to relieve them,

enabling the organisation to increase the rate at which throughput is produced.

Goldratt and Cox (1993) specified that the goal of organisation is to make-money now
and in the future. Later, Goldratt (1994) added two goals to this: security and
satisfaction for employees and customer satisfaction. He argued that an organisation's
ability to achieve its goals depends on the level of throughput that is achieved.
Therefore, . non-bottleneck sources should be scheduled and operated based on
constraints within the system, and should not be used to produce more than the
bottlenecks can absorb. Otherwise, this production will increase the inventory. Goldratt
(1994) advocated that the performance of the whole org‘anisation is determined by the
throughput at its constraints and thus management attention must be focused on this
area; improvements elsewhere are illusory, since they will not" increase the
organisation's overall throughput. Goldratt and Cox (1993) identified five steps to
improve throughput through removing the constraints that restrict output. These steps
(Goldratt & Cox, 1993, p: 299) are as follows:

Step 1: Identify the system's bottlenecks.

' My M.Phil. thesis at the University of Cairo in 1994 was in this domain. Its aim was planning and
controlling the costs of maintenance of the equipment using Mont-Carlo simulation model in Naser

Organisation for manufacturing cars in Egypt.
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Step 2: Decide how to exploit the bottlenecks.
Step 3: Subordinate everything else to the above decision.
Step 4: Elevate the system's bottlenecks.

Step 5: If, in a previous step, a bottleneck has broken go to stepl. -

Kaplan (19\94b) described the TOC approach as a short-run, powerful optirnisationv
procedure based on the assumption that almost all parameters, other than throughput,
are fixed. Prices, product mix, customer orders, technology, product designs and even
the amount paid to workers are fixed. Therefore, if everything is assumed fixed,
maximising throughput (sales less material costs) is the oﬁly item left to manage.
Dugdale and Jones (1997b) claimed that the reason behind the treatment of labour as a
fixed cost in throughput thinking is that, in practice, decisions rarely lead to labour
actually being laid off. Efficiency savings usually mean that labour is simply re-

deployed.

The TOC approach recognises three critical measurements for organisations. One is
throughput, déﬁned as sales price less purchases of materials. It is the rate which the
system generates profit through sales. The second measurement is investments
(inventory). It is the sum of inventories, research and development costs and the costs of
equipment and buildings. These are items that have been purchased, but have not yet
been converted to throughput. The third is operating expenses, defined as all
organisational expenses, which exist to convert inventory into throughput. To increase
profitability, Goldratt and Cox (1993) advocated that managers should aim to increase

throughput while simultaneously reducing inventory and operational expenses.

Galloway and Waldron, have a series of articles in ManagementAccountingv in 1988 and
1989, advocated throughput accounting to apply the TOC philosophy. They rank the
prodﬁcts according to throughput accounting ratio to ascertain the optimum use of the
- bottleneck activity. Goldratt (1994), however, rejected the use of throughput accounting.
He did not advocate any specific accounting practices. Instead, accountants are
encouraged to learn TOC ideas and apply them to accounting in a way that suits their

own circumstances.

However, Drury (2000) claimed that traditional techniques that have been described in
management accounting textbooks, such as linear programming for allocating the
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optimum use of bottleneck resources and the use of shadow prices for decision-making
and variance analysis, can be viewed as an attempt to apply TOC ideas. He added that
applying TOC ideas to accounting does not represent a radical innovation in accounting,
but a move towards the widespread adoption of short-run variable costing techniques,
which exists in management accounting text books for many years. Hence, the same
criticism that has been applied to variable costing can also be made to the application of
TOC ideas. That is, all expenses other than direct materials are assumed to be fixed and

unavoidable.

From the above stated techniques and ideas, there are many techniques and models,
which are advocated by many consultants, and academics who promise organisations

that they can achieve optimisation purposes by using them.

3.4 CMIS; Strategy Purpose

Simmonds (1981; 1982; 1985; 1986) saw profits stemming not from internal
efficiencies but from the firm's competitive positioning in its market. Simmond’s
approach saw the strategic CMIS function as providing an assessment of competitor
costs, prices and cash flows and the reduction of this information to price-cost-volume
figures. Therefore, he argued that management accounting should help the organisation
evaluate its competitive position relative to the rest of the industry by collecting data on
costs and prices, sales volumes, market share, cash flow and resource availability for its
main competitors. Managers require information to protect an organisation's strategic
position and determine strategies to improve its future competitiveness. This
information could provide advance warning of the need for a change in competitive
strategy. Simmonds (1986) pointed out also that by monitoring movements in market
share for its major products, an organisation could see whether it is gaining or losing
position and an examination of relative market shares will indicate the strength of
different competitors. Shank and Govindarajan (1992) and Shank (1989) supported this
view. They advocated the adoption of the broader approach of strategic cost

management.

Making decisions is closely aligned to strategy. Minkes (1987) argued that a decision
involves making a choice where at least addressed two possible courses of action are
available. All decisions can be looked at in terms of costs, since the choice of any one

option involves sacrificing the next best option.
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Moreover, Staubus (1971) argued that decisions must be,,made on the basis of
comparisons of the effects of alternative courses of action on organis'atidns’ goéls. Most
of these decisions involve alternatives that differ with respect to their effects on
operating costs only, and others involve both revenue and cost effects. Minkes (1987) -

identified five steps to make a decision as follows:
e Recognition of the problem.

e Collecting information.

e Developing alternatives.

e Evaluating alternatives.

e Choice.

Every decision has a final purpose. This purpose is to choose an alternative in order to
solve the problem. The decision can be achieved by the above five steps. Minkes (1987)
argued that this view is very naive but, in reality, managers work in a more limited,
practical and pragmatic way, which takes into account the lack of knowledge and an
uncertainty about the. future. However, decisions may involve many people and
departments and optimal action would depend on the ability to bring together the
different interests and objectives of these separate individuals and units. Thus, within a
decision, there will be a multiple objectives. These objectives may be in harmony or in
contrast. Macintosh (1994) suggested that organisations must use a less satisfactory but
more appropriate measure of assessment, which is the social test. The basic idea of
social tests is that accomplishment and fitness are judged by the collection of opinions
and beliefs of one or more relevant group. The problem becomes more difficult when
the information is ambiguous and open to different interpretations. Furthermore, making
decisions is related to the dilemma of full and bounded rationality, which was discussed

before in Chapter Two.

The importance of making decisions increases according to their effects on
organisations. As illustrated in sub-section 3.1.2 in this chapter, strategic decisions have
long term, wide scope and outside the organisation effects. The next sub-section will

concentrate on this kind of decisions.
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