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Preface

The link between strategies and control systems — and how it ultimately af-
fects the competitiveness of firms — is an area that is attracting the atten-
tion of practitioners and scholars. There is a need to discuss which combi-
nations of strategics and control systems can be assumed to contribute to
competitive strength. In this book we have chosen to highlight the role of
management control and manufacturing control in this respect. For a long
time these two types of control systems were regarded as more or less
separate subjects of research and study. However, the differences between
management control and manufacturing control are diminishing, a ten-
dency that we support. The book is written in this spirit of approval.

The models and hypotheses advanced in the book were developed over
a long period of time. They are based on research and have been published
and otherwise presented in a variety of different circumstances (see, for
example, Jansson et al., 2000; Kald et al., 2000; Nilsson, 1994, 1997,
2002; Rapp et al., 2000). Our colleagues have stimulated our thinking and
have contributed to further refinement of the thoughts presented in the
book. We would like to thank Professor Leif Appelgren, Professor Thomas
Falk, Professor Nils-Goran Olve, Professor Rolf Rundfelt, Professor Bengt
Savén, Associate professor Vivian Vimarlund and Assistant professor Alf
Westelius for their valuable comments and inspiration.

Our interaction with graduate students at our department has also helped
to make this a better book. Many thanks to Petter Ahlstrom, Linda
Askenis, Fredrika Berglund, Ase Backstrom, Magnus Kald, Andreas Kaill,
Carl-Johan Petri and Stefan Svarén. We would also like to thank Associate
Professor Jan Lindvall and the graduate students in the “Modern Manage-
ment Control Systems” course, who critically read an earlier draft of the
manuscript. A previous draft has also been used as course literature at the
University of Gotland. We would like to thank these students for all their
comments, which have contributed to the clarity of the message in this
book. Finally, we wish to express our gratitude to Dr. Werner A. Mueller
at Springer-Verlag GmbH & Co. KG for publishing the book. Asa Ericson
has done an impressive job in the final preparation for publication. Richard
Wathen deserves a special word of thanks for his prompt and efficient lan-
guage review of several manuscripts.
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Our ambition is continue to develop the models and hypotheses pre-
sented in the book. We would highly appreciate your recommendations
and thoughts about it. Your views on the content would be welcome, as
would your calling our attention to any specific error or omission. If you
have any comments, please contact Professor Fredrik Nilsson or Professor
Birger Rapp at Economic Information Systems, Department of Computer
and Information Science, Linkoping University, SE-581 83 Link6ping,
Sweden. E-mail: freni@ida.liu.se or birra@ida.liu.se.

Linképing, Sweden

May 2004

Fredrik Nilsson
Birger Rapp
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Prologue

Today’s firms face the challenge of designing and using new strategies and
control systems to maintain existing competitive advantages and to create
new ones. In this book, a framework for addressing this challenge is de-
veloped from theories, as well as practical experience, in the fields of strat-
egy, management control and manufacturing control.



1 Introduction

This book provides an analysis of ways for the individual firm to create
competitive advantage on its own market. Our theoretical starting-point is
that the alignment of strategies and control systems affects the firm’s
chances of successfully positioning itself in its chosen arena of competi-
tion. The firm is in a better position to concentrate on activities that create
value for the customer if its strategies and control systems are mutually
consistent and adapted to expected external demands. This book is thus a
contribution to the literature that treats competitive advantage on the basis
of the match between the environment and internal resources. Our ambi-
tion has been to provide additional knowledge in the area through a
comprehensive discussion on co-ordination and integration of strategies
and control systems. This chapter is intended to introduce the reader to the
theories and basic concepts considered in the book.

The Importance of Strategies and Control Systems

To understand how competitive advantage is created is critical to the de-
velopment of a firm. In the long run, inadequate knowledge of the factors
affecting business competitiveness can have repercussions on the economy
of entire countries. An example is provided by Hayes and Abernathy in
their paper for the Harvard Business Review entitled “Managing our Way
to Economic Decline” (Hayes and Abernathy, 1980). The authors discuss
extensively the reasons why American industry lost its competitive advan-
tage during the 1970’s. From their own experience as researchers and
consultants, one of their conclusions was that American firms at that time
were deficient in strategic planning and follow-up. The explanation was
that senior executives, who often had backgrounds in finance and account-
ing, lacked adequate knowledge of their business at the operational level.
Consequently, strategic planning was far too general and probably failed to
consider the complex relationships between different organizational levels.
Follow-up, or the evaluation of performance in relation to strategies,
tended to have a similar focus. According to the authors, there was heavy
dependence on short-term financial measures like return on investment
(ROI). Although long-range planning was abandoned at many companies
in the early 1970’s, the formulation of strategies remained largely an activ-
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ity for top management. Thus, the link between high-level strategy and tac-
tical and operational decision-making was tenuous.'

In many respects, the article by Hayes and Abernathy is still relevant to-
day. An ever-larger number of Western firms are now finding it
increasingly difficult to maintain their competitive strength. With global-
ization, firms are confronted with new arenas of competition, as well as
new demands: a broader product range, higher quality, more reliable deliv-
ery, and lower prices (Cooper, 1996). To improve their responsiveness to
these kinds of requirements, many firms have tried to make their organiza-
tions more flexible and adaptable. Seeking to come closer to their markets
and customers, they have resorted to management by objectives and highly
decentralized decision-making (Dent, 1996). By comparison with the
situation described by Hayes and Abernathy, there was a shift in the
1980’s and 1990’s from more “detached” strategic planning to greater em-
phasis on the tactical and operational levels (cf. Johnson, 1992).

In cases where the focus on tactical and operational planning and fol-
low-up has been carried too far, however, there is a danger that corporate
activities will be inadequately co-ordinated. This shortcoming is often evi-
denced by ill-considered changes in corporate, business, and
manufacturing strategies. For example, many well-known companies have
been forced to make abrupt adjustments like drastically downsizing
money-losing units within their core businesses. These firms are often
characterized by far-reaching decentralization and a very large number of
fairly small business units. In such circumstances, it is very difficult to
achieve consistency among strategies and control systems and to assure
that they are adapted to expected external demands.” One major challenge
is thus to grant business units sufficient freedom in tactical and operational
decision-making while maintaining well-functioning overall co-ordination
of different corporate activities.

Bridging Economic Theory and Management Practice

One perspective on the creation of competitive advantage is found in re-
search based on economic theory. Studies of this type are frequently
devoted to explaining the effect of declining competitiveness on the devel-
opment of national economies. Here, interest-rate levels, and the
government budget balance are examples of conditions considered to de-
termine a country’s competitive strength. The success of a country in a
specific industry is explained in terms of production factors like labor and
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natural resources (Porter, 1996, p. 155 ff). However, some economists
maintain that these theories are not sufficiently sophisticated to explain
clearly how competitiveness develops over time. One of these scholars is
Porter (ibid, p. 161), who has contended that instead of focusing on the
economy as a whole, we must analyze and understand industries and their
different segments. From his perspective, upgrading national productivity
results from the efforts of thousands of firms to achieve competitive ad-
vantage in their industry. In this context, and according to Porter’s
reasoning , it is especially important to analyze the rivalry among existing
firms, the threat of new entrants, the threat of substitute products and ser-
vices, the bargaining power of suppliers, and the bargaining power of
purchasers. This five-force framework, introduced by Porter in the 1980’s
(Porter, 1980, p. 4 ff), was intended to help managers to analyze different
industries in terms of competition level and profit potential. For corporate
management it is especially important to understand how the forces in the
framework affect each and every business unit, in order to formulate a
strategy that successfully positions the products on the markets chosen.’

However, to comprehend adequately what determines the competitive-
ness of the individual firm, one needs an even broader frame of reference.
Porter (1985, p. 33 ff) argues that it is also necessary to examine the inter-
nal structures® of the firm and to eliminate activities that do not create
value. For the configuration of the firm’s value chain determines what op-
portunities will be available to the firm in positioning its services and
products’ on the market. Thus, if a firm is secking a low-cost position (i.e.
a cost-leadership strategy), quite different activities are brought into focus
than if it is trying to establish its products as unique (i.e. a differentiation
strategy). According to Porter (ibid, p. 11), management must therefore
choose a clear — and preferably unique — strategy and then ensure that this
strategy is reflected in the configuration of the value chain. If management
proceeds in this fashion, they should be able to create a position which will
enable the firm to achieve a good return even when the industry structure
is not favorable (ibid, p. 3). By not limiting the discussion to the effects of
industry structure on competitiveness, but also examining ways for an in-
dividual firm to compete successfully by adapting its strategies and
structures, Porter has succeeded in bridging the gap between economic
theory and management practice (¢/ Rumelt et al., 1994). One of his con-
tributions in this regard is highlighting the importance for a firm of
establishing and maintaining a match between external variables (the envi-
ronment) and internal variables (the structure) (Venkatraman and
Camillus, 1984; Nath and Suharshan, 1994).
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Matching Environment and Internal Structures

One central assumption in this book is that firms affect, and are affected
by, their environment (cf Venkatraman and Camillus, 1984).° In discuss-
ing the matching of environment and internal structures, we have been
influenced by so-called contingency theory. Basically, this theory holds
that “there is no one best way of organizing. The appropriate form depends
on the kind of task or environment with which one is dealing” (Morgan,
1986, p. 49). For example, a form of organization based on centralized de-
cision-making is not very appropriate in a turbulent environment with
rapidly shifting demand.” The internal structures of the firm — organization,
control systems and processes — must therefore be adapted to the external
conditions under which the firm operates (Chandler, 1962).> We have as-
sumed that the firm’s environment affects the design and use of its internal
structures; however, that influence is not exerted directly, but through the
strategy formulated by management (Archer and Otley, 1991). This as-
sumption is based on our view of strategy as the result of a deliberate
choice, in which management seeks to match the environment to the inter-
nal structures of the firm (¢f Venkatraman and Camillus, 1984; Nath and
Sudharshan, 1994). In many earlier contingency-theory studies, by con-
trast, the environment was considered to have a direct effect on the internal
structures of the firm (see, for example, Burns and Stalker, 1961; Law-
rence and Lorsch, 1967). According to Chapman (1997), the reason for
this assumption was that strategy was difficult to describe since accepted
typologies were lacking.

The prevailing view among many researchers in the field of strategy is
that management is in a position to make strategic choices. It does not nec-
essarily follow, however, that all strategies are solely a result of
management intentions. Mintzberg and Waters (1985, p. 257) distinguish:
“deliberate strategies — realized as intended — from emergent strategies —
patterns of consistencies realized despite, or in the absence of, intentions.”
Thus, according to Mintzberg and Waters, a change of stratcgy may be
planned, but it may also be the result of an emergent strategy. In almost all
cases, a realized strategy is probably a combination of the two, 1. €., of de-
liberate and emergent strategies. We therefore assume that management, at
least to some extent, can influence whether the firm will operate in a turbu-
lent or a stable environment. This standpoint, however, does not exclude
the existence of situations where strategies can be imposed upon the firm.
In their article, Mintzberg and Waters discuss this type of situation, where
the firm is virtually forced by its environment to undertake a number of ac-
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tivities that in combination have major strategic significance. According to
Mintzberg and Waters (1985), the clearest case is one in which a firm is
compelled by an influential outside individual or group to follow a particu-
lar strategy. In one example, taken from Mintzberg’s and Waters’ article, a
Canadian government minister gave Air Canada little choice but to buy a
certain type of aircraft. The authors seem to view this type of strong direct
influence as relatively rare; more often, the business environment may
limit what the firm and its management can actually accomplish.

The extent of the strategic changes that management can bring about is
also dependent on the time frame selected. The assumption in this book is
that a firm’s fundamental strategy is stable in the short run.” The reason is
that the alignment of the environment, strategy, and internal structures re-
quires comprehensive and relatively time-consuming co-ordination
(Galbraith and Nathanson, 1978). This co-ordination is essential if the cho-
sen strategy is to be successfully implemented. With constant changes in
strategy, there is a danger that the firm will lose its bearings and that em-
ployees at all levels will find it hard to determine the activities on which to
focus. It then becomes more difficult to configure the value chain, and thus
to co-ordinate important functions like purchasing, production, and sales.
However, the matching of external demands and internal resources must
never be an end in itself, and the firm must regularly review its strategic
position. According to some scholars, this review takes place successively
as strategy — continually and little by little — is adapted to the firm’s envi-
ronment (Miles and Snow, 1978). Others hold that in the long run almost
all firms are forced to implement radical strategic changes in order to re-
main competitive (Porter, 1980). We agree with the latter view.

In regard to the firm’s internal structures and the manner of their adapta-
tion to strategy, we have chosen to focus on the firm’s control systems. As
far back as 1965, Anthony advanced the view that management control is
the principal tool of management for successfully implementing a chosen
strategy (Anthony, 1965). Also highlighted early on was the importance of
adapting manufacturing control to strategy (Skinner, 1969). Since the pub-
lication of these normative studies, substantial interest has been devoted to
empirical study of the way in which a firm’s strategy is reflected in the de-
sign and use of its control systems. In the area of management control, the
matching of strategy and control, as well as its effect on competitive ad-
vantage, and ultimately performance,'® has in most cases been tested in
large-sample surveys. Although the findings have not always been clear-
cut, it has often been possible to show a significant correlation between the
variables studied (Langfield-Smith, 1997). The contribution of such sur-
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veys has been to provide a reasonably good explanation, for example, of
the effect of a cost-leadership strategy (standardized, low-price products)
on the management-control system at the business unit level.

One weakness of these studies is that comparisons of results are difficult
owing to different definitions of the concepts of strategy and management
control (Kald et al., 2000)."" Another weakness is the lack of consideration
given to the existence of strategies at several organizational levels and to
the differences in management-control systems at different levels. Accord-
ing to Langfield-Smith (1997), many of the studies focus solely on the
senior management level. Ittner and Larcker (2001), based on their review
of the literature, note that the studies of management control at the opera-
tional level “typically ignore the higher-level strategic choices made by the
firm, even though all of these choices are expected to influence accounting
and control system design and organizational performance” (ibid, p. 364).
Similar conclusions were drawn by Luft and Shields (2003) in their over-
view of 275 articles published in six leading management-accounting
journals. Their review covers diverse streams of research and thus has a
broad focus that is not limited to the relationship between strategy and
control. The authors note that in the area of management accounting there
are few, if any, cross-level studies, for example covering both the organi-
zation and organizational subunits.

On the basis of these reviews of the literature, it is reasonable to con-
clude that the alignment between strategy and control is often studied only
in a selected and limited part of the company. We may assume that the in-
terrelationship of strategy, control systems, and competitiveness is much
more complex than suggested by the findings of these survey-based studies
(cf- Mills ct al., 1995; Luft and Shields, 2003). Thus, there is a need for de-
tailed discussion of this interrelationship, and particularly of the ways in
which large, complex organizations co-ordinate their strategies, and of the
role of control systems in this regard. The present book is intended to pro-
vide a contribution to this discussion.

Strategic Congruence and Integrated Control

In the remainder of this presentation, we shall focus on two distinguishing
features of strategy and control systems: strategic congruence and inte-
grated control. Our discussion will start with two in-depth case studies of
large and complex firms (Goold et al., 1994; Nilsson, 2002). The study by
Goold et al. (1994) indicates that strategic congruence, defined as a consis-
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tency among different strategic levels, is a feature of many competitive
companies. At such firms, acquisitions and divestitures are typically made
for the purpose of focusing operations on what is considered the core busi-
ness.'?> With a clearly defined core business, it should be easier to co-
ordinate corporate, business, and functional strategics and thus to config-
ure the value-creating activities of the firm (Skinner, 1974; Wheelwright,
1984; Porter, 1987)." For example, a company with a business strategy of
being the low-cost producer in its industry will have to emphasize large-
scale manufacturing of standardized products. It may also have to co-
ordinate activities in the value chains of several business units in order to
exploit economies of scale and thereby reduce the unit costs of company
products (Porter, 1985, p. 326 ff).

Another possible conclusion from the case studies is that coherence in
strategic planning and follow-up can help to facilitate the creation of com-
petitive advantage (Nilsson, 2002).'* Such a system of integrated control is
intended to simplify the processes of formulation and implementation of
corporate, business, and functional strategies. Particularly firms that are
sometimes referred to as “world-class manufacturers” have shown an in-
terest in integrated control systems (Nanni et al., 1992; Cooper, 1996). At
these firms, manufacturing control, for example, has in some cases been
integrated with the overall systems of planning and control (Yoshikawa et
al., 1994). This integration provides a common frame of reference that fa-
cilitates communication both between corporate and business-unit
management and between management and employees of business units.
Uniform terminology and similar principles of control contribute to trans-
parency in the processes of planning and follow-up, thus helping to
interlink corporate, business, and functional goals and strategies. This
leads to a better understanding of the effects of various activities in the
value chain, separately and in combination, on the competitiveness and
performance of the firm (cf Argyris, 1977; Nilsson and Rapp, 1999).

Despite research results suggesting that the competitive advantage of a
firm is affected by strategic congruence and integrated control, there are
few studies, as far as the authors are aware, in which these two areas are
discussed in conjunction. For example, in the field of strategy, the treat-
ment of control systems appears relatively often to be at a general level.
Our impression is that in these contexts control systems are not infrequent-
tly regarded as tools for applications in such areas as implementation of
strategy and responsibility accounting. Researchers in the area of manufac-
turing have concentrated on strategies and control systems designed for the
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functional and business unit level, while relationship to the corporate level
has been less frequently considered (see, for example, Kotha and Orne,
1989; Hill, 2000). Similarly, research in the field of management control
has focused on the effects of strategies on traditional instruments of control
like procedures for budgeting and capital expenditure. Especially in earlier
studies, control of manufacturing has often been defined as operational
control and has thus been considered to be of limited interest to researchers
in management accounting (Anthony et al., 1989; Otley, 1994, 1999). In
light of the above, we have decided to focus on the manufacturing function
and the co-ordination and integration of its strategies and control systems
with the rest of the firm. This means that planning and follow-up of other
primary and secondary activities will be discussed only at a general level.

Purpose of the Book

As indicated in the Introduction, the creation of competitive advantage is a
subject of considerable academic and practical interest. At the macro level,
the focus is on the competitive strength of entire countries or regions. At
the micro level, by contrast, the emphasis is on ways for the individual
firm to create competitive advantage on its own market. This book focuses
primarily on the micro level. Its purpose is to provide a comprehensive
analysis of the creation of competitive advantage within the individual
firm. The analysis is based on the premise that the alignment of strategies
and control systems affects the possibilities of positioning the firm suc-
cessfully in its chosen arena of competition. Two concepts that will receive
special attention in this connection are strategic congruence and integrated
control. By analyzing in detail how strategies are co-ordinated and how
control systems facilitate this process, we can apply interesting perspec-
tives on the ways in which a firm creates competitive advantage.

The two concepts chosen originate in established fields of research
where a variety of theoretical perspectives have been claimed capable of
explaining the competitiveness of firms. According to the overview by
Fiegenbaum et al. (1996) of the literature on this subject, many of these
perspectives focus either on external conditions or on internal organiza-
tion."” Examples of theories in the first category are industrial economics,
resource-dependence theory and institutional theory. In the second cate-
gory, two examples from the review by Fiegenbaum et al. are motivation
theory and resource-based theory. As previously indicated, our analysis
has been strongly influenced by contingency theory, whose adherents have
long emphasized the importance of a fit between the business environment,
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the strategy, and the internal structures (organization, systems and proc-
esses) of the firm. However, this choice has not ruled out using studies
with other theoretical approaches to expand on our contribution and to po-
sition it.

What this Book Contributes

This book provides a contribution both within our academic field and be-
yond its bounds. One contribution within our field will be to provide
additional knowledge on the creation of competitive advantage through
strategic congruence and integrated control. We believe that further elabo-
ration on the meaning of these two well-established concepts, and
especially of their interrelationship, is very important for explaining a
firm’s competitiveness. The development of a tentative model is facilitated
by the “knowledge synergies™ created through integration of selected por-
tions of research in strategy, management control, and manufacturing
control. These areas have been large, well-established fields of research for
a long time. Of course, we make no claim whatever that our review of
them is exhaustive. Our ambition, rather, has been to highlight a number of
central studies in each area and to show how in combination they can ex-
tend our knowledge and understanding of the influence of strategic
congruence and integrated control on creating competitive strength. There
are also a number of contributions in each of the three research areas cov-
ered in the book:

1. Strategy: Strategic congruence, strategic coherence, and similar terms
were introduced long ago (Skinner, 1969; Hofer and Schendel, 1978).
Since then many studies have devoted attention to this phenomenon (see
for example, Nath and Sudharshan, 1994). Our review of different stra-
tegic typologies and their characteristics should contribute to more
thorough discussion and analysis of the question which corporate, busi-
ness and functional strategies may be assumed congruent.

2. Management control: How management control should be used in for-
mulating and implementing strategics is a classic problem (¢f Anthony,
1965), but there is still disagreement on the way in which it should be
resolved. One reason is the focus in earlier studies on tactical decision-
making; here the role of management control in strategic planning and
operational control was often neglected (Otley, 1994, 1999). Another
reason is that research tends not to consider the interrelationship and
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mutual influence of control systems at different organizational levels
(Ittner and Larcker, 2001; Luft and Shields, 2003). If the scope of re-
search in management control is extended to several levels of decision-
making and organization, valuable insights can be gained.

3. Manufacturing control: In the area of manufacturing control, the focus
in earlier research was on operational control and the functional level.
Questions of overall strategy — especially corporate strategy — were of-
ten treated superficially (Kotha and Ome, 1989). Consequently, there is
a need for research to concentrate much more than before on the link be-
tween manufacturing strategies, on the one hand, and business and
corporate strategies, on the other (Hill, 2000, p. 28).

As for the contribution outside the scholarly field directly concerned,
this book provides guidance on a question that has received considerable
attention in public debate: what strategies create value, and why? Unfortu-
nately, the discussion thus far has been overly concentrated on ways for
firms to expand their operations — frequently through acquisitions. Surpris-
ingly, there is seldom discussion on the fit between the strategies and
control systems of the acquirer and those of the acquired firm. Nilsson
(2002) contends that such matching can be advantageous. It should be
noted, however, that Nilsson discusses the matching of management con-
trol between different organizational levels; he does not analyze in any
detail manufacturing control and the link between it and financial planning
and follow-up. Furthermore, his principal focus is on the matching of con-
trol systems; strategic congruence is touched upon more implicitly. A more
thorough analysis of the effects of strategic congruence and integrated con-
trol on a firm's competitiveness would help management to determine what
business the firm should be in and to find appropriate ways to influence the
two relationships. Such an analysis would enhance the possibilities of cre-
ating value for owners, customers, and employees.

Target Readership

The academic debate on the creation of competitive advantage has been
based largely on classic economic theory and industry analyses. We be-
lieve that it is time for students and scholars to recognize the importance of
strategic congruence and integrated control, and especially the relationship
between these two concepts, to the creation of competitive advantage. The
book should be of interest to the following readers:
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1. Advanced undergraduate students wishing to acquire a broader under-
standing of the ways in which competitive advantage is created.
Particularly students interested in the interaction between business envi-
ronment, strategies, and control systems, on the one hand, and the
competitiveness and performance of the firm, on the other, should profit
from this book. With its overall view of strategy, management control,
and manufacturing control, the book is also an appropriate complement
to the more specialized literature in each area.

2. Graduate students seeking to develop theories of managerial action as
well as guidelines for designing and using internal structures to create
competitive advantage. Since the tentative model presented broadens the
base for further research in the field, the book should be of interest to
more experienced scholars as well.

Organization of the Book

The subsequent presentation is divided into five chapters in addition to this
one. Chapter 2 presents empirical research on the relationship between
business environment, strategy, structure, competitive advantage, and per-
formance. This review starts with the early classical studies leading to the
breakthrough of strategy as a field in the early 1960°s. Thereafter, we dis-
cuss the results of studies in which the authors have sought to find those
combinations of strategy and structure that enable a firm to be efficient and
competitive. The latest studies in this area, most of them published toward
the end of the 1990’s, share a strong focus on one particular structure: the
control system. The chapter concludes by linking together the central con-
cepts identified to provide a clear theoretical starting point and structure
for the remainder of the book.

Chapter 3 begins by defining the concept of strategic congruence and re-
lating it to other important concepts in the research area of strategy. It
continues with a detailed discussion of three principal levels of strategy:
corporate strategy, business strategy, and functional strategy. Since both
researchers and practitioners have attached their own meaning to each of
these levels, a large number of strategic typologies have been developed.
We have therefore chosen to limit ourselves to well-recognized, estab-
lished typologies and to comment upon them thoroughly with regard to
archetypes, features, and contributions within and outside the scholarly
field directly concerned. Another limitation is that we discuss functional
strategies as they relate to the formulation and implementation of manufac-
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turing strategies. On the basis of this review, we have chosen a strategic
typology for cach strategic level; these typologies are used later on in the
discussion of the tentative model in Chapter 5.

Chapter 4 starts by defining the concept of integrated control and relat-
ing it to other central concepts in the research areas of management control
and manufacturing control. Special interest is devoted to the extension of
research to more organizational levels and more decision levels than be-
fore. After this background review, we discuss management control and
manufacturing control on the basis of procedures for strategic planning and
follow-up. The purpose of this discussion is to identify and describe a
number of central dimensions in the design and use of control systems.
These dimensions are important as a starting point for the description of
the tentative model in Chapter 5 and for identifying the conditions that
must be fulfilled if integrated control is to be achieved.

In Chapter 5 the concepts developed in the preceding three chapters are
integrated in a tentative model. On the basis of the firm’s business strategy
and manufacturing strategy, we identify four distinct positions and one in-
termediate position. For each position, the requirements for creating
strategic congruence and integrated control are discussed in detail. In the
second section of the chapter, this discussion is enlarged to include two
distinct strategic positions at the corporate level.

Chapter 6 begins with a summary of some of the principal assumptions
introduced in previous chapters. The summary serves as a basis for conclu-
sions regarding the combinations of strategies and control systems that
should facilitate the creation of competitive advantage. We also discuss the
dynamics of fit and their probable effect on strategic congruence and inte-
grated control. Finally, two kinds of implications are suggested: practical
business implications and implications for future research.
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Notes

1.

In an article entitled “Japan — Where Operations Really Are Strategic,”
Wheelwright compares US and Japanese industry in regard to the for-
mulation and implementation of strategics (Wheelwright, 1981). The
conclusion is that Japanese firms have been more successful than their
US counterparts in linking overall strategic planning to operational de-
cision-making. According to Wheelwright (p. 69), “In Japan, the
integrity of production system and strategic purpose comes first. But
Japanese manufacturers also realize that decisions at the level of opera-
tions can, if handled in a wise and consistent manner, have a useful
cumulative effect at the level of strategy. Experience has taught the
Japanese the value of placing even short-term manufacturing decisions
at the service of long-term strategy — a lesson that American compa-
nies have learned only imperfectly.” How Japanese companies go
about breaking down overall goals and strategies to the lowest organ-
izational level has also been discussed by other writers, among them
Bromwich and Bhimani (1994) and Yoshikawa et al. (1994).

Lindvall (2001, p. 97) contends that far-reaching decentralization of
profit responsibility is becoming less common in Swedish business.
The reason is that the freedom accompanying profit responsibility can
also lead to major difficulties in co-ordinating corporate businesses,
with problems of suboptimization as a result. As an illustration, Lind-
vall quotes an interview with former Ericsson CEQ Lars Ramgvist in
the Swedish newspaper Dagens Industri: “Far too many corporate
units were given profit responsibility and immediately started to build
up their own functions that cost enormous sums. Tendencies like these
are clear, and we are dealing with them now” (Dagens industri, 1999).

In developing the five-force framework, Porter (1980) used concepts
taken from industrial-organization (I0) economics. For further discus-
sion, see, for example, Rumelt et al. (1994),

The concept of internal structures has been given several different
definitions (see for example, Galbraith and Nathanson, 1978). In the
present book we have chosen to define internal structures as consisting
of organization, control systems, and processes.
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Notes

10.

For the purpose of simplifying the discussion and avoiding unneces-
sary repetition, the concept of “product” rather than “product or
services” will be used from now on in this presentation.

There is no obvious answer to the question how to draw the line be-
tween a firm and its business environment. With a network approach
the difficulties of defining the environment are clear (Castells, 1996).
In Chapter 2 this discussion is further developed.

In an empirical study, Lawrence and Lorsch (1967) have shown how
the uncertainty resulting from a turbulent sub-environment can be
managed through a flexible and decentralized organization. By anal-
ogy, more centralized decision-making is appropriate when the
environment is stable. Among other researchers presenting similar
findings is Morgan (1986, p. 34), who maintains that centralized bu-
reaucratic machinery is a superior form of organization for mass
production in a stable environment.

One important mission for research in the field of contingency theory
is to identify which factors are most relevant for explaining successful
organizational solutions. In this connection, the business environment
is usually held out as one major so-called contingency factor. Another
significant factor is strategy, but as a variable intermediate between the
environment and the internal structures of the firm. Examples of still
other contingency factors are technology, industry, and size (Morgan,
1986, p. 48 f).

What is to be considered short-run and long-run depends, for instance,
on the type of business that the firm is in. IT consulting is an example
of a business in which even a single year is hard to foresee. Quite a dif-
ferent example would be a company involved in oil drilling; such a
company might use a time frame of several decades in its planning.
Based on our own consulting experience, a common planning horizon
is about three years, with planning horizon defined as the length of
time for which the basic strategy of the firm is assumed to be stable.

In this book we have chosen to define performance on the basis of the
degree to which value is created for employees, customers, and share-
holders. Performance is further discussed in Chapter 2.
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11.

12.

13.

14.

In Kald et al. (2000), the authors discuss in detail the possible conse-
quences of superficial analyses that compare the findings of studies in
which the variable of strategy has been operationalized in different
ways. According to the authors, an analysis of the strategy variables
used shows that they capture different dimensions of a firm’s strategy.
Therefore, ambiguous findings can be explained only through detailed
efforts to relate strategy variables to one another.

“Heartland business” is a concept introduced by Goold et al. (1994, p.
278 ff) to denote the type of business where a firm can create high lev-
els of net value. According to the authors, there should be a clear
business logic for all corporate businesses included in a heartland. This
logic may take the form of common critical success factors, though it
need not be limited to a particular industry. Thus, and as shown in the
case studies by Goold ct al. (1994), even a conglomerate — that is, a
corporate group with different businesses and therefore limited syner-
gies — can create a distinct heartland. For a more detailed discussion,
see Goold and Campbell (1987a) and Goold et al. (1994).

In three recent articles, Goold and Campbell (2002a, 2003a, 2003b)
discuss the difficulties of balancing hierarchy, control and process.
While clearly advocating decentralization, the authors also recognize
that processes for co-ordination are often necessary. Especially in
complex, interdependent corporate structures, according to Goold and
Campbell (2002b, p. 222), the “parent” (broadly defined as the corpo-
rate center) “may play an active role in creating an integrated strategy
that will be accepted throughout the company and may establish the
policies and constraints that regulate the decisions of all the units.” At
the same time, they note that in such extremely complex structures the
differences between the “parent” and the “operating units” may be-
come fuzzy. According to the authors (ibid, p. 240), the reason is that
the parenting responsibilities are delegated to several different organ-
izational units.

Nilsson (2002) also considers how situations of misfit could be han-
dled. In such a situation it is important to find a balance between
integrated control and control based totally on the needs of the busi-
ness unit. Thus, creating competitive advantage and achieving good
performance are not ruled out in situations where a high degree of stra-
tegic congruence and integrated control is difficult to attain. However,
special procedures will then be needed to manage any differences be-
tween the respective control systems of the acquiring and acquired
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companies. Such procedures are discussed extensively in Nilsson’s
doctoral dissertation (Nilsson, 1997). One example is the use of alter-
native integration mechanisms which reduce the need for co-ordination
through the management control system. With the aid of co-ordination
groups and various kinds of joint projects, for example, it is possible to
achieve a relatively high degree of business integration without far-
reaching co-ordination of control systems.

15. A third perspective identified by Fiegenbaum et al. (1996) is time.



2 Theoretical Foundations

This book is about competitive advantage and how it is created at the com-
pany level. It focuses on the role of strategies and control systems rather
than on competition at the national and industry level. This chapter is de-
voted to empirical research on strategic management from a contingency-
theory standpoint. Our review begins with the early studies that contrib-
uted to the development of contingency theory and the field of strategic
management. It then presents the research elucidating the interrelationships
between business environment, strategy, structure, competitive advantage,
and performance. The purpose of this chapter is to identify central con-
cepts in the tentative theoretical framework developed in subsequent
chapters. There you will also find a discussion on operationalizing some of
the concepts.

Contingency Theory

The view of the firm as an open system has for a long time been an impor-
tant theoretical starting-point in the area of strategic management (Rumelt
et al.,, 1994). As early as 1960’s, scholars presented the idea that the firm is
affected by its environment. Burns and Stalker (1961) were the first to
publish findings that showed the impact of environmental uncertainty on
the internal structures of the firm. Their work — The Management of Inno-
vation — is based on a study of UK firms (most of which were investing in
electronics development). On the basis of this empirical material, Burns
and Stalker identified two different types of divergent systems of man-
agement practice: “mechanistic” and “organic.” A mechanistic structure'
was particularly appropriate for firms operating in stable conditions. This
stability made it possible to break down and co-ordinate activities through
centralized decision-making with a vertical flow of information. Examples
of other characteristics were a formal organization with well-defined tech-
nical methods, functional roles, and a distinct “command hierarchy” (ibid,
p. 5, p. 119 ff). By contrast, firms with an organic structure® were operating
in a dynamic environment with unstable conditions. To permit the firm to
adapt quickly to changes in the environment, decision-making was decen-
tralized, and the information flow was lateral rather than vertical,
“resembling consultation rather than command” (ibid, p. 121). The organi-
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zation was less formalized than with a mechanistic structure; one conse-
quence was that jobs became more difficult to define in a formal way (ibid,

p. 6).

The theories of Burns and Stalker were further developed by Law-
rence and Lorsch (1967) in Organization and Environment. The authors
(ibid, p. 20) studied six organizations in the business of developing, mar-
keting and producing plastics material, two in the consumer food industry,
and two in the container industry. The plastics organizations were in a dy-
namic and diverse environment, the container organizations were in a
stable environment, and the food organizations were in an environment
with some turbulence (ibid, p. 155). The findings showed that high-
performing organizations adapted their integration devices to the environ-
ment and its characteristics (ibid, p. 157). Another important finding was
that within a company different styles of organization could be present.
According to Lawrence and Lorsch, these differences in the design of in-
ternal structures were explainable by the nature of that phase of the
environment with which each unit was dealing. For example, the R&D de-
partments of the firms studied operated in turbulent sub-environments.
Compared to the manufacturing departments, the R&D departments were
less formally structured, with fewer levels in the managerial hierarchy

(ibid, p. 30 £9).

Still another significant contribution to the literature treating the influ-
ence of the environment on firm organization is Organizations in Action,
by Thompson (1967). Unlike the two works previously mentioned,
Thompson’s approach was primarily deductive. Even in the introduction to
the book, he argues that companies are open systems which are affected by
uncertainty related to technologies and the environment (ibid, p. 13). It is
also very important, according to Thompson (ibid, p. 11), to ensure that the
so-called “technical core” — comprising activities of high strategic signifi-
cance — is not disturbed by environmental uncertainty. To protect the core,
the firm must create some sort of “buffers.” For example, at a manufactur-
ing company it is essential that the manufacturing process not be disrupted
by an uneven flow of materials. Nor is it desirable that short-term changes
in demand affect the volume of production, since both personnel and
equipment would then be utilized inefficiently, with high production costs
as a consequence (ibid, p. 20). One very important conclusion is that the
need for buffers increases in a more turbulent environment.
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In these three works, Burns and Stalker (1961), Lawrence and Lorsch
(1967), and Thompson (1967) laid the foundation for what would later
emerge as a new school of organizational theory. This so-called contin-
gency theory is based on the fundamental assumption that every
organization is different. Thus, suitable internal structures can only be cho-
sen by thoroughly investigating the environment in which the organization
operates (cf Morgan, 1986, p. 48 ff; Perrow, 1986, p. 178).> * This means,
for example, that the business environment may be assumed to have piv-
otal significance for the design of the control systems at a particular
company. For the control systems, as well as the organization and business
processes, must be designed to permit management of the uncertainty cre-
ated by the environment in the form of unpredictability (¢f. Thompson,
1967, p. 159).

Strategic Management

As the contingency theory was emerging, there was a breakthrough in the
field of strategic management. According to the overview by Rumelt et al.
(1994, p. 16), three works considered to have had a special impact on early
developments in the field are Chandler’s Strategy and Structure (1962),
the Harvard textbook Business Policy: Text and Cases (Learned et al,,
1965), and Ansoff’s Corporate Strategy (1965). Chandler’s book describes
how large US companies expanded their operations through diversification
and how this strategy affected the internal structures of firms.” Four corpo-
rations — General Motors, Sears, Standard Qil of New Jersey (Exxon), and
DuPont — were described and analyzed in particular detail. When these
four firms changed their basic and overall strategy (i.e. corporate strategy),
from focusing on a well-defined core business to expanding the business
into new competitive arenas, very complicated problems of co-ordination
started to emerge. Among them were difficulties in co-ordinating produc-
tion and resource allocation within the corporation. A decentralized,
divisionalized structure was adopted in response to these problems. Opera-
tional decisions were delegated to the divisions and their management,
while corporate management and their staff were responsible for over-all
planning and co-ordination. Instead of co-ordinating functions and depart-
ments, it was now necessary to persuade the divisions to collaborate and
share important activities (i.c. to exploit synergies).
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Chandler’s conclusion that the firm’s internal structures must be adapted
to its strategies was one of the fundamental assumptions in Andrews’ basic
normative textbook on Business Policy (Learned et al., 1965). Another re-
searcher who appears to have influenced Andrews is Selznick (1957) with
his theories of “distinctive competencies” and the need to match the firm’s
“internal state” with its “external expectations” (Mintzberg, 1990; Mintz-
berg et al., 1998). Andrews argues strongly that the firm’s strategy should
be based on a thorough analysis of threats and opportunities in its envi-
ronment. Similarly, management must conduct an internal assessment in
which the strengths and weaknesses of the firm are identified. Rumelt et al.
(1994, p. 17) argue that the objective of this exercise is to devise a strategy
in which the competencies of the firm are adapted so as to avoid the threats
and exploit the opportunities. The ultimate choice of strategy is also influ-
enced by managerial values and social responsibility. Figure 2.1 illustrates
essential elements of the process described by Andrews.

Bxtermnal Intermal
assessiment assessment
] ]
Threats and Thefims
opportunities in strengths and
the ervironment wedlmnesses
| |
Critical Conmpetendies
Sucoess
factors
Formulate strategic altematives
. Menagement
res:;:l:ility J. velues
BEvaluate and choose strategy
1
Implement chosen strategy

Fig. 2.1. Essential elements of strategic planning and implementation according to
the design school. Source: Mintzberg H, Alhstrand B, Lampel J. 1998. Strategy
Safari. p. 26 (modified)
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The SWOT analysis — that is, the assessment of Strengths and Weak-
nesses of the company in the light of the Opportunities and Threats in its
environment — was presented as a significant aid in the formulation of stra-
tegic alternatives (cf. Figure 2.1). Minztberg et al. (1998, p. 29 ff) maintain
that the belief in strategy formulation as a “deliberate process of conscious
thought,” where the chief executive is viewed as the “architect of organiza-
tional purpose,” was very strong. Also, the planning process was viewed as
concluded when a strategy had been chosen and implementation begun.
Consequently, incremental development of strategy, in which goals and
business plans emerge successively, was considered inconsistent with effi-
cient, well-structured planning (c¢f Mintzberg and Waters, 1985).
Mintzberg et al. (1998) have called this approach to strategic management
the Design School. In this school of thought, according to the authors (ibid,
p. 41), strategies do not change abruptly. In other words, the environment
is considered to be stable, with a low degree of uncertainty. Therefore,
Mintzberg (1990, p. 191) holds that the approach of the Design School is
appropriate “...at the junction of major shift for an organization, coming
out of a period of changing circumstances and into one of operating stabil-

ity. k44

On the basis of personal experience as an executive, Ansoff also chose
to discuss how strategic planning should be designed (Ansoff, 1965). Like
Andrews, Ansoff maintained that the purpose of strategic planning is to
achieve a “fit” between the firm’s environment and its capabilitics and
competencies. Examples of other similarities are the belief in strategy for-
mulation as a “deliberate process of conscious thought” (Mintzberg et al,
1998, p. 29), and the separation of formulation and implementation. One
major difference is that Ansoff advocated a much more formalized, almost
mechanical planning process in which each activity is broken down in de-
tail (ibid, p. 57 ff). Another difference is that Ansoff preferred to focus on
the firm’s corporate strategy, particularly the decision to diversify (c¢f Fig-
ure 2.2). Andrews, on the other hand, was more interested in evaluation
and formulation of business strategies (Rumelt et al., 1994). Mintzberg et
al. (1998) refer to the view of strategy represented by Ansoff as the Plan-
ning School. The authors criticize this school on the same grounds as the
Design School, i.e., that a formalized planning process requires a stable
environment.

While normative models continued to be developed after these initial ef-
forts, many scholars devoted most of their research to careful observation
of actual organizations. These studies concentrated mainly on extending
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Fig. 2.2. Essential elements of strategic planning and implementation according to
the planning school. Source: Bengtsson L, Skirvad PH. 1988. Foretagsstrategiska
perspektiv, in Swedish (Business Strategy Perspectives), p. 31

and developing the relationships identified between the business environ-
ment, strategy, and structure (Galbraith and Nathanson, 1978). One
particular objective was to learn more about the ways in which the com-
petitiveness of the firm, and ultimately its performance, are affected by
matching the external environment with the internal structures.

Strategy, Structure, and Performance

In regard to developments in the area of strategy, structure, and perform-
ance, Rumelt et al. (1994, p. 21 ff) distinguish three avenues of research in
their overview of the field. The first avenue, represented primarily by the
so-called “brewery studies” in the carly 1970s, focused on business strate-
gies and the types of strategies with the greatest payoff in terms of
competitive strength (focus on external fit). According to Rumelt et al., the
findings showed that breweries with strategies better adapted to their envi-
ronment than the strategies of competitors achieved better results. The
studies also showed that strategy was a concept with both a theoretical and
an empirical content and that it could be measured in a meaningful way.

The second avenue of research sought to find relationships between
various corporate strategies, the form of organization, and the performance
of the firm (focus on internal fit). In the 1970°s a number of studies were
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conducted to test and develop the relationships between strategy and struc-
ture that Chandler had presented in 1962. Wrigley (1970) performed one
of the first of these studies (Rumelt et al., 1994). As noted in Galbraith and
Nathanson’s (1978) review of the literature — as well as in the review by
Rumelt el al. (1994),° Wrigley’s (1970) study was replicated in Great Brit-
ain (Channon, 1973), France (Pooley-Dyas, 1972), Germany (Thanheiser,
1972) and Italy (Pavan, 1972). According to Galbraith and Nathanson
(1978, p. 28) these studies showed that most companies diversified their
business during the period 1950-1970. Despite this strategic shift, many
firms retained the functional and holding-company structure. The tendency
was especially clear in countries where competition was limited, for exam-
ple by tariff barriers. After this discovery, Chandler’s original theory was
modified to include the proviso that a strong correlation between strategy
and structure requires the presence of competition. Finally, Rumelt (1974)
conducted a study of selected Fortfune 500 companies. This study con-
firmed previous findings but failed to show that performance is the product
ofa mat7clsl ;)etween strategy and structure (Galbraith and Nathanson, 1978,
p.471).">

The last avenue of research, with Porter (1980, 1985) as one of its fore-
most representatives,'® highlights the significance of external conditions
for competitive strength (external fit) (Mintzberg et al., 1988, p. 99). At the
same time, considerable emphasis is also placed on the structure of the
firm, particularly as manifested in the so-called value chain (internal fit).
Thus, this perspective illustrates the interplay between external and inter-
nal fit in creating and maintaining competitive advantage. According to
Porter (1985, p 11), competitive strength is evidenced by a rate of return
which consistently exceeds the industry average. He argues that even when
the industry structure is unfavorable, and the average rate of return is low,
it should be possible to position one’s own company so that a good return
will be achieved. Porter (ibid, p. 3) holds that a position of competitive
strength is due to the firm’s success in creating unique value for its cus-
tomers.'! Otherwise the firm may be “stuck in the middle,” a position
which usually means low profitability. Thus, it is very important for man-
agement to conduct a thorough analysis of the competitive arena.'

One problem, however, is the difficulty in translating an analysis of the
environment into clear strategics. In response to this problem, and in the
spirit of the Design School, with its focus on strategic analysis and in-
tended strategies (Mintzberg, 1990), Porter (1985, p. 33) introduced the so-
called value chain as a tool for analyzing how competitive advantage arises
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Fig. 2.3. The value chain. Source: Porter ME. 1985. Competitive Advantage. p. 37

and is maintained at the business-unit level. As shown in Figure 2.3, this
model of analysis distinguishes between the businessunit’s primary activi-
ties (such as operations) and its supporting activities (such as the
functioning of its infrastructure). How these value-creating activities are
configured and subsequently performed is critical to the creation of com-
petitive advantage and ultimately to performance (expressed in terms of
margin in Figure 2.3). For example, it is important to co-ordinate the ac-
tivities of a business unit so that they are utilized efficiently, and at the
same time to eliminate activities that do not create value. As mentioned
previously, it may be considerably easier to configure the value chain if
management has developed a clear and unique strategy. The design and
use of the control systems are very important not only in the process of
formulating strategies, but also in implementing them. Quite a large body
of research has been devoted to the question how to adapt control systems
to strategy so that the firm will be effectively managed and competitive
(Langficld-Smith, 1997).

Strategy and Control

During the 1980°s and 1990’s, interest focused increasingly on one par-
ticular structure of the firm: the control system (i.e. management control
and manufacturing control). The large-scale questionnaire studies at the
time were directed at finding a relationship between strategy'® and control
at the corporate, business-unit, and functional levels. As mentioned in the
introduction to this book, researchers in management control previously
concentrated on studying procedures for planning and for monitoring re-
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sults at the corporate and business-unit levels. Not until the end of the
1990’s did control of production flows begin to attract attention. Part of the
reason was the realization that decentralized decision-making requires in-
tegration of management control and operational control (cf. Otley, 1994).
Researchers in the arca of manufacturing concentrated instead on control
of activities at the functional level (Vollmann et al., 1992).

The Corporate Level

Of the three organizational levels noted above, the corporate level appears
to have received the least attention (¢f Langfield-Smith, 1997; Luft and
Shields, 2003; Anthony and Govindarajan, 2004). The study by Goold and
Campbell (1987a), with its case descriptions of 16 large diversified UK
companies, is probably one of the most widely publicized.' Here the au-
thors show that in corporate groups with low synergy potential (financial-
control strategy) and a limited need for co-ordination, business units were
expected to develop their own strategies and plans. The plans approved by
corporate management were regarded as contracts, and monitoring of re-
sults was detailed and frequent, with little tolerance for deviations - so-
called tight control. In corporate groups with high synergy potential (stra-
tegic-planning strategy), on the other hand, top management participated
actively in decision-making, thus providing operational integration among
different business units. As corporate management was deeply involved in
the decision-making process, performance was monitored less frequently,
and deviations from plan seldom carried serious consequences — so-called
loose control. Finally, Goold and Campbell identified a few corporate
groups with a combined strategy of financial control and strategic planning
(a strategic-control strategy). These groups had certain clusters of business
units where synergy potential was high and other clusters where it was
low. According to the authors decision-making was decentralized, and
monitoring of results was based on a mix of tight and loose control. Be-
cause of an unclear strategy and difficulties in establishing a consistent and
well-functioning control-system, these corporate groups did not perform as
well as the others in the study.

Goold’s and Campbell’s (1987a) conclusions on the relationship be-
tween corporate strategy and the design and use of control systems were
one of the principal starting points for Nilsson’s (2000) analysis of four
Swedish corporate groups.'’ In addition to procedures for planning and re-
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Table 2.1. Tendencies in the relationship between corporate strategy and control
systems

Features of the corporate strategy
Features of the

Low syner High syner

Control system oW synergy gh synergy
potential potential

Intensity of monitoring Tight control Loose control

Control classified by type
. . Monetary control Non-monetary control
of information used

Time perspective Short-term Long-term

porting — the focus in Goold’s and Campbell’s study — Nilsson included
investment control, transfer prices, and key ratios in the subsystems to be
studied. The findings indicate that at firms with a corporate strategy of fi-
nancial control, business units were regarded as autonomous companies
where profits were to be maximized. Control was rather tight, with an em-
phasis on short-term financial performance. At firms with a corporate
strategy of strategic planning, co-ordination of business-unit operations
was important in view of the substantial synergy potential. Control was
loose, mostly non-monetary, and characterized by a long-term perspective.
Anthony and Govindarajan (2004, p. 637 ff) noted similar tendencies in
regard to the relationship between corporate strategies and the design and
use of the overall control system. Their report is based on a short and high-
level review of a number of empirical studies (cf. ibid, 1992, p. 693 ff). Al-
though some of these were probably not directly intended to examine the
relationship between strategy and control, they have indirectly provided
valuable insights into this area of research. Based on our review of the lit-
erature, Table 2.1 provides a summary of certain overall tendencies in the
relationngp between corporate strategy and the design and use of control
systems.

The Business Unit Level

At the business-unit level there have been a large number of studies, based
mainly on the business-strategy typologies of Miles and Snow (1978),
Porter (1980), and Gupta and Govindarajan (1984). Below we discuss
some of the studies.'” Our first example is a survey conducted by
Govindarajan (1988). He coliected data from 75 business units of 24 firms
on the Fortune 500 list. The findings showed that a de-emphasis on meet-
ing the budget was associated with high performance in business units
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pursuing a strategy of differentiation. Reliance on product innovation and
broad product lines was assumed to create a turbulent and uncertain envi-
ronment typically associated with a differentiation strategy. In this
environment, future revenues and expenses are difficult to estimate, thus
limiting the importance of the budget. Similar results were obtained by
Bruggeman and Van der Stede (1993) in their field research on 18 Belgian
firms (32 business units). One interesting finding was that business units
selling differentiated standard products were using tight control, allowing
no budget revisions. Miller (1988) also reached conclusions similar to Go-
vindarajan’s (1988) in his study of 89 firms in Quebec.'®

It has also been shown by other researchers that a control system based
on loose and non-monetary control, combined with a long-term perspec-
tive, is appropriate when the chosen strategy entails uncertainty. One
example is a study by Govindarajan and Gupta (1985), who examined the
linkages between the strategic mission (build, hold, and harvest strate-
gies),'” the incentive bonus system, and effectiveness. Based on data from
58 strategic business units, they found that reliance on long-run criteria®
and subjective approaches for determining managers’ bonuses contributed
to effectiveness with a build strategy but worked against it with a harvest
strategy. No correlation could be found between the strategy, the use of
short-term criteria, and effectiveness. Merchant (1985) found that deci-
sions were more affected by income targets and head-count controls when
a high-growth strategy was pursued than when the strategy was to maintain
market share. A final example is a study by Rajagopalan (1996), who in-
vestigated how prospectors (always seeking new opportunities) and
defenders (limited, low-cost product range) designed and used their incen-
tive systems. The data showed that defenders primarily resorted to short-
term, low-risk forms of incentives (that is, cash bonuses) based on quanti-
tative criteria for evaluating performance. With prospectors, incentives
were more long-term in nature and involved a higher risk.

In 1987, Simons published a study that partly contradicted several of the
findings discussed above, thus attracting considerable attention. He gath-
ered data from 76 Canadian business units in manufacturing industries;
cach unit could be classified as either a prospector or a defender. Simons
showed that high-performing prospectors were characterized by tight con-
trol, with an emphasis on forecasts, strict budget targets, and careful
monitoring of outputs. With large defenders, there was a negative correla-
tion between performance, on the one hand, and the use of strict budget
targets and close monitoring of output, on the other. Simons therefore con-
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Table 2.2. Tendencies in the relationship between business strategy and control
systems

Features of the Features of the business strategy
control system Unique products Standardized products
Intensity of monitoring Loose control ""Tight control
Control classified by
) ) Non-monetary control Monetary control
type of information used
Time perspective Long-term Short-term

cluded that at defenders control was typically looser than at prospectors,
which relied less on the formal system of management control. Similar
findings were reached by Collins et al. (1997) in their study on the use of
the budget by prospectors and defenders. According to Dent (1996), the
explanation for the loose control at defenders was probably that control
was provided by the production technology itself. The tight control at
prospectors was likely due to a desire to influence the pro-innovative cul-
ture of the typical prospector with a more realistic view of the unit’s
opportunities for expansion. Kald et al. (2000), on the other hand, maintain
that the differences in the findings more probably stem from the use of dif-
ferent business-strategy typologies, which makes comparison of the studies
difficult. In summary, the studies at the business-unit level do not provide
totally clear results. However, there appears to be relatively strong
support for a relationship between a turbulent environment, a strategy with
a strong focus on product uniqueness (i.e. differentiation), and a control
system based on a long-term perspective and loose, non-monetary control.
These general tendencies are shown in Table 2.2.

The Functional Level

The studies at the functional level are largely focused on the control of
production flows. Researchers with backgrounds in management control
have emphasized the relationship between manufacturing strategy and the
design of performance measurement. In many of the studies, question-
naires have been used for gathering data, but unlike the studies at the
business-unit level, the data collection is not based on established typolo-
gies of manufacturing strategy.”' Instead, the researchers tend to develop
unique measuring instruments adapted to the specific study, with the result
that the findings are difficult to compare. One example is an explorative
study by Abernethy and Lillis (1995) of 42 manufacturing firms in Austra-
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lia. At companies with a manufacturing strategy based on flexibility,” the
use of financial or other efficiency-based measures was not very extensive.
On the other hand, it was important to monitor cost effectiveness at firms
with a manufacturing strategy based on mass production and standard
product lines. Abernethy and Lillis showed that firms with these character-
istics performed better than firms with other types of relationships between
manufacturing strategy and control. Perera et al. (1997) followed and ex-
tended the study by Abernethy and Lillis by examining 109 Australian
manufacturing firms.”> The study showed a significant relationship be-
tween a customer-focused strategy and the use of non-financial
performance measures, but this relationship was not linked to performance.

Other researchers, like Chenhall (1997), for example, have based their
work on quality-oriented manufacturing strategies. In a study of 39 manu-
facturing firms, Chenhall found a positive correlation between employing
total quality management (TQM) and using non-financial (i.e. production-
oriented) measures in evaluating managers, on the one hand, and superior
performance, on the other. These results, however, are not undisputed. For
example, Ittner and Larcker (1995) could not find empirical support for
their proposition that the use of both TQM and “non-traditional” informa-
tion and reward systems should lead to superior performance. According to
the results, non-traditional information and reward systems could also be
found at high-performing companies that used quality programs less exten-
sively. The data in this study were taken from an earlier consulting-firm
survey of quality-management practices, covering automobile and com-
puter manufacturing plants in several parts of the world. The data were
also used in a subsequent paper (Ittner and Larcker, 1997) discussing the
extent to which firms used both monetary controls and controls focused on
business development in a broader sense. Ittner and Larcker found that at
American and German firms there was a relationship between quality
strategies and the use of quality-related controls.®* Japanese firms, on the
other hand, combined different types of controls; therefore, the link to the
manufacturing strategy was not always clear. According to Ittner and
Larcher this finding was similar to the results presented in Daniel and
Reitsperger’s (1991) paper on the use of quality targets and feedback at
Japanese manufacturers.

Compared to the studies based on theories from the area of management
control, researchers in the field of manufacturing have not shown an
equally strong interest in linking performance measures and strategy (cf.
Voss, 1995; Dangayach and Deshmukh, 2001). Instead, there seems to
have been a strong focus on studying how to design planning systems de-
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pending on the choice of manufacturing strategy, and particularly on the
requirements of technical flexibility (¢/ Kim and Lee, 1993).%° One exam-
ple is a normative study by Olhager et al. (2001) which treats the
relationship between flexibility and capacity planning (planning horizon 1-
5 years) and manufacturing planning (sales and operations planning). The
study shows that in a turbulent environment, where there is a great need
for flexibility, it is important to forecast future capacity needs (lead) and
rapidly to adjust the manufacturing plan for the period to new patterns of
demand (chase). In a stable environment there is less need for flexibility,
and capacity is adjusted only after an increase in demand has been noted
(lag). Moreover, the stable demand situation means that the manufacturing
plan for the period seldom has to be changed and can focus on maintaining
a pre-set volume (level).

Two other important concepts used in studies of the relationship be-
tween manufacturing strategy (i.c. need for technical flexibility) and
control should be mentioned: the customer-order decoupling point and the
control concept (Vollmann et al., 1992). Olhager and Rapp (1985, 1996)
discuss the first concept, which refers to the point in time when the product
is designated for a specific customer. The authors show that when the
products are standardized and the demand for them is stable, manufactur-

Table 2.3. Tendencies in the relationship between manufacturing strategy and
control systems

Features of the manufacturing strategy
Features of the

High technical Low technical
control system
flexibility flexibility
Control classified by
type of information Non-monetary control Monetary control
used”
Capacity / S&O plan- Lead / Chase Lag / Level
ning
Customer-order
Make to order Make to stock

decoupling point

Materials-requirement
Control concept . Just-in-time
planning
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ing to a stock of finished goods is most appropriate (MTS). Unique prod-
ucts, for which the demand is very difficult to forecast, require
manufacturing entirely to customer order (MTO). The authors found that
with MTO planning is characterized by higher uncertainty, and a greater
need for technical flexibility, than with MTS.

As for the control concept, most studies focus on the ways in which the
need for technical flexibility affects the planning of materials flow. Voll-
mann et al. (1992, p. 361 ff), in their normative textbook, maintain that JIT
(just-in-time) is a suitable control concept when there is little need for
flexibility. According to the authors (ibid), the focus of JIT is on continu-
ous flow with short lead-times and products that pass sequentially through
the manufacturing process. In cases where the volume of production and
the product mix vary considerably, it is better to use MRP (materials-
requirement planning). This concept of control is characterized by plan-
ning based on batches, in which articles are processed in parallel (ibid).
Based on our review of the literature, Table 2.3 summarizes a number of
general tendencies in the relationship between manufacturing strategy and
the design and use of control systems.

Toward a more Complex Theory

As already pointed out, our review of the literature is not complete. How-
ever, it includes many important and well-known studies in the field. It
shows that most of the studies treating the relationship between strategy
and control focus only on the ways in which this matching affects competi-
tive advantage (i.e. performance) in a selected part of the company. As is
apparent from the introductory discussion in Chapter 1, this conclusion is
consistent with other reviews of the literature on management control (cf.
Langfield-Smith, 1997; Ittner and Larcker, 2001; Luft and Shields, 2003).
To study in isolation how a certain manufacturing strategy, for example,
affects the control systems at the operational level is to ignore the larger
context in which this critical function is performed. Particularly in com-
plex organizations, with multiple production units and multiple products,
there is need for co-ordination — both in the choice of overall strategy and
in the implementation of strategies (Goold and Campbell, 2002b). As pre-
viously noted, however, few empirical studies consider that there are
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strategies at several organizational levels and that integrated control sys-
tems can facilitate the implementation of these strategies. Nevertheless
there are some interesting case studies with results that contribute to the
development of our knowledge in this area.

The case studies by Goold et al. (1994) are one illustration that strategic
congruence can be advantagous.”’ A well-considered overall strategy
means that there is a common business logic, for example in the form of a
limited number of critical success factors. Such a situation is favorable to
the creation of a uniform management style. However, there are difficul-
ties in establishing such a management style without a high degree of
strategic congruence. The reasons for such problems at GEC and Ferranti,
two British companies, are analyzed in the following excerpt:

GEC and Ferranti faced problems in adding value to the business in their port-
folios. Their electronics, defense, and telecommunications businesses were
confronting stiff competition from global-scale competitors. This type of competi-
tive battle is not well suited to a style of management focused largely on shorter-
term financial results and committed to an organization structure based on sepa-
rate, stand-alone business units (Goold et al., 1993a, p. 50).

The passage cited suggests that overly large differences in business-unit
strategies make it difficult to establish an appropriate organization struc-
ture with corporate-wide procedures for monitoring results. In the case
above, there seems to be a misfit between the control systems of certain
business units, which because of the turbulent environments in which they
operate must review performance on a long-term basis, and the corporate
monitoring of short-term financial results. Thus, integrated control — that
is, coherent strategic planning and monitoring of results throughout the
firm — can be assumed to be an important feature of competitive firms. In
the excerpt below, Goold et al. (1993a, p. 58) analyze how the planning
process at BP helped to create value in the business units belonging to the
core business. It is also apparent from the excerpt that this corporate-wide
planning process is not equally appropriate for all units of the firm.

Its thorough planning process and its experienced and knowledgeable corporate
managers contributed to the company’s ability to make sound decisions about the
large, risky and long-term investments required in the oil industry. At the same
time, however, BP suffered from some of the disadvantages of the Strategic
Planning style:*® non-oil businesses benefited less from the time-consuming plan-
ning process; there were signs that BP’s success in its core business led it to
tolerate poor performance in some businesses for too long; and many managers
were impatient with the company’s bureaucracy and hierarchy (ibid).
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The examples from GEC, Ferranti, and BP indicate that without congru-
ity between strategies and control systems it can be difficult to add value to
all businesses in the corporation. Thus, it is not sufficient to establish stra-
tegic planning and monitoring systems that are consistent throughout the
firm, as BP succeeded in doing. In addition, the design and use of the
processes and structures of the control system must be appropriate for most
of the business units in the firm. As shown in the examples above, how-
ever, this requirement is very difficult to meet at large firms where there
are often operations outside the core business. Consequently, a high degree
of strategic congruence will make it much easier to establish a system of
integrated control. For example, in similar environments, there will be
convergence in the degree of uncertainty for the business units and their
functions, although it is probably impossible to reach a situation in which
all business units and functions operate under the same degree of uncer-
tainty. Lawrence and Lorsch (1967) have shown that differences in the
subenvironments of departments can lead to somewhat differing styles of
organization at the functional level. On the other hand, it is both possible
and desirable that critical functions, such as business-unit manufacturing,
be adapted to the need for flexibility in the chosen competitive arena (cf.
Thompson, 1967).*° In previous sections we have shown how environ-
mental turbulence, and the accompanying need for technical flexibility,
affect the characteristics of the control systems at both the business-unit
and functional levels.

In light of the above, there are compelling reasons to devote special
study to the importance of strategic congruence and the degree of inte-
grated control for the creation of competitive advantage. To provide a clear
theoretical starting point and structure for this discussion — and the
remainder of the book — a model has been developed (Figure 2.4) The
model is influenced by contingency theory and summarizes important
variables and relationships in the discussion thus far. Similar models have
been presented earlier, by for example, Hrebiniak et al. (1989, p. 5) and
Galbraith and Nathanson (1978, p. 2). However, to the best of our knowl-
edge, few scholars have treated the question how strategic congruence and
integrated control together affect the creation of a strong competitive posi-
tion. An explanation for this situation can probably be found in our review
of the literature and in such reviews by others (Langfield-Smith, 1997; Itt-
ner and Larcker, 2001; Luft and Shields, 2003). These reviews show that
in the area of management control it is rarely considered how control at a
higher organizational level affects control at a lower level. Consequently,
it is also difficult to conduct a more detailed discussion on integrated con-
trol and its relationship to the existence of strategic congruence.
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Fig. 2.4. Variables and relationships of interest in the subsequent discussion

As indicated in Figure 2.4, and in consistency with previous research
and models used in this area, the relationships between the different vari-
ables arc assumed to affect and shape each other (see, for example,
Peters and Waterman, 1982; Pettigrew and Whipp, 1991). With this mutual
dependence, strategy both influences and is influenced by the business en-
vironment. Nor is the management-control system solely a reflection of the
chosen strategy; the control system also limits and affects the range of
strategies that are considered (Hall and Saias, 1980; Simons, 1990). The
sections to follow will develop this discussion further by describing the
different variables of the model and their relationship to each other.
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Environment

From the introduction and the review of the literature, it is apparent that
we view the firm as an open system. We thus assume that the environment
influences the firm, but also that the firm to some extent can affect its envi-
ronment. An example of the former is new legislation that limits what the
firm and its management actually can accomplish (consider the enactment
of a tax on new construction). An example of the latter type of influence is
found when the firm introduces a new model of business, leading to a
change in the competitive situation (consider the effect of budget air travel
on European air fares). Thus, it is reasonable to assume that management
cannot fully control all factors having an impact on, or relevance to, the
company. We shall refer to those elements of the environment with which
the firm chooses to interact, such as customers and suppliers,m as the do-
main (¢/ Ford et al., 1988). It may be noted that in certain cases the
interaction between domain and firm may be far-reaching, though falling
short of the firm’s absorbing either its customers or its suppliers. In a
tightly woven network of this type, the boundaries between environment,
domain, and firm may become indistinct.”’

Customers, suppliers, and other significant factors also affect the basic
features of the environment. As previously mentioned, both contingency
theoreticians and researchers in strategic management have devoted con-
siderable attention to one feature in particular: the degree of uncertainty.
By uncertainty is meant the extent to which it is possible to foresee both
major and minor changes in the firm’s environment. At a firm with consid-
erable R&D, for example, changes in customer preferences create
uncertainty since the firm must spend money on developing projects with-
out knowing future demand patterns (Shank and Govindarajan, 1993).
Supplier relationships characterized by imprecision in deliveries lead to an
uneven flow of materials and are thus another source of uncertainty
(Thompson, 1967). We consider this type of high uncertainty, with its at-
tendant limitations on detailed planning of operations, to be typical of a
turbulent environment. A low degree of uncertainty and ample time to take
appropriate action are distinguishing features of a stable environment (cf
Burns and Stalker, 1961). In our model, the degree of uncertainty is taken
as a central property of the environment and is thus a factor of consider-
able importance in matching external demands with internal resources.
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Strategic Congruence

From Figure 2.4 it can be seen that the environment is considered to im-
pact internal resources, such as the control systems, primarily via the
mediation of strategy as formulated by management (¢f Archer and Otley,
1991). It is thus assumed that management is in a position to choose a
strategy well adapted to the environment in which the firm operates (exter-
nal fit). It is also assumed that in a longer-term perspective management
can affect, at least to some extent, the degree to which the firm will operate
in a turbulent or a stable environment. We thus regard strategy formulation
as a “deliberate process of conscious thought” (¢f Mintzberg et al., 1998,
p. 29 ff), although we do not thereby mean that all strategies are the prod-
uct of management intentions. In this book, the focus is primarily on ways
for management to achieve a fit between the firm’s environment and its
strategy, rather than the planning process itself.>> As is evident from previ-
ous sections, it is often not enough that such congruence exist in a small
portion of the company. To co-ordinate the firm’s business units effec-
tively, and to focus on activities that build competitive strength, it is
advantageous if strategies at all organizational levels are based on a com-
mon business logic. The requirements for establishing a common business
logic, and thus a high degree of strategic congruence, are developed in de-
tail in the next chapter (Chapter 3).

Integrated Control

One central assumption in this book is that the firm’s control systems are
management’s primary instrument for implementing chosen strategies. As
shown in Figure 2.4 and in discussions in preceding sections, the control
systems also fulfill an important function in the development of new
strategics — for example, by identifying activities that do not create value
(Porter, 1980, 1985).® Today, few believe in the sharp boundary between
formulation and implementation of strategy, which was drawn by scholars
like Anthony (1965) and Andrews (Learned et al., 1965) and which in
practice limits control systems to being a tool for implementation. Instead,
the focus is on the use of control systems to help establish an internal fit —
that is, an appropriate matching of the firm’s overall strategy, internal ca-
pabilities, and expected performance. Achieving such congruence can be
facilitated by the introduction of uniform concepts and similar principles
of control. Integrating the principal control systems — such as management
control and manufacturing control — can also help to enhance transparency
in the process of planning and monitoring results, thereby interlinking
strategies at different organizational levels. The systems of control are thus
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important both when strategies are developed and when they are imple-
mented. How to achieve this type of integrated control is further developed
in Chapter 4.

Competitive Advantage

In previous sections we have discussed competitive advantage on the basis
of Porter’s (1985, p. 3) definition, according to which the distinguishing
feature of a firm with a strong market position is that its products create
unique value for purchasers. Porter argues that in order to be able to create
competitive advantage, a thorough knowledge of the current competitive
arena is required (external fit); it is also necessary to understand in detail
how the firm best can utilize its internal structures in positioning the prod-
uct offering (internal fit). In this book, the emphasis is on this interplay
between external fit (a fit between environment and strategy) and internal
fit (a fit between strategy and control systems). As noted in the discussion
so far, a strong competitive position can arise only if there is a high degree
of congruence between environment, strategy, and control systems. Con-
sequently, a strategy well adapted to the firm’s environment, but without
control systems that provide support for its business approach, will not
create value, nor vice versa.

Performance

By performance is meant the value that is created for the firm’s most im-
portant stakeholders. Both practitioners and scholars commonly define
performance in terms of total shareholder return (dividends plus share-
price appreciation). Donovan et al. (1998, p. 18 ff) argue, however, that it
is not sufficient to focus solely on sharcholders; due consideration must
also be given to other major stakeholders, most notably customers and em-
ployees. In the view of these authors, there is competition for all three
categories of stakeholders, and every firm must create value for each in or-
der to prosper. Finding this view persuasive, we have chosen to define
performance according to the degree to which value is created for employ-
ees, customers, and shareholders. In our opinion, lasting high performance
is the result of a strong competitive position in respect to all three groups.
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Summary

In this chapter we have reviewed empirical research on strategic manage-
ment from a contingency-theory standpoint. This research focuses on the
question how a good fit between the environment, strategy, and structure
affects the creation of competitive advantage, and ultimately performance.
In the second half of the chapter, the studies in the areas of strategy, man-
agement control, and manufacturing are integrated into a model. One
objective of this model is to highlight central concepts in the review of the
literature and to relate them to each other. A second objective is to estab-
lish a clear theoretical foundation and a structure for the remainder of the
book.

The model is based on the assumption that the firm is an open system
which both affects its environment and is affected by it. Thus, the firm is
influenced by events outside its control; at the same time, it is in a good
position to exercise control over its own development. The long-term ob-
jectives of the firm should therefore be the basis for designing suitable
strategies, even though the environment can impose certain limitations in
the short run. Consequently, it is assumed that management can choose a
strategy well adapted to the environment in which the firm operates. It is
also assumed that in the longer run management can affect whether the
firm will operate in a turbulent environment or a stable one.

In the model, the matching of environment and strategy is referred to as
external fit. There are reasons to believe that such a fit — established
throughout the firm — contributes to the creation of a strong competitive
position. Management should therefore seek strategic congruence — that is,
mutually consistent corporate, business, and functional strategies. In this
effort, the systems of control have an important function in regard to both
the formulation and the implementation of strategies. So-called integrated
control systems are particularly appropriate for establishing an internal fit
— in other words, a high degree of consistency between strategies, internal
capabilities, and performance. A typical feature of such control systems is
that strategic planning and monitoring of results are coherent throughout
the firm. In the model, it is emphasized that neither a good external fit nor
a good internal fit is sufficient to establish a strong competitive position.
Required are both a thorough knowledge of the chosen competitive arena
and a detailed understanding of the ways in which the firm best can utilize
its internal structures to position the product offering successfully.
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Notes

1.

The mechanistic form has its origin in the so-called machine theory.
For a detailed discussion of the machine theory, especially its strengths
and weaknesses, we refer the reader to Morgan (1986).

According to Morgan (1986, p. 56 f) the organic form bears a certain
resemblance to an “adhocracy” (i.e. an adaptive and temporary sys-
tem). A typical adhocracy is the project organization.

The environment is customarily regarded as one of the principal con-
tingency factors. Examples of other contingency factors are
technology, industry, and size (see also Chapter 1, Footnote 8).

For a review of some early studies in the field of contingency theory,
see Galbraith and Nathanson (1978, chapter four).

Chandler (1962, pp.13 ff)) defines strategy as “the determination of the
basic long-term goals and objectives of an enterprise, and the adoption
of courses of action and the allocation of resources necessary for carry-
ing out these goals. Decisions to expand the volume of activities, to set
up distant plants and offices, to move into new economic functions, or
become diversified along many lines of business involve the defining
of new basic goals...Structure can be defined as the design of organi-
zation through which the enterprise is administered. This design,
whether formally or informally defined, has two aspects. It includes,
first, the lines of authority and communication between the different
administrative offices and officers, and, second, the information and
data that flow through these lines of communication and authority.”

Hrebiniak et al. (1989) have also compiled empirical research on the
relationship between strategy, structure, and performance in the
1980’s.

According to Galbraith and Nathanson (1978, p. 31) the study by Ru-
melt (1974) shows that a strategy of controlled diversity is associated
with high performance.
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10.

11.

12.

13.

14.

15

16.

See Galbraith and Nathanson (1978, pp. 35 ff) for a review of other
studies from the 1970’s that examine how a fit between strategy and
structure affects performance.

See Chapter 1, Footnote 4, for a discussion of the concept of structure.

According to Mintzberg et al. (1998), Michel Porter is a leading repre-
sentative of the so-called Positioning School. This school has origins in
both the Planning and Design Schools.

Porter (1980, 1985) maintains that only three strategies are possible at
the business-unit level: differentiation, cost leadership, and focusing
(these strategies are described in detail in Chapter 3). Other schools of
thought in strategic management — such as the Design and Planning
Schools ~ put no limits on the number of possible strategies (Mintz-
berg et al., 1998).

See Chapter 1, which describes how this analysis can be conducted
with the aid of Porter’s (1980) five-force framework.

The following section contains an overall discussion of different cor-
porate, business, and functional strategics. The reasoning is developed
further in Chapter 3, particularly in regard to the distinguishing fea-
tures of each strategy.

The results from the study by Goold and Campbell (1987a) were fur-
ther analyzed and refined in Goold et al. (1994).

. Nilsson (2000) studied only corporate groups with a strategy of either

financial control or strategic planning. He also discussed the design
and use of the management control systems at the business unit level.
In Nilsson (2002) the analysis is further refined with a focus on how —
and to what extent — management control changed following take-over.

The studies by Goold and Campbell (1987a) and Nilsson (2000) are
case studies. As with all types of case studies, it is not possible to gen-
eralize the results to a larger population. In addition, the results are
often open to somewhat varying interpretations. Nevertheless the stud-
ies can give some indication of tendencies regarding the relationships
between corporate strategy and control systems, especially when they
are compared to the results of other studies (¢f Yin, 1989).
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17.

18.

19.

20.

2]

22.

23.

For an excellent overview of the field, we recommend the article by
Langfield-Smith (1997). Other researchers providing overviews in this
area include Kald et al. (2000) and Anthony and Govindarajan (2004,

p. 698 f).

The study by Miller (1988) investigates the relationship between Por-
ter’s business strategy and a broad set of structural variables. In other
words, this is not a study focused primarily on the link between strat-
egy and control systems. Nevertheless, it has produced some
interesting findings. For example, Miller (1988) demonstrates that
there is a positive correlation between a cost-leadership strategy and
the use of formal control. This correlation was significant at the com-
panies that were successful.

The business-strategy typology of build, hold, and harvest was devel-
oped by Gupta and Govindarajan in 1984. Basically it relates business
strategy to the so-called product life cycle. See Chapter 3 for a more
detailed description.

Examples of long-run criteria used by Govindarajan and Gupta (1985)
are sales-growth rate, market share, new-product development, market
development, and personnel development. Examples of short-run crite-
ria are operating profits, profit-to-sales ratio, cash flow from
operations, and return on investment.

Examples of frequently encountered typologies of manufacturing strat-
egy are discussed in Chapter 3. These typologies have been developed
by researchers in the area of manufacturing control.

According to Abernethy and Lillis (1995), manufacturing flexibility is
reflected in a firm’s ability to respond to market demands by switching
from one product to another and its willingness or capacity to offer
product variations.

The authors maintain that this study is more generalizable than Aber-
nethy and Lillis (1995). In finding the association between
manufacturing strategy and non-financial performance measures, the
authors used four components of a customer-focused strategy rather
than one, a different survey methodology, and a broader-based random
sample of manufacturing firms.
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24.

25.

26.

27.

28.

29.

30.

Strategic control includes strategy-implementation practices (for ex-
ample, the importance of plans and targets), internal-monitoring
practices (for example, the type of feedback given) and external-
monitoring practices (for example, the use of external benchmarks).

According to Kim and Lee (1993), technical flexibility refers to flexi-
bility in the use of machinery, flexibility in processes, product
flexibility, routing flexibility, flexibility of volume, flexibility of ex-
pansion, and process sequence flexibility. In the subsequent discussion
of studies on manufacturing control, and of articles where typologies
of manufacturing strategy are presented, we have chosen to highlight
how the authors — directly or indirectly — have related control models
and strategies to changes in volume and to the introduction of new
products and variants of existing products. A narrow range of products
with stable product designs and manufactured in high volumes requires
a different degree of technical flexibility than custom-made products
made in a wide variety and in low volumes.

The tendencies in regard to the type of information used in the control
system are linked to the studies that explicitly discuss this dimension in
relation to a manufacturing strategy based on flexibility (i.e. Abernethy
and Lillis, 1995; Perera et al., 1997).

Goold et al. (1994) do not discuss in much detail how management
needs in regard to the systems of control may differ between the busi-
ness-unit level and the corporate level. To judge from the authors’
general reasoning, they appear to recommend limiting the freedom of
the business unit to adapt its system of control to its own situation
(Goold et al., 1994, p. 418). See also Footnote 13 and 14 in Chapter 1.

Strategic Planning is one of the three successful corporate strategies
discussed by Goold et al. (1994). These corporate strategies are de-
scribed in detail in Chapter 3.

The so-called protective buffers discussed by Thompson (1967) can
probably not totally insulate manufacturing from environmental influ-
ences; some adaptation of organization and control is probably always
required.

Ford et al. (1988, p. 397 f¥) identify the following environmental ele-
ments at the highest level: (1) sociocultural elements such as the
government and the general public; (2) economic elements such as
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31.

32.

33.

capital markets, customers, and competitors; (3) physical elements
such as minerals, metals and water; and (4) technological elements
such as improved processes, machinery, and equipment.

Thompson (1967, p. 34 ff) discusses three different strategies which a
firm may follow in managing cooperation with important elements in
its environment. According to Thompson, it is characteristic of the first
strategy, which is termed Contracting, that the firm tries to formalize
its relationship with the elements selected. With the second strategy,
Co-opting, the firm absorbs the element in question. The third strategy
is called Coalescing by the author; it means that the original firm and
the element together create a new organization.

For a thorough and detailed description of the planning process itself,
we recommend Corporate Strategy, by H. Igor Ansoff (1965). The
Planning School is described in the section entitled “Strategic Man-
agement” in Chapter 2.

One reason why Porter (1985) introduced the concept of the value
chain was to facilitate analysis of the firm’s primary and secondary ac-
tivities. In the field of management control, the concept of activity-
based costing (ABC) was subsequently launched (Bromwich and
Bhimani, 1994).



3 Strategic Congruence

One central point of departure for this book is that strategic congruence is
a necessary precondition for being competitive. In this chapter the concept
of strategic congruence is defined and related to other important concepts
in the research area of strategy. The chapter also contains a description and
discussion of the three principal levels of strategy: corporate strategy,
business strategy, and functional strategy. Since both researchers and prac-
titioners have adopted their own individual interpretations of each of these
levels, a large number of strategic typologies have been developed. We
have therefore chosen to limit our discussion to a selection of well-
recognized, established typologies and to comment upon them thoroughly
with regard to archetypes, features, and contributions within and outside
the scholarly ficld directly concerned. The purpose of the chapter is to dis-
cuss more extensively the concept of strategic congruence and from this
discussion to select the typologies — one for each strategic level — that are
particularly appropriate for use in the tentative model.

Strategic Congruence Defined

By strategic congruence we mean that the corporate, business, and func-
tional strategics of the firm are mutually consistent, with strategy at each
organizational level appropriate to the firm’s competitive arena and overall
strategic aims (cf. Hofer and Schendel, 1978; Fry and Smith, 1987; Nath
and Sudharshan, 1994). The need to co-ordinate strategies at different or-
ganizational levels emerged as major companies began to diversify their
businesses during the 20th century. As firms enlarged their sphere of op-
erations from a single, often very clearly defined core business to include a
variety of different businesses and products, the problems of co-ordination
became more complex (Chandler, 1962). One of those who illustrated
these problems was Skinner in his article on the necessity of linking manu-
facturing strategies to business and corporate strategies (Skinner, 1969). At
the end of the 1960’s, there were few US firms where the manufacturing
function was governed by the priorities of corporate and business strategy.
Instead, operating decisions were guided by concepts like “total productiv-
ity” and “efficiency.” The absence of strategic congruence often resulted
in suboptimization and difficulties in meeting customer needs. Skinner’s



48  Strategic Congruence Defined

solution to these problems was centralized planning, in which corporate
and business strategy would be used to formulate the firm’s manufacturing
strategy.

Skinner is not alone in recommending that strategic congruence be
achieved by breaking down corporate goals and strategies to the business-
unit level, and then to the level of each function. Many leading scholars
and practitioners hold that decomposing strategy is a central activity in the
co-ordination of corporate operations. For example, representatives of the
so-called Planning School, with Ansoff in the forefront, have developed
guidelines for designing this process (Mintzberg et al., 1998). According to
these normatively focused researchers, overall corporate goals and strate-
gies are the starting point for all co-ordination. As shown in Figure 3.1, co-
ordination of corporate and business-unit strategies is the first step in the
process of breaking down goals and strategies. Goals for return on capital
and the positioning of the business unit in the chosen arena are examples
of areas that corporate management must discuss with business-unit man-
agement. The value chain (Porter, 1985) and SWOT analysis (Learned et
al., 1965) are two tools that have been developed for the purpose of facili-
tating this discussion.?

However, creating strategic congruence by breaking down goals and
strategies has proven difficult (cf Pettigrew and Whipp, 1991, p. 175 fY).

Corporate
strategy y
Step 1
Corporate and
business
strategy co-
ordination
Business A Business B Business C
strategy strategy strategy
Step 2
‘ Business and
functional
‘ \ ‘ I strategy co-
ordination
Procurement Manufacturing Marketing / R&D !
strategy strategy sales strategy strategy

Fig. 3.1. Levels of strategy and their co-ordination
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In many cases it has only been possible to achieve consistent strategies at
different levels in certain parts of the firm. For example, many acquisitions
are justified on the ground that there are synergies with one single business
unit of the corporation.’ The problem is that often these synergies are in
fact limited to that particular business unit and that the newly acquired
company operates in a substantially different competitive arena than most
other corporate business units (¢/ Nilsson, 2002). Thus, the acquired com-
pany may have a strategy that is quite well adapted to the environment in
which it operates (external fit) but that is only appropriate for some of the
other corporate business units (¢cf. Wheelwright, 1984). The possibility that
relationships identified at a lower level (the business unit) may not be valid
at a higher level (the corporation) — and vice versa — was explained back in
1967 by Lawrence and Lorsch, who referred to differences in the environ-
ment, particularly regarding the degree of uncertainty. Subsequently, the
effect of the environment on the potential for creating strategic congruence
has interested many scholars — two examples are the studies by Stobaugh
and Telesio (1983) and by Kotha and Orne (1989). In both studies, the au-
thors analyzed in detail the connection between business and manufactur-
ing strategies, while only referring indirectly to the corporate-strategy
level. They discussed the external environment extensively, but did not
devote the same attention to the appropriate design and use of control sys-
tems (internal fit).* It may be noted that many empirical contributions in
the field have a similar focus.

However, numerous authors maintain that to be highly competitive,
management needs a thorough understanding both of the environment in
which the business units operate, and of the ways in which the corporation
should use its internal structures to position the product offering (see, for
example, Porter, 1987). As discussed in previous sections, it can be diffi-
cult to acquire this understanding in either respect at firms where corpo-
rate, business, and functional strategies are not congruent. Case studies by
Goold et al. (1994) indicate that at corporations focused on businesses in
certain well-chosen markets and industries (so-called “heartlands™), such
concentration contributes to good financial performance. In addition, these
corporate groups seem to have limited their holdings to business units with
similar competitive arenas, units that would be quite closely related in re-
gard to the nature of synergies and typical decision-making situations.
With the corporation’s businesses based on a common logic, the mecha-
nisms that create value are clearly discernible. One advantage of such fo-
cusing is that it permits integrated planning and follow-up, thus making it
easier to co-ordinate the goals and strategies of the different organizational
levels. Among other benefits, corporate management can ensure that syn-
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ergies are exploited and can participate more effectively in the develop-
ment of individual business units. Thus, strategic congruence can be as-
sumed to improve the possibilities of matching strategies with the envi-
ronment and of establishing a system of control that supports
implementation of these strategies.

One problem, however, is that in many instances corporate management
seems to have abdicated its role of leading and developing the enterprise.
An illustration is the trend toward partly abandoning co-ordinated strategic
planning in favor of decentralizing many decisions to the tactical and oper-
ating levels. Poor co-ordination of corporate activities has been a frequent
side-effect of such attempts by corporate management to make business
units more flexible and adaptable. Business units have been left to their
own devices in regard to their development, with consequent erosion of the
gains justifying the existence of the corporate whole. For the individual
firm, the result is a low return on capital for sharcholders — not infre-
quently leading to a takeover by so-called corporate raiders and to subse-
quent dismemberment of the company. A challenge to corporations is thus
to grant business units sufficient freedom in tactical and operational
decision-making while maintaining well-functioning overall co-ordination
of business unit strategies (¢/. Goold and Campbell, 2002b).

We argue that corporate management must be active in the process of es-
tablishing a clear heartland and thereby achieving a high degree of strate-
gic congruence. Perhaps the most important task in this endeavor is to
choose which business units should belong in the corporation; it is these
units and their strategies that compete on the market, not the corporation as
a whole.’ Special attention should be paid to the environment, which can
limit the range of feasible strategic alternatives in the short run. As is ap-
parent from our theoretical premises, the basic properties of the environ-
ment are affected by such important factors as customers, suppliers, and in
particular the degree of uncertainty. The chosen business strategy specifies
those elements of the environment with which the unit chooses to interact,
the so-called domain. Thus, management is in a position to influence
whether the business unit will operate in a turbulent or more stable envi-
ronment, at least in the longer term. This choice will determine, for exam-
ple, how production should be organized, how control systems should be
designed and used, and to what degree decisions can be decentralized
(Galbraith and Nathanson, 1978). In a firm where business units are ex-
posed to differing degrees of uncertainty, it will probably be difficult to co-
ordinate strategies and to create a uniform corporate-wide organization and
control system (¢f Lawrence and Lorsch, 1967). For example, a business
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unit in a turbulent environment, with many newly launched products and
demand that is difficult to forecast, will require quite a different kind of
control than a unit in a stable, mature industry. Therefore, it is reasonable
to assume that strategic congruence requires that the business units operate
in environments where approximately the same degree of uncertainty pre-
vails.

In summary, this review shows what a high degree of strategic congru-
ence can mean for the creation of competitive advantage. Many studies
discuss the value of a fit between strategies at different organizational lev-
els. However, we think it is possible to provide even better guidance as to
what actually creates “fits” and “misfits.” Consequently, there is a need to
explore the concept of strategic congruence in greater depth. To facilitate
our discussion, we will need a common frame of reference for the concepts
of corporate, business, and functional strategy. In the following three sec-
tions, we shall review these concepts on the basis of generally accepted
strategic typologies. The focus in these sections will thus be on pure forms
of different corporate, business, and functional strategies. The detailed de-
scription of the characteristics of each strategy will serve as the starting
point for the elaboration of the tentative model in Chapter 5.

Corporate
strategy
Buslness A B Busl c Business D
strategy strategy strategy strategy
Procurement Manufacturing Marketing / P it ring Marketing /
strategy strategy sales strategy strategy strategy sales strategy

TURBULENT ENVIRONMENT STABLE ENVIRONMENT

The matching of strategies and the environment
affects contro! systems and the organization at the
corporate, business-unit and functional levels

Fig. 3.2. The environment and strategic congruence
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Corporate Strategy

The goals of a corporation are often financially oriented and closely linked
to the manner in which value is to be created for owners, customers, and
employees.® Corporate strategy indicates how the goals are to be achieved,
and in particular why a solution with several business units is preferable
(Hofer and Schendel, 1978).” According to Porter (1987) the costs of vari-
ous co-ordinating activities to a corporate organization must be offset by
the benefits of co-ordination. Examples of such benefits cited by the author
are corporate contribution of professional management resources and tech-
nology, lower costs of capital for business units, and the opportunity to re-
duce costs through operating co-ordination of business-unit value chains.
These benefits of co-ordination, which result from sharing the firm’s re-
sources among several business units, are called synergies. The value of
synergies can be expressed as the increase in performance of the combined
firms in the form of reduced costs and / or increased revenues.

In a traditional classification of corporate strategies, synergy potential —
and particularly the degree of diversification — is treated as a reflection of
general corporate strategy (¢f Rumelt, 1974). In these schemes of classifi-
cation, the opportunities for synergies are greatest in corporations where
the business units have similar operations — in other words, where the de-
gree of diversification is low. In corporations with a high degree of diversi-
fication, and thus a wide range of focus for the various business units,
there is less synergy potential. As for costs of co-ordination, these are
lower in corporations with a substantial degree of diversification. Synergy
potential and degree of diversification are also important dimensions, di-~
rectly or indirectly, in the corporate-strategy typologies developed in the
latter half of the 1980°s. Examples of well-known typologies are those of
Porter (1987), Goold et al. (1994), and Prahalad and Hamel (1996). Like
the typologies developed in the 1970’s, they address the fundamental ques-
tion of corporate strategy: what businesses should be included in the cor-
poration? Table 3.1 summarizes the principal features of these three ty-
pologies of corporate strategy. In the following sections, we provide rela-
tively detailed descriptions and summaries of those portions of the corpo-
rate-strategy typologies that we find the authors of each study to consider
important. Our reason for being so thorough at this stage in the presenta-
tion is partly to lay a solid foundation for our comparative analysis of ty-
pologies, and partly to facilitate deeper analysis of the question which cor-
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Table 3.1. Schemes of classifying corporate strategy. Source: Based on Porter
(1987), Goold et al. (1994) and Prahalad and Hamel (1996)

Study by Arche- Features
types
"Porter Portfolio Acquires undervalued companies. Highly autono-
manage- mous business units. Corporation supplies capital
ment and sophisticated management techniques.

Restructur-  Acquires undeveloped companies. Corporation trans-

ing forms companies by changing management, strategy
etc. Transformed companies are sold to finance ac-
quisitions.

Transfer- Acquires companies with the potential to transfer

ring skills skills or expertise. Corporation creates appropriate
organizational mechanisms to facilitate cross-unit in-

terchange.
Sharing Acquires companies with the potential to share activi-
activities ties between value chains. Corporation creates a
context in which collaboration is encouraged and re-
inforced.
Goold Financial A corporate strategy based on stand-alone influence,
et al. control i.e. low synergy potential. Value is created by devel-

oping the operations of individual business units.

Strategic A corporate strategy based on linkage influence, i.e.

planning high synergy potential. Emphasis is placed on ex-
ploiting synergies through various forms of opera-
tional integration among business units.

Strategic A corporate strategy that combines linkage influence

control and stand-alone influence. The company will have
clusters of units with high synergy potential and clus-
ters with low synergy potential.

Prahalad  Portfolio of Management focuses on organizational units, which

and businesses means that capital is allocated business by business.

Hamel The product-market is important in defining the or-
ganizational boundaries of business units.

Portfolio of Management focuses on competencies; this focus is

competen-  also the basis for the allocation of capital and talent.

cies Competencies and core products are important in de-
fining organizational units.
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porate, business, and functional strategies are congruent. It is also worth
noting that the “Business Strategy” and “Functional Strategy” sections are
organized in the same manner.

The Porter (1987) Typology of Corporate Strategy

This typology is based on an empirical study of the ways in which 33 large
US corporations diversified their operations.® Porter selected the firms at
random from many sectors of the economy, and he studied their diversifi-
cation history for the period 1950-1986.° The study covered all acquisi-
tions, joint ventures, and start-ups undertaken during the period covered.
On average, each company in the study entered 80 new industries and 27
new fields.'® Of the acquisitions in new industries, more than 50% were
divested — a full 60% when entirely new ficlds had been entered.'' Accord-
ing to Porter, these data show that successful diversification calls for a
clear strategy and also the capacity to implement it. On the basis of this
study, Porter identified four corporate strategies which had proven suc-
cessful under the right circumstances: portfolio management, restructuring,
transferring skills, and activity sharing. He stresses that although these
strategics are overlapping, they create value in different ways.

According to Porter, a corporation with a strategy of portfolioc manage-
ment buys undervalued but well-managed companies where management
agrees to continue working for the firm after the acquisition. The degree of
diversification is high; in other words, the firms operate in a large number
of unrelated industries (see Figure 3.3). Thus, synergy potential is limited,
and the units continue to be managed as basically stand-alone firms. With
a strategy of portfolio management, value is created in a number of differ-
ent ways. In the article by Porter, four examples are given. First, corporate
management uses its knowledge and its arsenal of methods to identify at-
tractive firms to acquire. Second, the corporation can supply the units with
capital on better terms than they could have obtained had they been inde-
pendent companies. Third, the units gain access to more sophisticated
management skills and techniques through the corporation. Finally, corpo-
rate management can help to improve the strategies of the units by thor-
ough and unemotional reviews.

A restructuring strategy is similar to one of portfolio management, ex-
cept that the policy is to divest companies after radical restructuring. For
this reason it is important that the companies have a large potential for im-
proved performance. The basic procedure with this strategy is that once the
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Fig. 3.3. The Porter (1987) typology of corporate strategy.'? Source: Nilsson F.
1997. Strategi och ckonomisk styrning (in Swedish, “Strategy and Management
Control: a Study of the Design and Use of Management Control Systems Follow-
ing Takeover,” p. 27)

acquisition is completed, corporate management takes a number of steps to
turn the company around financially. Porter gives examples of some typi-
cal steps such as a change of management, a change of strategy, or the in-
troduction of new technology. Restructuring can then be continued by ac-
quisition of more companies to enlarge the business and make it stronger
through economies of scale. According to Porter, restructuring is most
successful when the company takes the lead in transforming an entire in-
dustry. Often the result of the transformation process is that the strategic
position of the acquired companies is radically changed. Porter maintains
that at this point the restructuring firm normally chooses to sell the ac-
quired company because corporate management can add no further value.
Since competence in successfully restructuring a business is limited to cer-
tain categories of industries, the degree of diversification is lower with this
type of strategy than with one of portfolio management (see Figure 3.3).
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With a strategy of transferring skills, the degree of diversification is low,
and synergies arise primarily from the potential for transferring skills be-
tween similar activities (see Figure 3.3). Although each unit has its own
unique value chain, it is important to establish procedures and incentive
systems for effective inter-unit transfer of skills in conducting essential ac-
tivities. Through these types of internal structures, the skills possessed by
one cluster of business units can be shared by other units in the company.
However, for competitiveness to be created through the transfer of skills,
the activities involved in the businesses must be similar enough. According
to Porter, general similarities, which will not help the corporation in build-
ing a strong and unique market position, are not an adequate basis for ex-
panding operations. In addition, Porter stresses that the skills transferred
must relate to the most critical areas, that is, activities of importance to the
corporate, business and functional strategies. Moreover, these skills must
be of a kind that will make the firm more competitive and thus not easily
imitated by competing firms. Finally, Porter emphasizes, many companies
fail with a transfer-of-skills strategy because they were not capable of es-
tablishing the culture, organization, and control systems required for
spreading and sharing critical skills.

A strategy of activity sharing implies that the differences among the
various activities of the firm are small enough to permit the sharing of cer-
tain activities, as in a joint R&D function, for example. Compared with
other corporate strategies, the strategy of activity sharing features the low-
est degree of diversification and offers the greatest opportunities for syner-
gies (see Figure 3.3). Porter stresses that the principal reason is the rela-
tionship between this corporate strategy and the business strategies of cost
leadership and differentiation."> Through co-ordinated and shared techno-
logical development, resource procurement, marketing functions, etc.,
economies of scale are achieved. Units can thereby lower their costs of
production — an achievement of paramount importance with a cost-
leadership strategy. Sharing activities can also help in differentiating the
product offering; for example, shared service centers can often provide a
very high service level. These examples of activity sharing, by Porter, cre-
ate added value, but also add to the cost of co-ordinating business-unit op-
erations. Whether the value added exceeds the costs of co-ordination de-
pends on the possibilities of charging a premium price or of lowering the
costs of production.
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The Goold et al. (1994) Typology of Corporate Strategy

This strategic typology is based on 16 in-depth case studies of major Brit-
ish corporate groups. At the time of the study, they were all publicly
quoted and covered a range of manufacturing and service sectors. Goold et
al. (1994, p. 5) found that financially successful firms attached consider-
able importance to the following questions: “In what businesses should the
company invest its resources, through ownership, minority holdings, joint
ventures, or alliances? And how should the parent company influence and
relate to the businesses under its control?” The purpose of these questions
was to further the creation of a corporate strategy based on a common
business logic — referred to by Goold et al. (1994) as Parenting Advantage.
In this connection, one fundamental consideration is the manner in which
the corporation creates value. On the basis of their case studies, the authors
distinguish four different, though partly overlapping, types of value crea-
tion, cited below (ibid, p. 78):

1. Stand-alone influence, through which the parent enhances the stand-
alone performance of the business units.

2. Linkage influence, through which the parent enhances the value of link-
ages between the business units.

3. Functional and service influence, through which the parent provides
functional leadership and cost-effective services for the business units.

4. Corporate development activities, which create value by altering the
composition of the portfolio of business units.

A corporate strategy can be based on a single type of value creation or
on a combination of several different types. The authors emphasize that
while not all of these types offer the same synergy potential, other circum-
stances determine whether the corporate strategy will be successful. Goold
and Campbell (1987c) have shown that corporate strategies based on
stand-alone influence, that is, a conglomerate-like strategy with limited
synergies, are associated with a higher return on capital than strategies
based on linkage influence.'® Other studies of British companies have also
shown that corporate groups with extensive diversification and limited
synergies achieve high profits (Johnson and Thomas, 1987).

On the basis of these findings, Goold and Campbell (1987¢) contend
that the concept of synergy is too narrow to serve as the sole explanation
for success. They argue that it is important for the business units to have
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largely similar critical success factors if corporate management is to par-
ticipate effectively in the development of the business (Campbell et al.,
1995). According to Goold et al. (1994, p. 278 ff), a common business
logic is easier to establish if the corporation focuses on certain markets and
industries — so-called heartlands. One advantage of such concentration is
that it permits the corporation to establish a clear management style, mani-
fested in a unified system of strategic planning and follow-up. This system
must be adapted to the manner in which corporate management wishes to
influence the design of business-unit strategies (planning influence) and to
follow up business-unit performance in relation to strategy (control influ-
ence) (ibid, p. 411). The authors maintain that these two dimensions are
important for describing the work of corporate management in developing
the business units and creating value. Although these dimensions represent
central features of the corporate control system, they are used here as the
basis for the corporate-strategy typology of Goold et al. (1994). Figure 3.4
shows the three types of successful corporate strategies, referred to as Par-
enting Styles."

Financial control is the strategy of corporations in which the business
units operate independently of each other and the synergy potential is low
(value creation through stand-alone influence).'® According to the reason-
ing of Goold et al., business units are encouraged to act as independent
firms which co-operate only if there are very clear benefits in so doing. As
shown in Figure 3.4, most strategic decision-making is left to the business
units (low planning influence). Goold et al. stress that considerable impor-
tance is afttached to the budget, which corporate management carefully
evaluates before approving it — often only after the financial goals have
been raised to a higher level. Therefore, following up the annual budget is
very important, and deviations are tolerated only in exceptional circum-
stances. Thus, the control process focuses primarily on the responsibility
of the business-unit manager to achieve the financial results agreed on in
the budget process (influence through tight financial control). According to
the authors, this corporate strategy is based on the assumption that the
business units of the corporation are best managed by using short-term,
monetary controls. The cases show that it is appropriate in stable, mature
industries where the need for massive, long-term investment is limited.

Strategic planning is characterized by the considerable potential for syn-
ergy gains from co-ordinating business-unit operations (value creation
through linkage influence). The business units described in the case studies
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Fig. 3.4. The Goold et al. (1994) typology of corporate strategy. Source: Goold M,
Campbell A, Alexander, M. 1994. Corporate Level Strategy. p. 412

are therefore strongly encouraged to co-operate. As an aid, corporate man-
agement has implemented different kinds of co-ordinating mechanisms,
such as overlapping and matrix responsibilities. Figure 3.4 shows that cor-
porate management is highly involved in preparing the strategic plans of
the business units. The authors maintain that typically corporate manage-
ment is thoroughly familiar with the different businesses in the firm and
actively tries to influence their long-run development (high planning influ-
ence). As corporate management has been involved in the decision-making
process, follow-up will be based largely on non-monetary information.
Given the importance attached to the long-term development of the firm’s
businesses, short-term monetary controls are only one aspect of the overall
evaluation of business performance (influence through flexible control).
According to Goold et al, this type of corporate strategy is often based on
the possibilities of co-ordinating operations and exploiting synergies. The
cases show that it is appropriate in high-risk industries where a long-term
approach is prerequisite to success.

With strategic control, corporate management seeks to combine the ad-
vantages of the two other corporate strategies (value creation through both
stand-alone and linkage influence). Since the degree of diversification is
high, management usually seeks to create clusters of homogeneous busi-
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ness units. The cases indicate that the purpose is to adapt corporate-wide
planning and follow-up to each cluster. In practice, such attempts have
proven difficult, and the result has often been unclear control (see Figure
3.4). Goold et al. characterize the planning process as a relatively decen-
tralized one where business units are expected to propose appropriate
strategies accompanied by a budget. Thus, the role of corporate manage-
ment is to examine these plans critically to make sure that they are of ac-
ceptable quality (moderate planning influence). In follow-up, both short-
term monetary controls and longer-term strategic milestones are used (in-
fluence through tight strategic control). According to the authors, this style
of management is intended to permit managing extremely diverse busi-
nesses. It has been shown, however, that the business units should have
certain features in common for strategic control to be effective (Goold et
al., 1993b). In addition, corporate management must be capable of adapt-
ing its management style to the needs of each cluster. The following pas-
sage describes the approach taken by one of Goold’s and Campbell’s
(1987b) case companies:

We adapt our style to the different companies in our portfolio. We use Strategic
Planning where we are building businesses with a 5-10 year payback. Strategic
Control is our normal style and an active strategic dialogue takes place between
the Group and the operating companies. And we use Financial Control for our
“dog” companies, when we are sorting out and preparing for disposal operations
which do not fit our long-term requirement (Goold and Campbell, 1987b, p. 47).

The Prahalad and Hamel (1996) Typology of Corporate Strategy

Prahalad and Hamel (1996) criticize the corporate-strategy typologies
based solely on degree of diversification and synergy potential. In their
view, competitiveness is dependent on access to competence and on the
ability to utilize it in a manner that creates value. Using case studies pri-
marily involving US businesses, Prahalad and Hamel focus instead on
what they term “core competencies.” A core competence consists of “the
collective learning in the organization, especially how to co-ordinate di-
verse production skills and integrate multiple strecams of technologies
(ibid, p. 222).” Other important characteristics of a core competence men-
tioned by the authors are the following: it gives access to many different
competitive arenas, it enhances the value customers attach to the product,
it cannot be easily imitated.'” The ability to create and develop new and
revolutionary products in a cost-effective manner are another attribute of
core competence that Prahalad and Hamel stress in their article.
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As an example, the authors cite Honda’s core competence in engines
that has given that company a clear competitive advantage in a number of
rather disparate businesses. According to the authors, companies should
seek a strong and global competitive position in a well-specified class of
product functionality — such as Honda’s light-weight engines. Prahalad and
Hamel are very skeptical about the possibility of “renting in” this compe-
tence through various forms of out-sourcing agreements.' Companics that
enter into such agreements risk severe problems in the event of a shift in
technology. Another example mentioned by the authors is the situation
where a supplier chooses to become a competitor.

With this point of departure, a corporate strategy can be based either on
a portfolio of businesses or on a portfolio of competencies. Prahalad and
Hamel maintain that there are a number of drawbacks to the former ap-
proach. First, there is the likelihood that the investments required to build
and develop core competencies will not be made, the reason being that no
single business unit will consider itself responsible for investments of
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Fig. 3.5. The Prahalad and Hamel (1996) typology of corporate strategy. Source:
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this kind. Second, there is a substantial risk that competencies will be
locked into individual business units. Third, there is the possibility that the
degree of innovation will be lower because SBU:s will pursue only oppor-
tunities in areas familiar to management. The authors conclude that a cor-
porate strategy based on a portfolio of businesses may be appropriate for a
conglomerate where the degree of diversification is high and synergies
among business units are exclusively financial (see Figure 3.5). In corpora-
tions where the opportunities and ambitions to exploit synergies are
greater, corporate management must develop what Prahalad and Hamel,
have chosen to call a “corporate-wide strategic architecture.” According to
the authors, one of the purposes of such a structure is to help management
in identifying the type of linkages between business units that can contrib-
ute to the development of a strong competitive position in the market. With
this type of competence-based strategy, in contrast to a corporate strategy
based on a portfolio of businesses, critical skills are a strategically very
important, corporate resource. Core competencies should therefore, in the
opinion of Prahalad and Hamel, be allocated among the divisions in the
same manner as capital. Consequently, top management must be well ac-
quainted with the operations of the business units; such familiarity is easier
to acigxieve if the degree of corporate diversification is low (see Figure
3.5).

Comparative Analysis of the Typologies of Corporate Strategy

From this review it is apparent that Porter (1987), Goold et al., (1994), and
Prahalad and Hamel (1996) disagree on the importance of synergy poten-
tial in creating added value. At the same time, however, careful examina-
tion of these three schemes of classification shows that there are also con-
siderable similaritics. While Porter focuses on synergy potential, Goold et
al. concentrate on analyzing which management style is appropriate for
different kinds of relationships between businesses. Thus, Porter answers
the question which corporate strategy can be expected to yield the highest
return. Goold et al., on the other hand, seek to explain how corporate man-
agement, with the help of appropriate control systems, can realize syner-
gies and thus successfully implement the chosen strategy. Prahalad and
Hamel, in turn, try to show which synergies may be present in a business
and how they can be exploited. Instead of treating synergies from the
standpoint of activities, the authors emphasize that the firm’s core compe-
tencies should permeate the entire organization and not be concentrated in
individual business units. Figure 3.6 shows how the three typologies of
corporate strategy can be related to each other on the basis of synergy po-
tential and diversification degree.
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Fig. 3.6. The relationship among three typologies of corporate strategy”’

As the previous description shows, financial control emphasizes decen-
tralized decision-making and tight financial control. According to Goold et
al. (1994), this corporate strategy is suitable when the business units are
independent of each other and the need for co-ordination is limited, in
other words, the type of corporate strategy that Porter (1987) would term
portfolio management. With strategic planning, decision-making is central-
ized, and control is loose and flexible. In order to benefit from the consid-
erable synergy potential, co-ordination of business-unit operations is heav-
ily emphasized. Transfer of skills and activity sharing are the terms used
by Porter (1987) to designate corporate strategies where there is a high
synergy potential and a substantial need for co-ordination of business-unit
operations. Prahalad and Hamel (1996) prefer the term Portfolio of Com-
petencies to designate a strategy based on the sharing of essential skills by
several business units. For such sharing to take place, there is a need for
comprehensive co-ordination and a structure that can identify and allocate
core competencies in the same manner as capital. A corporate strategy
where there are no real synergies and where the units are managed like in-
dependent companies is termed a Portfolio of Businesses by Prahalad and
Hamel. As with financial control and portfolio management, the need for
co-ordination is limited with this type of corporate strategy.

In the presentation to follow, Porter’s (1987) scheme of classification
will be used. The principal reason is that Porter, unlike Goold et al. (1994)
and Prahalad and Hamel (1996), has also developed a typology of business
strategy. The strong link between his corporate- and business-strategy ty-
pologies, and particularly the similarity of their theoretical foundations, is
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a pedagogical advantage in the discussion of strategic congruence in Chap-
ter 5. A second reason is that Porter’s typology is based on well-
established dimensions of corporate strategy such as degree of diversifica-
tion and synergy potential. Goold et al. (1994) have chosen to include con-
trol systems, organization, and management style as bases for their classi-
fication. These structural variables are normally considered important in
creating internal fit and thus in facilitating the implementation of strategy.
Although this mixture of strategic and structural variables is innovative,
there is a risk that the discussion of the concepts of strategic congruence
and integrated control will be less clear than when these variables are con-
sidered separately.”” ?* As for Prahalad’s and Hamel’s (1996) typology, it
is innovative in many respects, but also relatively one-sided in its focus on
core competence as virtually the sole basis for value creation. For the sake
of clarity in the subsequent presentation, we have decided to focus on two
strategies in Porter’s typology: portfolio management and activity sharing.
The reason for this choice is that these corporate strategies represent two
opposite extremes in regard to degree of diversification and synergy poten-
tial.

Business Strategy

According to Hansson and Skirvad (1992, p. 513), the distinguishing fea-
tures of a business unit can be summarized as follows: it has a competitive
arena with well-defined competitors, it has a strategy of its own, and the
products are sold directly to an external market. These criteria mean that
the business unit includes the same primary activities of the value chain®
as those required of an independent company. However, if a large propor-
tion of activities are shared, the question of merging the business units in-
volved should be considered (Goold and Campbell. 2000). Thus, within
the unit there must be an identifiable process of adding value if a business
unit is to qualify as such. This requirement means that production and
other related activities are to be performed within the business unit.*

Since it is the business units that compete directly on the market, they
are the most important elements of a corporation (¢f Goold et al., 1994).
This fact also explains why the goals of the business units must be closely
linked to the goals and strategies of the corporation, and especially to the
manner in which value is to be created for owners, customers, and em-
ployees. The business strategy indicates what the individual business unit
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Table 3.2. Schemes of classifying business strategy. Source: Simons (1990, p.

Features

130), modified
Study by Arche-
types
Porter Differentia-
tion
Cost lead-
ership
Focus
Gupta Build
and
Govinda-
rajan
Hold
Harvest
Miles and Defender
Snow
Prospector
Analyzer
Reactor

Product uniqueness permits higher prices. Emphasis
on marketing and research.

Low price with focus on high market share, standard-
ized products, and economies of scale.

Focus on defined buyer group, product line, or geo-
graphic market.

Mission is to increase market share through invest-
ment in higher capacity. Low relative market share in
a high-growth industry.

Mission is to keep existing market share. High rela-
tive market share in a mature industry.

Mission is to maximize short-term earnings; invest-
ments will therefore decrease rapidly. High relative
market share in a declining industry.

Stable domain with limited product range. Competes
through low cost or high quality. Efficiency para-
mount. Company uses a centralized structure.

Turbulent domain where the company always seeks
new product and market opportunities. The environ-
ment is uncertain. The company uses a flexible struc-
ture.

Hybrid with a core of traditional products. Enters new
markets after viability established. The company uses
a matrix structure.

Lacks coherent strategy, and structure is inappropri-
ate to purpose. Therefore, the company misses op-
portunities. The company is viewed as unsuccessful.
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should do to achieve its overall objectives and particularly the way in
which it is to gain competitive advantage on its own market. Most typolo-
gies of business strategy, therefore, are based on the product offering of
the business unit (Hofer and Schendel, 1978). One widely recognized ty-
pology of this kind was developed by Porter (1980). Another well-known
example can be found in the discussion by Gupta and Govindarajan (1984)
on strategic objectives in terms of the product life cycle. A more inwardly
focused typology is presented by Miles and Snow (1978) in their discus-
sion of interrelationships between domain, technology, and organization.
Through explicit discussion of the interplay between external and internal
fit, this typology will show with particular clarity the importance of the
uncertainty created by the competitive arena of the business unit. Table 3.2
summarizes the features of the three typologies.

The Porter (1980) Typology of Business Strategy
This typology is derived from a factual base of hundreds of case studies.”
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Fig. 3.7. The Porter (1980) typology of business strategy. Source: Nilsson F. 1997.
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With this data as the point of departure, Porter (1980, p. 35) contended that
a return on capital in excess of the industry average is possible only when
one of the following strategies is pursued: differentiation, cost leadership,
or focusing. One of the two criteria used by Porter in classifying these
strategies is whether the customer considers the product to be differenti-
ated; the other is whether the customer considers it to have a low price.
The relationships involved are shown in Figure 3.7.

According to Porter (1980, p. 37; 1985, p. 14), the distinguishing feature
of a differentiation strategy is that the business unit differentiates its prod-
uct offering in respect to product attributes which it finds that purchasers
strongly appreciate. By meeting purchaser needs in a unique way, the firm
can often charge a price above the established level. The environment is
turbulent (Miller 1986, 1987, 1988), and uncertainty is created by a com-
prehensive product assortment, difficulties in predicting demand, and de-
pendence on successful R&D (Shank and Govindarajan, 1993, p. 105).
Porter (1980, p. 35; 1985, p. 12) characterizes a cost-leadership strategy as
on¢ where the business unit seeks to achieve the lowest manufacturing cost
in its industry through standardized products that are manufactured in long
production runs. If the products can be sold at a price close to the estab-
lished level, the firm will earn a return above the industry average. The en-
vironment is stable (Miller, 1986, 1987, 1988), and the uncertainty faced
by the business unit is relatively limited, for reasons that include a narrow
product range and stable demand (Shank and Govindarajan, 1993, p. 105).
A focusing strategy is followed by business units with a strategy of differ-
entiation or cost leadership that choose to concentrate on one segment of
their industry (Porter, 1980, p. 38).

Porter (1985, p. 18 ff) holds that a differentiation strategy and a cost-
leadership strategy are mutually exclusive. This should not be interpreted
to mean that a business unit with a differentiation strategy can disregard
costs of production; cost-effectiveness is merely not the primary success
factor. However, there are some special situations where it might be possi-
ble to combine the two different types of business strategy (ibid,):

1. Competitors have chosen not to adopt either a differentiation or a cost-
leadership profile, thus leaving the way open for skillful management to
position its own unit by following both types of business strategy.
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2. Cost leadership is achieved through holding a very high market share. In
such a case, economies of scale can offset the cost of differentiation.

3. The business units introduce revolutionary new technology, in logistics,
for example. However, it will no longer be possible to pursue two busi-
ness strategies at the same time once the same technology becomes
available to competitors.

Porter (1985, p. 20) holds that the circumstances described above are in
most cases transitory. Thus, it is very difficult to maintain both differentia-
tion and cost leadership over an extended period of time. Johnson (1992) is
one researcher who disagrees:

From now on, the strategic choice is not beating competitors on cost or differ-
entiating from competitors to offset higher costs with additional revenue. Com-
petitive excellence in the global economy means companies must differentiate and
beat competitors on cost, no trade-off (Johnson, 1992, p. 101).

Miller and Friesen (1986), Miller (1992) and Cooper (1996) are exam-
ples of researchers who have drawn conclusions similar to Johnson’s.
Cooper conducted a study on 19 major Japanese companies.”® In the fol-
lowing quote the results and conclusions of the study are evident:

. especially in markets faced by the Japanese companies described in this
study, competition is simply not like that. Customers have become more informed,
rivals more aggressive and survival zones have been squeezed. In such a situation,
the traditional approach of sclecting whether to use a cost-leadership or differenti-
ated product strategy is no longer available. If a firm wants to survive, there is no
alternative but to compete head on in terms of cost, quality and functionality27
(Cooper, 1996, p. 220).

Hall (1980) reached the opposite conclusion. In a study of 64 large US
companies, he showed that very few of the most successful firms in the
sample were capable of combining differentiation and cost leadership. Gil-
bert and Strebel reached a conclusion similar to Hall’s in their study of the
global automobile industry during 1980-1983.%

Nayyar (1993) presented an interesting approach to the problem of con-
flicting results concerning the possibilities of combining differentiation
and cost leadership. In his view, it should be possible to explain the am-
biguous results by analyzing the measuring instruments used. The conven-
tional instruments are often based on the total product offering of the busi-
ness unit (see, for example, Govindarajan, 1988). As a consequence,
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business units with both differentiated products and low-price products
may be considered to follow a combined strategy. According to the author,
this classification is perhaps correct at the business-unit level, but not ap-
propriate at the product level. Porter (1996) maintains that it is difficult to
combine these strategies even at the business-unit level, warning that the
absence of trade-offs is a half-truth that managers must unlearn.

In general, false trade-offs between cost and quality occur primarily when there
is redundant or wasted effort, poor control or accuracy, or weak coordination. Si-
multaneous improvement of cost and differentiation is possible only when a com-
pany begins far behind the productivity frontier™ or when the frontier shifts out-
ward. At the frontier, where companies have achieved current best practice, the
trade-off between cost and differentiation is very real indeed (Porter 1996, p. 59).

The Gupta and Govindarajan (1984) Typology of Business
Strategy

Closely related to Porter’s (1980) discussion on the strategic position of
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Fig. 3.8. The Gupta and Govindarajan (1984) typology of business strategy.
Source: Based on Gupta AK, Govindarajan, V. 1984. Business Unit Strategy,
Managerial Characteristics, and Business Unit Effectiveness at Strategy Imple-
mentation. Similar figures have been presented by for example, Porter (1980, p.
158)
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the firm is the so-called product life cycle, in which the development of an
industry is reflected in four phases: introduction, growth, maturity, and de-
cline (ibid, p. 158). On the basis of the conflict between market-share
growth and short-run profit maximization, Gupta and Govindarajan (1984)
identified three business strategies: build, hold, and harvest. This classifi-
cation is intended to apply at the business-unit level and thus to the devel-
opment of the market and the life-cycle phase of the products of a specific
unit. Since the product life cycle is based on the assumption that products
go through different phases, in which demand and market share vary, a
company’s strategic mission®® will also change over time. According to
Gupta and Govindarajan (1984), this means that at one end of the spectrum
one will find business units with a mission of increasing their market
share, even if so doing will entail negative economic consequences in the
short run. The authors characterize these units as holding a weak competi-
tive position on a market with high relative growth (i.e. Build strategies).
At the other end of the spectrum, one will find business units with a mis-
sion of maximizing cash flow even if the consequences will be negative in
the long run. The authors classify these units as having a strong position on
a market with declining demand and severe price competition (i.e. Harvest
strategies). These conditions are shown in Figure 3.8.*'

As for the relationship between business strategy and degree of uncer-
tainty, Gupta and Govindarajan (1984) maintain that a build strategy leads
to a more turbulent environment than a harvest strategy. According to the
authors, a build strategy, is based on an effort to increase the market share
of the business unit, while a unit with a harvest strategy can at best main-
tain its share of the market. Gupta and Govindarajan argue that since the
pursuit of market share is a zero-sum game, a build strategy will expose
the unit to considerably stiffer competition than a harvest strategy. In addi-
tion, Gupta and Govindarajan hold, that a decision to increase market share
(build strategy), rather than gradually to reduce it (harvest strategy), will
make the unit more affected by outside parties and their decisions. The au-
thors add that an effort to increase demand will also require a higher input
of resources and volume of production, which in turn results in strong de-
pendence on external relations.

Finally, it is important to note that typologies like the one developed by
Gupta and Govindarajan (1984) have also been discussed by the Boston
Consulting Group (Henderson, 1972), among other sources. As previously
mentioned, these authors, unlike Gupta and Govindarajan, focus on the en-
tire portfolio of business units. For example, the Boston Consulting Group
classifies business units according to the following categories: cash cows
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(low market growth, high relative market share), dogs (low market growth,
low relative market share), question marks (high market growth, low rela-
tive market share), and stars (high market growth, high relative market
share). This classification is intended to serve as the basis for creating a
balanced portfolio of business units — in effect, the type of corporate strat-
egy that Porter (1987) terms portfolio management. Anthony et al. (1992,
p. 335 ff) argue that in a diversified firm, liquid assets are transferred from
cash cows to question marks to enable the latter to increase their market
share. Question marks that cannot be developed in this manner should be
terminated or sold.

The Miles and Snow (1978) Typology of Business Strategy

In the introduction to Organizational Strategy, Structure and Process, pub-
lished in 1978, Miles and Snow describes the two principal parts of their
framework: “(1) a general model of the process of adaptation that de-
scribes the decisions needed by the organization to maintain an effective
alignment with its environment; and (2) an organizational typology’” that
portrays the different patterns of adaptive behavior used by organizations
within a given industry or other grouping” (ibid, p. 5). This framework is
the result of three empirical studies, of which the first was conducted on 16
firms in the college-textbook-publishing industry. The publishing industry

The
Entrepreneurial
Problem
Choice of

product-market
domain

The
Engineering
Problem
Choice of
technologies for

production and
distribution

Leading aspect:
Selection of areas
for future innovation

The Administrative
Problem

Lagging aspect: Rationali-
zation of structure
and process

Fig. 3.9. The adaptive cycle. Source: Miles RE, Snow CC. 1978. Organizational
Strategy, Structure and Process. p. 24



72 Business Strategy

was chosen because it was undergoing major changes which the authors
believed would lead to many organizational adjustments. The second study
involved 49 organizations in the electronics and food-processing indus-
tries. These two industries were selected for the substantial differences be-
tween them in regard to technological change and environmental uncer-
tainty. According to Miles and Snow, the cases were intended to provide a
comprehensive exploration of the link between domain, structure and proc-
esses. Finally, a study of 19 voluntary hospitals was conducted to test the
complete theoretical framework (ibid, p. 9 ff).

From their empirical research, Miles and Snow identified a number of
issues confronting management. As shown in Figure 3.9, these issues can
be summarized as three fundamental problems: the entrepreneurial prob-
lem, the engineering problem, and the administrative problem. According
to Miles and Snow (1978, p. 21 f), the entrepreneurial problem concerns
which products and markets should be developed, whereas the engineering
problem is about the selection of a suitable technology. The administrative
problem is one of reducing the amount of uncertainty affecting the organi-
zation. The authors stress (ibid, p. 23) that the task of management is in
part to stabilize the activities that have contributed to the successful solu-
tion of problems in the entreprencurial and engineering phases (lagging
aspect), and in part to create structures and processes which will enable the
organization to continue evolving (leading aspect). As the company en-
counters uncertainty and a need for change, solutions to the entrepreneu-
rial, engineering, and administrative problems must be adapted to each
other. If these problems are resolved in a consistent manner, a strategic
pattern that is stable over time will emerge.*

The typology of Miles and Snow (1978, p. 29) is based upon groups of
companies that have chosen to deal with the three problems in a similar
fashion. The respective categories may be classified according to the fol-
lowing strategic typologies: defenders, prospectors, analyzers, and reac-
tors. Miles and Snow showed that a defender has a narrow product range
and operates in a stable domain. Management focuses primarily on reduc-
ing costs of manufacturing while maintaining or improving the standard of
quality — for example by a high level of service. The cases indicate that
growth results from further penetration of existing markets. They also
show that defenders are characterized by a high degree of stability in re-
gard to technology, structure, and processes.

According to Miles and Snow (ibid), prospectors are active in domains
characterized by continual development and large changes. The authors
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stress that management is looking for new business and is not afraid of ex-
perimenting with different responses to threats and opportunities. In addi-
tion, the cases show that a continually changing domain means that the
prospector is not able to build up the stable structures of a defender.

An analyzer operates in both stable and turbulent competitive arenas.
These organizations are thus a combination of defender and prospector and
show features consistent with each. Miles and Snow (ibid) found that ana-
lyzers on their stable markets typically show highly formalized and effi-
cient structures and processes. On their turbulent markets, the cases
showed that management responds only to moves by competitors after a
thorough analysis. Finally, Miles and Snow identified a group of compa-
nies that they termed reactors; these are firms with no business strategy.

Comparative Analysis of the Typologies of Business Strategy

The classification schemes of Porter (1980), Gupta and Govindarajan
(1984) and Miles and Snow (1978) proceed from a similar point of depar-
ture: the opportunity for management to choose a suitable strategy. As
mentioned in earlier chapters of the book, the strategies and structures of
the unit are not predetermined by the environment; in the long run, man-
agement often has the opportunity to affect the competitive arena of the
business unit (¢f Child, 1972). Thus, to some extent at least, management
can influence whether a business unit will operate in a turbulent or a stable
environment. As noted in the preceding discussion, the competitive arena
of the unit, and the degree of uncertainty created by this environment, are
an important dimension in the business-strategy typologies of Porter
(1980), Gupta and Govindarajan (1984), and Miles and Snow (1978).

Another central dimension of the three typologies is the product offering
of the business unit. Although the strategic typologies are based on many
of the same assumptions regarding the product offering, they focus on dif-
ferent characteristics of business strategy: namely, strategic position, stra-
tegic mission, and strategic pattern. In a strategic pattern it is vital to
choose whether the management of the company should try to find a com-
pletely new market or concentrate on developing the present one. If the fo-
cus is on strategic position, management has to decide whether to empha-
size cost-effective production and be able to offer a low price or instead try
to compete with the features of the product. Figure 3.10 shows how the
three typologies of business strategy can be related to each other on the ba-
sis of the concepts of uncertainty and product offering.
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Fig. 3.10. The relationship among three typologies of business strategy

Figure 3.10 shows that the business-strategy typologies developed by
Miles and Snow (1978), Gupta and Govindarajan (1984), and Porter
(1980) are not mutually exclusive. In fact, there are many similarities
among the typologies — particularly when the dimensions of uncertainty
and product offering are considered. As noted in the preceding discussion,
and in the analysis by Kald et al. (2000), a defender, in its purest form, is
characterized by a stable domain and a limited product range. Since most
of the products are mature, and price competition is keen, the strategic
mission is often harvest. Efficiency is extremely important, and the degree
of centralization is high — typical features of a cost-leadership strategy. At
the other end of the spectrum, there is the pure prospector, operating in a
turbulent domain where it constantly seeks to introduce interesting new
products. A high proportion of newly launched products is a typical feature
of units with a build strategy. A strong market focus, and innovative prod-
ucts that play an important part in creating competitive advantage, are dis-
tinguishing properties of differentiators.

In between the two pure forms of defender and prospector, one finds
business units with other combinations of strategic patterns, strategic mis-
sions, and strategic positions. In their theoretical analysis, Kald et al.
(2000) argue, for example, that a defender which strongly emphasizes
product quality and customer service may be expected to seek differentia-
tion as its strategic position. In this case, the unit will focus its product de-
velopment on refining its existing product assortment (Porter, 1980).
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Growth is assumed to occur through development of existing markets, with
a special focus on certain products. According to Kald et al., this situation
is similar to product differentiation, since the competitive advantage of the
business unit is dependent on “...its ability to maintain aggressively its
prominence within the chosen market segment” (Miles and Snow, 1978, p.
37). Since few completely new products are launched, the business unit
seeks to prolong the life of its products; it thus follows a hold strategy. In
their analyses of different combinations of business strategy, Kald et al.
show that there are many similarities among the three typologies, but also
important differences. Thus, one cannot equate the strategies of a defender
and a cost leader.*

In the subsequent discussion, Porter’s (1980) business-strategy typology
will be used since it is clearly linked to his typology of corporate strategy
(Porter, 1987).%° As noted in the preceding section, it is advantageous to do
so when discussing strategic congruence and integrated control in Chapter
5. Moreover, Porter’s (1980) frame of reference is widely accepted among
scholars and is considered to be internally consistent (Govindarajan, 1988).
In addition, this typology has received empirical support in a number of
studies (see for example, Gilbert and Strebel, 1988; Campbell-Hunt, 2000).
Finally, the theoretical analysis by Kald et al. (2000) shows that Porter’s
(1980) typology, compared to those of Miles and Snow (1978) and Gupta
and Govindarajan (1984), probably furnishes a better explanation of the
design and use of management-control systems. Their hypothesis is that
regardless which combination of strategic pattern, strategic mission, and
strategic position is chosen, the latter variable determines whether control
will be tight or loose.*®

Functional Strategy

A functional strategy indicates how a specific function is to achieve its ob-
jectives. Common examples of functional strategies are purchasing strat-
egy, manufacturing strategy, sales strategy, and R&D strategy. Within
each business unit, business and functional strategies can be co-ordinated
so that the latter are linked to the goals of the unit. These goals are often
based on a particular product offering and on management’s choice be-
tween a differentiation strategy and a cost-leadership strategy in position-
ing the unit (¢f Hofer and Schendel, 1978; Miller and Roth, 1994). In the
effort to become highly competitive, the manufacturing function and its ac-
tivities are considered especially important (Voss, 1995). Concepts like
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“world-class manufacturers” and “lean and mean enterprises” have been
coined to designate firms where a well-developed manufacturing function
is one of the principal reasons for their financial success (Cooper, 1996).
In our subsequent presentation, we have therefore chosen to focus on
manufacturing strategies and on typologies developed to describe them.
According to Bozarth and McDermott (1998, p. 429), referring to Hill
(1994), manufacturing strategy should be based on the assumption that
performance is optimized when “(1) the manufacturing process is aligned
with market requirements (environmental fit), and (2) the elements which
define the manufacturing organization are mutually supportive (internal

Table 3.3. Schemes of classifying manufacturing strategy. Source: Based on
Hayes and Wheelwright (1979a) and Ward et al. (1996)

Study by Archetypes Features

Hayes Job shop Low volume and low standardization of products.
and The high degree of product uniqueness is handled
Wheel- by relatively general-purpose equipment.
wright
Batch Muitiple products produced in low volumes. Batches
of a given product proceed through a series of work
stations.
Assembly A few major products produced in higher volumes.
line Production process relatively mechanized and inte-
grated.

Continuous  High volume and high standardization of products.
flow Continuous process in a very inflexible and capital-
intensive plant.

Ward et Niche dif- Offers a unique product. Customization is one way
al. ferentiator in which differentiation is achieved. Flexible produc-
tion by using general-purpose equipment.

Broad dif- Broad product offering, competes on the basis of
ferentiator quality and service. Manufacturing in batches to
maintain flexibility.

Cost Large-scale production at low cost and with high
Leaders quality. Highly mechanized flow process in which
work-in-process inventory is minimized.

Lean Combines differentiation and cost effectiveness. Fo-
Competitor  cus on developing capabilities within such areas as
quality, cost and flexibility.
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fit)” (¢f Voss, 1995, p. 5 ff). External fit is often discussed in terms of cen-
tral strategic dimensions such as cost, quality etc. Internal fit can be di-
vided into structure (process, capacity etc.) and infrastructure (control sys-
tems, organizational design etc.) (Dangayach and Deshmukh, 2001;
Rudberg, 2002). A well-known typology of manufacturing strategy with
this focus is the one developed by Hayes and Wheelwright (1979a). Also
included is the typology of Ward et al. (1996) since it provides an interest-
ing discussion of production strategies aimed at combining the competitive
priorities of differentiation and cost leadership (c¢f Bozarth and McDer-
mott, 1998). Table 3.3 summarizes the features of these two typologies.

The Hayes and Wheelwright (1979a) Typology of Manufacturing
Strategy ¥’

Hayes and Wheelwright have based their typology on the combination of
two familiar concepts: the product life cycle and the process life cycle. In
their view, just as a product and a competitive arena pass through
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Fig. 3.11. The Hayes and Wheelwright (1979a) typology of manufacturing strat-
egy. Source; Hayes RH, Wheelwright SG. 1979a. Link Manufacturing Process
and Product Life Cycles, p. 135 (modified)
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different phases of development, so a manufacturing process also under-
goes changes. According to the authors, the course of these two types of
changes typically begins with a manufacturing function where the process
is flexible, small-scale, and with relatively high production costs. Thereaf-
ter, manufacturing becomes increasingly standardized and mechanized,
ending with a process that is extremely cost-effective but almost totally in-
flexible. From this foundation, Hayes and Wheelwright (1979a) developed
the so-called Product-Process Matrix (cf Figure 3.11) in which the interac-
tion of both product- and process-life-cycle stages can be represented. The
vertical dimension of the matrix represents the steps through which Hayes
and Wheelwright (1979a) assume that a typical manufacturing process
may pass — from flexibility to mechanization. The horizontal dimension
represents the different stages of the product life cycle, where unique
products in low volumes are gradually replaced by, or developed into,
standardized high-volume products. On the basis of this matrix,”® Hayes
and Wheelwright (1979a) identified four manufacturing strategies: job
shop (jumbled flow), batch (disconnected line flow), assembly line (con-
nected line flow), and continuous flow. As these terms suggest, they are
taken from the vertical dimension of the matrix and thus reflect the nature
of the internal manufacturing structure.

In Figure 3.11, each strategic position is represented by an example of
different types of manufacturing units (commercial printer, heavy-
equipment manufacturer, automobile assembly, and sugar refinery). Ac-
cording to Hayes and Wheelwright (1979a), with a job-shop strategy each
product is unique, the volume of production is low, and quality is impor-
tant. The uniqueness of the product rules out manufacturing to stock, since
demand is virtually impossible to forecast. At the same time, the lead-time
in manufacturing must not exceed what is reasonable and desirable (Ol-
hager and Rapp, 1985, 1996). Since production must therefore be flexible,
the machinery and labor force are not very specialized. When the volume
of production has increased and products have become more standardized,
Hayes and Wheelwright (1979a) consider a batch strategy to be more ap-
propriate. Greater standardization means that the products can be proc-
essed in batches at different work stations. Further standardization of the
product offering permits substantial economies of scale that require a
highly mechanized and integrated manufacturing process; these are essen-
tial features of a what the authors have chosen to call an assembly-line
strategy. Such a strategy is particularly appropriate when the product has
reached a phase of maturity, and a strong competitive position is depend-
ent on cost-effective manufacturing. Finally, Hayes and Wheelwright
(1979a) discuss continuous flow. This strategy is suitable in a situation
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with very large volumes of highly standardized products. The authors ar-
gue that in this case a highly specialized and capital-intensive manufactur-
ing plant will ensure dependable production with extremely low unit costs.
As for production lead-time in continuous flow, it is often longer than the
desired delivery time — a feature also associated with an assembly-line
strategy. With stable demand, and at least partially standardized products,
however, reliable sales forecasts and thus manufacturing to stock are facili-
tated (Olhager and Rapp, 1985, 1996).* The requirement of flexible pro-
duction, therefore, is less stringent than with a job-shop or batch strategy.

The Ward et al. (1996) Typology of Manufacturing Strategy

According to Ward et al. (1996), the link to the business-strategy level is
weak and unclear in almost all typologies of manufacturing strategy. The
reason is that manufacturing strategy and business strategy are viewed as
two completely different areas of research. To the authors, this situation is
surprising in view of the considerable significance of manufacturing for
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Fig. 3.12. The Ward et al. (1996) typology of manufacturing strategy. Source:
Based on Ward PT, Bickford DJ, Leong KG. 1996. Configurations of Manufactur-
ing Strategy, Business Strategy, Environment and Structure
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the competitiveness of a business unit. From this starting point, Ward et al.
(1996) have developed a manufacturing strategy typology with a clear link
to the level of business strategy. In addition, the authors suggest links be-
tween manufacturing strategy and the dimensions of environment and or-
ganizational structure.” In the subsequent presentation of Ward et al’s
(1996) work, we have chosen to focus on the dimension of manufacturing
strategy.

As shown in Figure 3.12, Ward et al. (1996) have identified the follow-
ing manufacturing strategies: niche differentiator, broad differentiator, cost
leader, and lean competitor. The authors characterize a niche differentiator
as offering specialized and high-quality products to a market segment not
adequately served by other firms. Low manufacturing costs are sought but
are not strategically significant. Ward et al. stress that a high degree of
flexibility in manufacturing is important if the business unit is to cope with
rapid change in demand and offer customized products. In such a case, the
unit should adopt a strategy of job-shop manufacturing, which is character-
ized by low technical complexity (c¢f Figure 3.12).

The second strategy discussed by Ward et al. (1996) is that of broad dif-
ferentiators. The authors characterize it as one in which business units of-
fer an extensive, high-quality assortment of products to several different
markets. By using batch production, a unit with this strategy combines
relatively high technical flexibility with economies of scale. According to
the authors, the difficulty with this manufacturing strategy lies in finding
the right balance between the advantages of customized products through a
manufacturing apparatus with high technical flexibility and the advantages
of cost reduction through large-scale and technically complex manufactur-
ing (c¢f’ Figure 3.12).

The third manufacturing strategy identified by Ward et al. (1996) is that
of the so-called cost leader. According to the authors, management seeks
to achieve the lowest manufacturing cost in its competitive arena and
therefore focuses its business on high-volume and mature products. This
means that the emphasis shifts from flexibility in manufacturing to low
unit costs. The authors stress that high quality in terms of conformity to
standards is important since rejects and reworking entail substantial addi-
tional costs. Manufacturing can be characterized as extensively mecha-
nized, and the integrated flow process is one of high technical complexity

(¢f Figure 3.12).
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Finally Ward et al. (1996) discuss the strategy of the so-called lean com-
petitor. This type of strategy aims for both product differentiation and cost
leadership. Economies of scale and flexibility in manufacturing are com-
bined in a production process of rather high technical complexity (cf Fig-
ure 3.12). Other important features mentioned by the authors are low in-
ventory levels achieved with the help of just-in-time production, high
utilization of machinery, and continuous improvements. Since this type of
manufacturing strategy is highly demanding in terms of appropriate man-
agement, strategies, and control systems, it is relatively rare (c¢f. Porter,
1996). According to Ward et al., successful lean competitors have typically
spent many years building up capabilities in critical areas such as quality
control, logistics etc. (¢f Womack et al., 1990).

Comparative Analysis of the Typologies of Manufacturing
Strategy

As with many other typologies / taxonomies of manufacturing strategy,
both Hayes and Wheelwright (1979a) and Ward et al. (1996) extensively
discuss the external environment, especially the product offering and mar-
ket position of the business unit. In our opinion, these dimensions are criti-
cal elements of every business strategy and thus an obvious starting point
for the formulation of a manufacturing strategy. Consequently, achieving
an external fit, that is, aligning the manufacturing process with the com-
petitive arena, is of major importance; however, it does not follow that ex-
ternal fit can be considered as the manufacturing strategy. Rather, the
manufacturing strategy largely concerns internal structures, the design of
which is an important element of the manufacturing organization and its
processes (internal fit) (¢f” Bozarth and McDermott, 1998).

Two central concepts in this regard are technical flexibility and techni-
cal complexity. The former refers to flexibility in the use of machinery,
flexibility in process, product flexibility, routing flexibility, flexibility of
volume, flexibility of expansion and process-sequence flexibility (Kim and
Lee, 1993). It is particularly important that manufacturing strategy be so
designed that the different product variants resulting from the business
strategy can be handled without production lead-times’ exceeding the de-
sired delivery time (Olhager and Rapp, 1985, 1996). Technical complexity
concerns the degree of mechanization in the manufacturing process and of
integration among the various steps in the process (Kim and Lee, 1993).
Figure 3.13 shows how the two typologies of manufacturing strategy can
be related to each other in regard to technical flexibility and technical
complexity.
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Fig. 3.13. The relationship between two typologies of manufacturing strategy

Figure 3.13 shows that there are clear and substantial similarities be-
tween the manufacturing-strategy typologies developed by Hayes and
Wheelwright (1979a) and those of Ward et al. (1996). As noted in the pre-
ceding discussion, what Hayes and Wheelwright term a job-shop strategy
is characterized by the manufacture of unique products in limited volumes.
In order to manage rapid changes in volume effectively, a unit needs a
manufacturing apparatus that is flexible but technically not very complex.
Ward et al. use another term — niche differentiator — for units with this type
of manufacturing strategy.

For business units with a more standardized product offering, a batch
strategy is appropriate. According to Hayes and Wheelwright, the distin-
guishing feature of this strategy is that the products are manufactured in
batches at different work stations. Units with this manufacturing strategy,
which are called broad differentiators by Ward et al., require a manufactur-
ing process that is technically somewhat more complex than for a niche
differentiator (job-shop) strategy. With further standardization, it becomes
possible to switch to an assembly-line strategy, and with highly standard-
ized products in large volumes, a continuous-flow strategy. A cost leader is
the term used by Ward et al. for units with strategies involving high tech-
nical complexity and limited possibilities of rapidly changing their manu-
facturing process. Ward et al. have also identified a fourth strategy, that of
a so-called lean differentiator, which is focused on manufacturing rela-
tively unique products at low cost. In this case, a relatively high degree of
technical complexity is combined with a technical flexibility that permits
some adaptation to customer requircments.

We have chosen to base our discussion on the typology of Hayes and
Wheelwright (1979a), since the choice of manufacturing process and the
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internal operating conditions of the unit are crucial factors in a manufactur-
ing strategy (cf Bozarth and McDermott, 1998; Rudberg, 2002).* Ward et
al. also discuss the internal and operating dimensions, but we find the ty-
pology of Hayes and Wheelwright to be better developed. In particular, the
latter addresses more adequately such essential aspects of manufacturing
strategy as the relationship between the degree of flexibility in manufactur-
ing and technical complexity (¢f Kim and Lee, 1993). The typology also
considers such important dimensions as lead-time in manufacturing, de-
sired delivery time, and the possibility of manufacturing to stock (cf. Ol-
hager and Rapp, 1985, 1996). Furthermore, Hayes and Wheelwright dis-
cuss in detail how to obtain a good fit between the manufacturing process
and the product offering of the business unit. Ward et al. also treat this re-
lationship, but without allowing for the possibility that several different
manufacturing strategies may be feasible with a given business strategy.*
Finally the typology of Hayes and Wheelwright is widely accepted among
scholars and has also been tested empirically (Bozarth and McDermott,
1998). Hereafter, job-shop and batch strategies will be considered together
in one single category, and assembly-line and continuous-flow strategies in
another. This simplification is possible because of the substantial similari-
ties between the manufacturing strategies concerned.

Summary

For a corporation to be a strong competitor, its management must possess a
thorough understanding of the environments in which its business units
operate, as well as extensive knowledge about ways to use the internal
structures of the business units to position the product offering. Such un-
derstanding and knowledge will require strategic congruence, which in this
chapter has been defined as consistency among corporate, business, and
functional strategies. This means that the strategy at each organizational
level is appropriate to the firm’s competitive arena and overall strategic
aims.

Basing corporate businesses on a common logic will ensure clarity about
the mechanisms that create value. One major advantage of such focusing is
that it permits integrated planning and follow-up, thus considerably facili-
tating co-ordination of the goals and strategies of the three organizational
levels. Among additional other benefits, corporate management can ensure
that synergies will be exploited and can also participate more effectively in
the development of individual business units. Thus, strategic congruence
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improves the possibilities of matching strategies with the environment (ex-
ternal fit) and of establishing a control system that will support the imple-
mentation of these strategies (internal fit).

In this book we consider the three principal levels of strategy on the ba-
sis of a comparative analysis of well-known strategic typologies. These ty-
pologies are thoroughly discussed in regard to archetypes, features, and
contributions within and outside the academic field concerned. At each
level, we have selected one strategic typology which we have considered
particularly appropriate for the purposes of the subsequent discussion and
especially for the development of the tentative model in Chapter 5. At the
corporate and business-unit levels, we have chosen Porter’s (1980, 1987)
typologies. These have been empirically tested, are internally consistent,
and are widely accepted among scholars. At the functional level, we have
chosen the manufacturing-strategy typology of Hays and Wheelwright
(1979a) since it treats internal operating conditions in a clear fashion, is
widely accepted among scholars, and has been tested empirically.
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Notes

1. Skinner (1969, p. 139) summarizes the situation as follows: “They
seck a kind of blending of low costs, high quality, and acceptable cus-
tomer service. The view prevails that a plant with reasonably modern
equipment, up-to-date methods and procedures, a co-operative work-
force, a computerized information system, and an enlightened man-
agement will be a good plant and will perform efficiently. But what is
a good plant? What is efficient performance?”

2. SWOT analysis (the assessment of Strengths and Weaknesses of the
company in the light of the Opportunities and Threats in its environ-
ment) and the value chain are discussed in Chapter 2. These two in-
struments were developed by researchers of the so-called Design
School and the Positioning School.

3. Synergies like skills sharing and activity sharing are discussed in detail
in the next section, which treats typologies of corporate strategy.

4. However, Stobaugh and Telesio (1983), as well as Kotha and Orne
(1989), also consider other internal structures such as appropriate or-
ganization of manufacturing.

5. In the type of corporation referred to by Rumelt (1974) as a single
business, the degree of diversification is extremely low. The corpora-
tion is organized according to different functions. In such a corpora-
tion, corporate and business strategies coincide; thus, it can be said to
compete directly on a product market.

6. Examples of other goals would be those for the development of the
corporation’s market positions and market shares. This type of goal
can normally be related directly to business-unit operations and prod-
ucts. Compare Note 5 above, on corporations with an extremely low
degree of diversification.

7. The vision is an important component of the corporate strategy. A vi-
sion should be based upon the overall corporate objectives. Normally,
it also includes basic values as guidelines for decision-makers and em-
ployees.
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Notes

10.

11.

12.

13.

14.

15.

16.

17.

The following corporations are among those included in the study: Du
Pont, Exxon, General Electric, IBM, Procter & Gamble, Westinghouse,
and Xerox.

Porter (1987) decided to choose 1950 as the base year in order to
eliminate distortions caused by World War I1.

According to Porter (1987) an industry is a subset of a field. An exam-
ple taken from the article: insurance is an industry in the field of finan-
cial services.

To measure the success of diversification strategies, Porter (1987) cal-
culated the percentage of entries made by 1975 and by 1980 that had
been divested or closed down as of January 1987.

The figure describes pure forms of the four corporate strategies identi-
fied by Porter (1987). As indicated in this section, these strategies need
not be mutually exclusive. For example, a restructuring strategy may
also include elements of transfer of skills and/or activity sharing. It is
also important to note that the positioning of the different strategies in
the figure, and in the following figures, is only approximate.

Strategies of cost leadership and differentiation are discussed in the
next section, which is on business strategies.

The difference was 2.9 percentage points.

In all, eight different corporate strategies were identified. Five of these
(centralized, strategic programming, financial programming, strategic
venturing, and holding company) were considered to lack the potential
for sustainable success. See Goold and Campbell (1987a) for a detailed
discussion.

As indicated in the preceding discussion, a corporate strategy can be
based on several different types of value creation. We have indicated
the type of value creation most common in the case of financial con-
trol, based on the reasoning of Goold et al. (1994).

The ability to make use of skills in various ways, and within a single
firm, is particularly difficult to imitate. According to Prahalad and
Hamel (1996), it requires a thorough knowledge and deep understand-
ing of the internal structures that support the sharing of skills.
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18. Nokia maintains that its own manufacture of mobile telephones is a
core competence and one of the main reasons why the firm has been
able to build up a strong competitive position and a high market share.
SonyEricsson, by contrast, has chosen to “outsource” its production of
mobile telephones to Flextronics. The following quote from Prahalad
and Hamel (1996, p. 226) gives food for thought: “Outsourcing can
provide a short-cut to a more competitive product, but it typically con-
tributes little to building the people-embodied skills that are needed to
sustain product leadership.”

19. According to Prahalad and Hamel (1996), many corporations fail to
develop core competencies precisely because they have treated their
business units as autonomous firms. They argue that even units appar-
ently unrelated may have a common core competence.

20. This figure, like the ones where business strategies (Figure 3.10) and
functional strategies (Figure 3.13) are compared, is not claimed to
show exactly how different typologies are interrelated. Rather, it
should be viewed as a starting point for comparative analysis.

21. Porter (1985), too, strongly emphasizes the importance of internal fit
and its interrelationship with external fit. The value chain, for example,
is a tool launched by Porter to facilitate analysis of the firm’s internal
structures for the purpose of successfully positioning its products on
the market. See Chapter 2 for a detailed discussion.

22. The corporate-strategy typology developed by Goold et al. (1994) is
derived from the findings published in Strategies and Styles (Goold
and Campbell, 1987a). As is apparent from the review of the literature
in Chapter 2, this typology is based extensively on the manner in
which corporate management designs and uses systems of planning
and follow-up to control business units. This typology shows the need
for strategic congruence to achieve integrated control — and vice versa.
On the other hand, the authors do not appear to have had the ambition
of clearly distinguishing strategic congruence and integrated control;
this statement applies particularly to the development of their typology
of corporate strategy. In our opinion, separate consideration of the two
concepts is necessary for analyzing more thoroughly how external and
internal fit affect competitive advantage and ultimately performance.

23. See Chapter 2 for a description of the value chain.
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24.

25.

26.

27.

28.

29.

30.

31.

Production should be interpreted in a broad sense. In many manufac-
turing industries, value added consists largely of inputs of parts to the
end product. Nevertheless, it is possible in most cases to identify a dis-
tinct process of refinement.

Other sources of data that Porter (1980) claims to have used include:
statistical scholarly research, supervision of industry studies by teams
of MBA students, and work with U.S. and international companies.

The study describes the business strategies of Japanese firms and the
design and use of their management control (costing techniques).

Cooper (1996, p. 220) defines functionality as “the degree of success
in designing the product to meet the specifications that customers de-
sire.”

The authors use the term Outpacing for this type of strategy.

Porter (1996, p. 41 ff), defines the productivity frontier as: “the sum of
all existing best practices at any given time. Think of it as the maxi-
mum value that a company delivering a particular product or service
can create at a given cost, using the best available technologies, skills,
management techniques, and purchased inputs ... As companics move
to the frontier, they can often improve on multiple dimensions of per-
formance at the same time. For example, manufacturers that adopted
the Japanese practice of rapid changeovers in the 1980s were able to
lower costs and improve differentiation simultaneously. What were
once believed to be real trade-offs — between defects and costs, for ex-
ample — turned out to be illusions created by poor operational effec-
tiveness. Managers have learned to reject such false trade-offs.”

According to Anthony et al. (1992, p. 333), a business strategy is cus-
tomarily separated into two dimensions: “(1) its mission (‘what are its
overall objectives?’) and (2) its competitive advantage (‘how should
the business unit compete in its industry to accomplish its mission?’).”

Gupta and Govindarajan (1984) chose to operationalize strategic mis-
sion as a continuous variable. They defend this choice on the ground
that a transition from a “pure build” strategy at one end to a “pure har-
vest” strategy at the other is reflected both in the six strategic missions
of Hofer and Schendel (1978) and in the eight strategic missions of
MacMillan (1982).
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32.

33.

34.

35.

36.

37.

Miles and Snow (1978) employ the term “organizational typology”
rather than “business-strategy typology.” Their reason is that they have
also chosen to include structure and process as bases for their classifi-
cation. As is apparent from the presentation, Miles and Snow attach
importance to the interaction of external and internal fit. The typology
developed reflects this choice (Venkatraman and Camillus, 1984).

Miles and Snow (1978) emphasize that when a firm achieves a good fit
between environment, strategy, structure, and process, it may have dif-
ficulty in conducting the business outside of this setting.

The Strategy and Control section of Chapter 2 describes a number of
studies on the relationship between business strategy and control sys-
tems. Although different typologics of business strategy have been
used in these studies, many researchers in their subsequent analysis of
the findings have equated prospectors and differentiators, for example.
On such a basis, however, it is difficult to explain some of the findings
— for example, in the study by Simons (1987) prospectors are found to
use tight control, whereas Govindarajan’s (1988) study shows that a
strategy of differentiation leads to loose control. Kald et al. (2000) ar-
gues that these types of ambiguous findings can be explained only
through detailed efforts to relate the business strategy typologies to one
another.

Focusing will be excluded from further consideration since it is not an
explicit strategy in itself but a choice within a strategy. According to
Kald et al. (2000), this explains why focusing is not considered in the
contingency studies on strategy and management control (see, the
Strategy and Control section of Chapter 2).

Kald et al. (2000) cite the study by Simons (1987) as an example.
Simons showed that prospectors featured tight control — an unexpected
finding. On the basis of the hypotheses developed in the theoretical
analysis by Kald et al., Simon’s results may be interpreted instead to
mean that he studied prospectors with a cost-leadership strategy em-
phasizing hold as the strategic mission. The analysis by Kald et al. is
based on the assumption that cost leadership always leads to tight con-
trol whereas differentiation always leads to loose control.

Hayes and Wheelwright develop their reasoning further in an article
published later that same year (Hayes and Wheelwright, 1979b). In this
article, the authors describe how the process-product matrix can be
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38.

39.

40.

41.

used to analyze which growth strategies can be appropriate given the
firm’s position in the product and process life cycle. Their typology of
manufacturing strategy is also presented in the book Restoring Our
Competitive Edge: Competing Through Manufacturing (Hayes and
Wheelwright, 1984).

One manufacturing strategy that Hayes and Wheelwright (1979a) do
not discuss is projects. According to Hill (1989), a project strategy is
used for large-scale, unique, and complex products. With a project
strategy, control differs in important respects from that used in other
manufacturing strategics. We have therefore decided not to consider
the project strategy in this book.

In certain situations, forecasts of individual products may be highly
uncertain. According to the reasoning of Olhager and Rapp (1985,
1996), it may then be advantageous to separate manufacturing into two
steps. In the first step, the product is refined without becoming entirely
customer-specific. In the second step, customer-specific parts are
manufactured and the final product is assembled. In the authors’ view,
the advantage of this “two-step” approach is that in the first step manu-
facturing may be entirely to stock (inventories of semi-manufactures).

Ward et al. (1996) used the so-called configuration approach to find
linkages between business and manufacturing strategies as well as in-
ternal structures and the environment (¢’ Miller and Mintzberg, 1988).
According to Ward et al. (ibid, p. 598), this approach to the study of
strategy can be termed as “identifying dominant gestalts of observable
characteristics or behaviors which appear to lead to a particular out-
come (such as success or failure).”

Hayes and Wheelwright (1984, p. 32) define manufacturing strategy in
the following way: “It is critical that these decisions, made throughout
the organization and at all levels, be consistent with the decisions made
at other points in time and within other categories, and that their cumu-
lative result over time is the desired manufacturing structure and infra-
structure. Otherwise, unintended drifting will take place. It is this pat-
tern of structural and infrastructural decisions that constitutes the
’manufacturing strategy’ of a business unit.” On page 33 they also
state: “...the primary function of a manufacturing strategy is to guide
the business in putting together the set of manufacturing capabilities
that will enable it to pursue its chosen competitive strategy over the
long term.”
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42. Compared with the typology of Hayes and Wheelwrights (1979a), that
of Ward et al. (1996) is characterized by an indistinct boundary be-
tween business and manufacturing strategy. The explanation lies in the
authors’ ambition to link these two strategic levels. For our purposes,
however, it is unfortunate from a pedagogical standpoint since we are
secking to make clear the differences between business and manufac-
turing strategies.



4 Integrated Control

A firm cannot become a strong competitor through strategic congruence
alone — it is just as important to establish a system of integrated control. In
this chapter the concept of integrated control is defined and related to other
important concepts in the field of management control and manufacturing
control. We shall initially show how research in these two arcas has ex-
panded to cover more organizational levels and more decision levels than
before, a development stemming from a growing interest in integrated con-
trol. We shall then describe and discuss the concepts of management and
manufacturing control, with special emphasis on procedures for planning
and follow-up. We shall also identify a number of central dimensions in
the design and use of management- and manufacturing-control systems.
The purpose of this chapter is to provide a more thorough discussion of in-
tegrated control, especially those dimensions likely to affect the possibili-
ties of establishing coherent strategic planning and follow-up. These di-
mensions are a fundamental point of departure in the tentative model.

Integrated Control Defined

Integrated control exists when strategic planning and follow-up at each or-
ganizational level are coherent throughout the firm. The purpose of inte-
grated control is to facilitate the exchange of information between different
organizational levels and decision-makers concerning strategic, tactical,
and operating decisions. The use of similar concepts and principles of con-
trol throughout the corporation enhances the transparency of the planning
and follow-up processes (Jansson et al., 2000). For example, it becomes
easier to analyze the impact of activities in the value chain, together or
separately, on the competitiveness and, ultimately, the performance of the
business units and the corporation as a whole. In this way, it is possible to
co-ordinate strategic planning and ongoing follow-up, thus improving the
chances of achieving strategic congruence and of successfully implement-
ing the strategies of the firm. To put it another way, integrated control fa-
cilitates the establishment of a high degree of internal fit, that is, of con-
gruence between the strategics, internal structures, and expected
performance of the firm.'
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The example of the successful firms sometimes referred to as “world-
class manufacturers™ has shown that it is particularly important to achieve
integration of management control and manufacturing control (Yoshikawa
et al., 1994; Cooper, 1996). While these two control systems have often
been viewed as separate areas of research, taken together they offer a vast
potential for inducing behavior consistent with the objectives and strate-
gies of the firm. To facilitate co-ordination of the manufacturing function
with the goals and strategies of the business unit and the corporation, the
same fundamental premises should apply to planning and follow-up. For
example, a manufacturing-control system based on just-in-time (JIT) fea-
tures a very strong focus on cost-effective production (Vollmann et al.,
1992).> As a consequence, it is suitable to base management control on
monetary information and high-intensity follow-up.” When management
control and manufacturing control are similar in design and use, not only is
co-ordination of the business simplified; an essential condition is also ful-
filled for integration of the systems of control. In Chapter 5 we discuss
how variations in the design and use of management control and manufac-
turing control can be assumed to affect the possibilities of achieving inte-
grated control.

Although integrated control seems to make a difference for a firm’s pos-
sibilities of being competitive, researchers in the areas of strategy and con-
trol have long shown rather limited interest in this subject. A plausible ex-
planation is that these arcas have been narrowly focused in regard to the
organizational levels (corporate, business-unit, and operational® levels) and
decision levels (strategic, tactical, and operational’ levels) studied. Cases
taken from actual practice, however, have demonstrated that the bounda-
ries between management control and manufacturing control — formerly
quite clear — are vanishing (see, for example, Howell and Soucy, 1987). As
a consequence, research in management control and manufacturing control
has been gradually broadened to include both more organizational levels
and more decision levels.

As can be seen in Figure 4.1, research on control systems has shifted fo-
cus from two organizational levels to the interrelationship of control sys-
tems at all organizational levels. For a long time, research in the area of
management control was concentrated on the design and use of the man-
agement-control system at the corporate and business-unit levels (Anthony
et al., 1992), whereas the studies on manufacturing control were directed at
the business-unit and operating levels (¢f. Vollmann et al., 1992). Accord-
ing to Ittner and Larcker (2001), researchers in management control started
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Fig. 4.1. Focus of research on control systems at different organizational levels

to show an interest in manufacturing control during the later part of the
1980°s. Many of the empirical studies focused on describing manufacturing
flows with the aid of performance-measurement systems (see, for example,
Abernethy and Lillis, 1995; Perera et al., 1997). In contrast to studies in
the area of manufacturing control, which often emphasized the design of
planning procedures,® researchers in management control concentrated
primarily on the impact of performance measures on human actions, and
particularly whether those actions were consistent with the chosen manu-
facturing strategy (sce, for example, Chenhall, 1997). Another arca of con-
siderable interest concerned new methods of product costing and how they
could help to make manufacturing more efficient (Bromwich and Bhimani,
1994).” Activity-based costing (ABC) enabled management to analyze the
cost structure of manufacturing at the activity level (Shank and Govindara-
jan, 1993).% ° The possibilities of making the firm more competitive, by
identifying which activities created value and which ones did not, were
among the many benefits of installing such a costing-system.

Thus, researchers in management control have partially abandoned their
previous focus on the corporate and business-unit levels and have begun to
study the operating level as well. In the area of manufacturing control, the
tendency seems less clear. As early as the 1960’s, there were normative
discussions — general, to be sure — on appropriate ways to control and or-
ganize manufacturing from a corporate point of view (Skinner, 1969).
Even though these discussions showed that the question was highly rele-
vant, comparatively few articles treating the link between manufacturing
control and corporate strategy were published in the 1970°s and 1980’s
(Kotha and Ome, 1989). One of these was an article in 1984 by Wheel-
wright which dealt with the difficulties in co-ordinating manufacturing
strategies in highly diversified corporations, or conglomerates (c/. Wheel-
wright, 1984; Hayes and Wheelwright, 1984). In the 1990°s, however, the
corporate-strategy dimension appears to have attracted growing attention
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(Rudberg, 2001). One explanation for this development is the strategic
significance now attributed to the increasingly extensive integration be-
tween corporation and supplier. Network models of this type, in which col-
laboration can take the form of product development and JIT solutions,'
for example, require co-ordination across producing business units
(Womack and Jones, 1994; Cooper, 1996). Another explanation for the
heightened interest in the corporate-strategy level is the need to exploit,
develop and disseminate the knowledge generated within advanced manu-
facturing functions (Dent, 1996). In regard to both inter- and intraorganiza-
tional co-ordination, corporate management, and the nature of the corpo-
rate strategy are of pivotal significance, or, as Dent (ibid, p. 257) put it:

The network model implies a fundamental reorientation of management ap-
proach, from hierarchical to lateral notions. Local subsidiaries no longer perform
solely a local role, rather, under flexible specialisation,'' they become part of a
broader, global effort. Innovations are not owned by the units developing them,
but are made available throughout the world. In short, the role of national subsidi-
aries calls for specialization and expertise, but their value is only realised in con-
junction with others, through lateral communication in project teams and so forth.
This requires a movement from fragmented functional analysis to a more system-
atic, synthetic approach. Moreover, the role of the centre becomes less to direct
and control, and more to create conditions for integration, encouraging lateral
linkages and reciprocal obligations, and rewarding results.

The extension of research on management contro! and manufacturing
control to include additional organizational levels is tied to a correspond-
ing expansion of the scope of research, which is now directed increasingly
at different decision levels (cf Figure 4.2). For a very long time, research-
ers in management control were heavily influenced by Anthony’s (1965)
frame of reference. According to Anthony and his normative reasoning,

Strategic .
Strategic
Management
control focus —— Management &
Manufactur Tactical —— manufacturing
anufacturing . control focus
control focus Operational
Operational
Previous research on control systems Current research on control systems

Fig. 4.2. Focus of research on control systems at different decision levels
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management control is an activity that facilitates tactical decisions and in-
fluences behavior for the purpose of furthering the implementation of
strategy.'” In addition, Anthony maintains that given the unsystematic
character of strategic decision-making and the focus of operational deci-
sion-making on individual transactions, there is a need for the kind of deci-
sion support that a management-control system cannot provide. Because of
these two limitations, and as indicated in Figure 4.2, research on manage-
ment control has focused on the tactical decision level (Otley, 1994)." De-
velopments in the area of manufacturing have been similar; here there has
been considerable interest in operational decision-making, whereas the link
with the strategic and tactical levels has not received the same attention (cf.
Kotha and Ome, 1989; Vollmann et al., 1992).

However, the tendency among leading companies has shown that a fo-
cus on one or two decision levels is much too narrow to explain the role of
control systems in the process of creating a strong competitive advantage.
A growing number of empirical studies suggest that the differences be-
tween strategic, tactical, and operational decisions are diminishing, thus
improving the conditions for creating common frames of reference (see,
for example, Nilsson and Rapp, 1999). The start of this development can
be traced to the late 1970°s, when Hayes and Abernathy (1980), among
others, reported serious deficiencies in the planning and follow-up systems
at US companies. One of the problems identified by the authors was that
strategic planning in many companies was far too general. Another prob-
lem was that planning and follow-up at many US firms tended to focus on
short-term financial measures like return on investment (ROI). Control at
US companies thus differed from the design of planning and follow-up
systems chosen by their Japanese competitors. In Japan, management real-
ized at an early stage the importance of establishing integrated control,
where the differences between strategic, tactical, and operative decisions
were minor. How Japanese managers went about linking together the dif-
ferent decision levels is described by Wheelwright (1981, p. 70) as fol-
lows:

In each case, top management took seriously its responsibility for setting con-
sistent long-term goals toward which even short-term operations decisions could
be directed. And, as a result, in each case lower-echelon manufacturing managers
clearly understood the strategic significance of their day-to-day concern with op-
erational detail. In contrast, American companies usually separate production de-
cisions that are strategic from those that are merely operational. In Japan, no such
separation occurs, for Japancse managers treat virtually all operational issues as
strategic.
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In reaction to increasingly intense competition, particularly from Japa-
nese companies, old organizational solutions and control models began to
be questioned. As indicated in the introduction to this book, the 1980’s and
1990’s were characterized by efforts to make Western firms more flexible
and adaptable. Many of the changes were organizational in nature, such as
a stronger process orientation, a higher degree of decentralized decision-
making, and changes in learning processes (Otley, 1994). These changes,
in turn, led to a shift in interest from centralized strategic planning to a
greater emphasis on the tactical and operating levels (Johnson, 1992; Dent,
1996)."* As a consequence of this development, and as shown in Figure
4.2, there has been a tendency among researchers in management and
manufacturing control to broaden the scope of their studies to include all
decision levels. After previously maintaining that control systems at the
strategic, tactical, and operating levels were based on different logics, and
must therefore be designed differently, a growing number of researchers
hold that these differences are decreasing. Otley (1999, p. 365) expressed
this tendency as follows:

Although it may well have been sensible to concentrate initially on the core
area of ‘management control’, it is now necessary to pay more attention to the ne-
glected elements of strategy and operations. This is particularly important as con-
temporary organizations are themselves changing, illustrated by such develop-
ments as business process re-engineering and de-layering, where the same
manager may well be responsible for some elements of strategy, management con-
trol and operational control.

Perhaps the principal explanation for this development is that far-
reaching decentralization of decision-making to the operational level is ac-
companied by greater involvement in, and responsibility for, operations. In a
case study of the control systems at Sandvik Bahco, Nilsson and Rapp (1999)
showed that this type of development can result in a situation where person-
nel at the operational level tend to want more and more comprehensive in-
formation, and not just information from the manufacturing-control system.
They may also begin to question the framework within which operations are
conducted, thus altering the learning process at the operating level (cf Argy-
ris, 1977). However, according to Nilsson and Rapp, this does not mean that
there are no differences in information needs at the various decision levels
and that a common control system is most suitable. Rather, it is a question of
using a common frame of reference to create a meaningful dialogue between
the three different decision levels (cf Jonsson and Gronlund, 1988). The pur-
pose of integrated control is to facilitate such a dialogue and to make it easier
both to choose a suitable strategy and to implement it.
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In summary, the discussion above shows that practice and research in
management control and manufacturing control have been extended to
more organizational levels and more decision levels than before. As an ex-
ample of this twofold extension, many companies have begun to use their
management-control systems to follow up certain aspects of manufacturing
(cf. Dixon et al., 1990; McNair et al., 1990). Another consequence 1s that
selected areas of planning and follow-up, which formerly were included in
management control, are being decentralized to the operating level (Nils-
son and Rapp, 1999). These two cases show that the extension of man-
agement control and manufacturing control has increased the number of
points of contact between these two control systems and thus made it eas-
ier to achieve integrated planning and follow-up. In view of the rather lim-
ited number of empirical studies in this area, however, it is necessary to
discuss integrated control in greater depth. In other words, even though the
range of research has expanded to include more organizational levels and
decision levels, there are still few studies that discuss how to match a con-
trol system at a higher level with a control system at a lower level. To as-
sist us in this discussion, we need a common frame of reference for the two
concepts of management control and manufacturing control. In the follow-
ing two sections, we shall review these concepts on the basis of generally
accepted definitions. We shall also identify a number of central dimensions
in the design and use of management- and manufacturing-control systems.
These dimensions are important as a foundation for the subsequent discus-
sion on the possibilities of establishing integrated control systems.

Management Control

By management control we mean the formalized, information-based rou-
tines, structures and processes used by management to formulate strategies
and to implement them by influencing employee behavior (¢f. Simons,
1995, p. 5; Anthony and Govindarajan, 2004, p. 4). This definition, which
emphasizes the formal control of the firm, has an important role to fill in
both the formulation and the implementation of strategies. Since we have
chosen to regard strategy formulation as a deliberate and conscious process
of thought, it is natural to focus on ways in which formalized control can
support this process. We would like to emphasize, however, that informal
control, through the corporate culture, for example, can also affect which
strategies are considered and the possibilities of implementing them suc-
cessfully (¢f Roberts, 1990). Thus, the formal control system cannot be
designed or used in a manner totally at odds with the norms and values
prevailing within the firm (¢f” Jones, 1983).
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In the process of strategy, the principal function of the control system,
according to the older definitions, like that of Anthony (1965), is typically
to compare the outcome for a period against stated goals and strategies. A
control system designed and used in this way is termed by Simons (1995)
as a diagnostic control system, in other words, a system used to “motivate,
monitor, and reward achievement of specified goals (ibid, p. 7).” Our defi-
nition emphasizes, in addition, what Simons would call an interactive con-
trol system - that is, a system used to “stimulate organizational learning
and the emergence of new ideas and strategies (ibid).” Using an example
from the consumer-goods industry, Simons (1995, p. 5) describes how the
control system can be used to maintain or alter pattemns in organizational
activities. From this example, it is apparent that a well-functioning control
system must be both interactive and diagnostic.' '®

Desirable patterns include not only goal-oriented activities — ensuring that new
stores open on schedule — but also patterns of unanticipated innovation — discover-
ing that branch employees’ experiments with the layout of a store have doubled
expected sales figures. Employees can surprise, and management control systems
must accommodate intended strategies as well as strategies that emerge from local
experimentation and independent employee initiatives.

Simons (1995) contends that whether a control system should be con-
sidered diagnostic'’ or interactive'® depends primarily on its use. Typical
diagnostic uses are implementation of strategy, responsibility accounting,
and financial reporting to outside parties. Interactive use focuses the atten-
tion of management and other employees on areas of strategic uncertainty
with the aim of establishing a dialogue about these areas. This assumption
means that employees at operational levels will participate in the develop-
ment of strategy. Simons’ discussion of interactive and diagnostic use has
proven fruitful in studies of the relationship between strategy and man-
agement control. This set of concepts has been used frequently, not only
by Simons himself (1990, 1991, 1994, 1995), but also in case studies (see,
for example, Berglund, 2002) as well as survey-based studies (see, for ex-
ample, Nilsson and Kald, 2002). As noted previously, Simons focuses on
strategy formulation (interactive use) and strategy implementation (diag-
nostic use). In the discussion to follow, the use of the control system will
therefore be considered primarily on the basis of its role in the formulation
and implementation of strategies. These two concepts will also be used in
the subsequent sections and chapters. The reason is that the concepts of
formulation and implementation are well established in the fields of strat-
egy, management control, and manufacturing control. A uniform set of
concepts is an advantage in a discussion of the prerequisites for establish-
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ing an integrated control system and of its effects on the creation of com-
petitive advantage.

Simons (1995) maintains that it is particularly important to study the use
of the control system since the design of the system tends to be relatively
unaffected by the strategy chosen. However, the empirical support for this
viewpoint is quite limited — for example, in a considerable proportion of
the questionnaire-based studies that could show a relationship between
strategy and control, the focus has been on the design dimension.'” In light
of this fact, we have chosen to consider the design of the management-
control system as well, in other words, the way in which control reports
and models reflect the business of the firm. For instance, the design of the
control systems is affected by such factors as the chart of accounts, the
way in which the budget is prepared, and the key numbers used in on-
going follow-up. Furthermore, we have chosen to discuss design in the di-
mensions of structure and process. By structure we mean the specific com-
ponents of the management-control system such as planning instructions,
budget forms, and calculation models. By process we mean the routines
associated with these structures and required for them to be usable in deci-
sion-making. Examples include procedures for budgeting and follow-up
(Nilsson, 1997, p. 14 ).

Given the focus of the book, and the evolution of research in manage-
ment and manufacturing control as described in previous sections, we have
included not only tactical control, but also strategic and operational control
(cf. Otley, 1994). From the foregoing description, it is also apparent that
one must study the design and use of the management-control system at all
of the principal organizational levels — corporate, business-unit, and opera-
tional — in order to analyze the effects of coherent planning and follow-up.
On the other hand, in choosing appropriate subsystems on which to focus,
we have limited our discussion to strategic planning (including budgeting)
and follow-up. The reason is that these two subsystems constitute the core
of the management-control system in most firms. Examples of other sub-
systems of management control are investment control, product-cost esti-
mates, and transfer prices. Unlike more comprehensive planning and fol-
low-up, these procedures are focused on certain very specific types of
decision situations (cf. Anthony and Govindarajan, 1995).
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The basic elements of a typical planning and follow-up procedure, and
the relationship of these elements to each other, are shown in Figure 4.3.
This figure illustrates the “core” around which all management-control
systems are built and is central to the subsequent discussion. As can be
seen in the figure, the management-control process begins with long-range
activities that include the setting of goals, the formulation of guiding prin-
ciples, and the choice of strategies for reaching the goals. The strategy of
the firm should be based, if possible, on analyses of threats and opportuni-
ties in the firm’s environment. Similarly, the firm must be given an inter-
nal appraisal in which its strengths and weaknesses are identified. Accord-
ing to Learned et al. (1965), the purpose is to achieve a “fit” between the
firm’s environment, its capabilities, and its competencies.20

Environment

Strategies

Internal
assessment

N

Reporting Budgeting

Budget revision

Measurement

A

Operations

Fig. 4.3. Phases of planning and follow-up — management control. Source: An-
thony RN, Dearden J, Bedford NM. 1989. Management Control Systems, p. 27
(modified)
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The next step is to translate the strategic plan into a budget for one fiscal
year; this step entails estimating revenues and costs for all activities and
responsibility centers covered in the strategy. The budget is commonly ac-
companied by a set of monetary and non-monetary key numbers, some-
times in the form of a Balanced Scorecard (Olve et al., 1999; Olve et al.,
2003).%' In these cases the planning process also includes the choice of ap-
propriate key numbers and numerical targets for the coming period. Once
the budget has been prepared and numerical targets have been set, the
process of follow-up begins. This process involves the collection of both
monetary and non-monetary information on the current progress of the
business (Goold et al., 1994). One central aspect of follow-up is to provide
managers at all levels — in most cases once a month — with reports that
compare the current situation with strategy and the budget. This feedback
can lead to revision of the budget (Anthony et al., 1989). According to the
review of the literature in Chapter 2, three dimensions of particular impor-
tance are customarily employed in describing and analyzing the design and
use of planning and follow-up procedures: tight and loose control, mone-
tary and non-monetary control, and time horizon. In the following three
subsections, these dimensions will be described in detail in order to pro-
vide a foundation for the development of the tentative model in Chapter 5.

Tight and Loose Control

The concept of tight versus loose control has interested researchers in
management control for several decades (see, for example, Hopwood,
1972; Otley, 1978; Bruggeman and Van der Stede, 1993). The difference
between tight and loose control lies in the way in which management
chooses to plan the business and to follow up business performance
(Simons, 1987). According to Anthony et al. (1992, p. 580 ff), if manage-
ment monitors the activities of business units frequently, it is said to exer-
cise tight control. Another feature mentioned by the authors is that goals
are often short-term and very specific. It is also stressed that profit targets
which have been decided — and normally expressed in a budget — are con-
sidered a binding contract. Follow-up is detailed, and deviations from ap-
proved plans are generally not considered acceptable (Goold et al., 1994,
p. 415).

Loose control, on the other hand, is characterized by more limited man-
agement involvement in day-to-day operations. Anthony et al. (ibid) main-
tain that in these circumstances the budget is regarded primarily as an in-
strument of communication and planning rather than a binding contract.
Follow-up is less frequent and less detailed than with tight control. An-
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other major difference from tight control, mentioned by Goold et al. (1994,
p. 412 ff), is that failure to meet objectives seldom carries the same serious
consequences.

Anthony et al. (1992, p. 581 f) emphasize two benefits of tight control.
First, tight control is considered to prevent inefficiency and wasteful prac-
tices in general. Second, advocates of tight control maintain that difficult
budget targets will force managers to seek new and innovative ways to im-
prove the efficiency of the business. As for the drawbacks of tight control,
the authors discuss four particularly serious dysfunctional effects. First,
overly difficult profit targets may lead managers to reach shortsighted de-
cisions that jeopardize long-term strategy. Second, managers may be
tempted to avoid major investments with no positive short-term impact on
profits. Third, excessive focus on profits may induce managers to negotiate
for targets that they find easy to accomplish. Finally, tight control may
lead managers to make changes in the accounting system in order to pre-
sent a better profit than was actually achieved during the period.”

The danger of data manipulation in the case of tight control was also
pointed out in an empirical study by Hopwood (1972). According to the
analysis of Anthony et al. (1992, p. 582), the study by Hopwood showed
that a strong emphasis on budget targets can interfere with communication
between different organizational levels and create job-related tensions.
Otley (1978), on the other hand, reached a different conclusion in his em-
pirical study. He showed that under certain conditions tight control can
help to motivate management and employees to achieve better financial
performance than they would have with loose control. Govindarajan
(1984) concluded from these conflicting findings, and a study of 58 busi-
ness units, that whether tight or loose control is preferable depends on the
situation.

As is apparent from our review of the literature in Chapter 2, the envi-
ronment is a situational variable of great importance in the current context.
At the business-unit level, for example, difficulties in predicting demand
are a feature of a turbulent environment, in which a differentiation strategy
is particularly suitable. These difficulties create uncertainty and make fu-
ture revenues difficult to forecast, thus limiting the importance of the
budget — i.e., a situation appropriate for loose control (Govindarajan,
1988). As discussed in previous sections, however, the various business
units and functions of a corporation are not exposed to exactly the same
degree of uncertainty (c¢f Lawrence and Lorsch, 1967). Not infrequently,
they operate in different sub-environments and follow different strategies.
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Consequently, the position on a tight/loose continuum may vary from one
business unit or function to another (¢/ Simons, 1995).” At the corporate
level, by contrast, there are reasons to believe that this position is depend-
ent on synergy potential, which is a central dimension of corporate strategy
(Nilsson, 2002).>* When the circumstances described above lead to overly
large differences in planning and follow-up procedure at each organiza-
tional level, it may be more difficult to establish integrated control.

Monetary and Non-monetary Control

A frequent point of departure in defining the concept of management con-
trol is that planning and follow-up involve financial, or monetary, targets
(Frenckner, 1983, p. 68). However, with the tendency described previ-
ously, where the differences between strategic, tactical, and operational
decisions are continually diminishing, new information needs have
emerged (Otley, 1994). At the operating level, one development has been
that far-reaching decentralization of decision-making has created a clear
need for strategic and tactical information (cf. Nilsson and Rapp, 1999). At
the same time, the importance of manufacturing to a strong competitor-- as
manifested in such concepts as “World Class Manufacturing” — has led to
a demand from management at the strategic and tactical levels for informa-
tion directly related to operations (Nanni et al, 1992; Bromwich and
Bhimani, 1994). Measures previously used only in operating control, such
as those showing the physical flow in manufacturing and the company’s
progress in quality enhancement, are now, to a large extent, treated by the
management-control system. The greater importance of the management-
control system in both strategic planning and operating control explains
why some scholars are talking about “expanded management control.”
“Strategic management” is another concept frequently used to emphasize
that traditional monetary management control has changed to include non-
monetary information as well (Lindvall, 2001; Nilsson and Olve, 2001).
Although we share this view, we will continue to use the well-established
concept of “management control.”®

The fact that non-monetary information is now an essential element of
management control is particularly evident, for example, from the impact
of the Balanced Scorecard (Kald and Nilsson, 2000; Olve et al., 2003). In
this model - developed by Kaplan and Norton (1992, 1993, 1996a, 1996b,
2001, 2004) — the company’s long-term strategy is linked with its day-to-
day operations. Measures are provided for different perspectives, each of
which represents an important dimension of the company’s business. The
perspectives reflect how well the firm is doing in creating value for its
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owners, how relationships are managed, the efficiency of internal business
processes, and how the firm manages learning and innovation (ibid).*®
Since the four perspectives are equally important in the long run, they
should be balanced against each other; that is, no one perspective should
be allowed to predominate over the others. One purpose of a balanced
scorecard is to link financial results with the conduct of the business at the
operational level. These cause-and-effect relationships are hypotheses; an
example would be the statement that with motivated and knowledgeable
employees, financial performance will improve (see Figure 4.4). As indi-
cated by the figure, both monetary and non-monetary information is re-
quired for on-going follow-up to ensure that what is being done in regard
to customers, processes, and learning is consistent with strategies and
goals.

The Balanced Scorecard is not the first management-control model in
which non-monetary information plays a significant role in planning and
follow-up. For example, a French model, the Tableaux de Bord (Lebas and
Chiapello, 1996; Epstein and Manzoni, 1998), has been used since the
early 1940°s. Another illustration is the Performance Pyramid, which was
developed by McNair, Lynch and Cross (McNair et al., 1990). The intro-
duction of these new models reflects a growing interest in the firm’s effec-
tiveness: that is, the extent to which the firm is doing the right things (¢f
Lindvall, 2001, p. 47 f).
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Fig. 4.4. Example of cause-and-effect relationships in a balanced scorecard
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According to Lindvall (ibid), traditional management control, with its
strong orientation toward monetary information, has a different focus: that
is, on efficiency. Despite a general trend in which non-monetary informa-
tion is gaining importance, there are substantial differences from company
to company. Whether a firm chooses to emphasize monetary or non-
monetary information is determined by the situation. Our review of the lit-
erature shows that regardless of organizational level, strategy is a central
situational variable. At the corporate level, the choice of strategy is largely
linked to synergy potential, whereas the environment has a more direct af-
fect on strategy at the business-unit and functional levels. In cases where
these situational variables lead to the use of the same type of information
at cach organizational level, it is easier to establish integrated control. If
this congruence is not present, there must be some way of translating non-
monetary information into monetary terms. There have been endeavours to
find such solutions; one of them has been designated “Value Modeling.” ¥

Time Horizon

Another dimension in defining the concept of management control is the
time horizon for planning and follow-up. One contribution in this area is
that of Johnson and Kaplan (1987), who hold that at American companies
the time horizon is generally too short and there is excessive focus on
monetary information. Their criticism can be summarized in the following
excerpt (Johnson and Kaplan, 1987, p. 195):

There is no doubt that ROI control and the profit center form of organization
were not only greatly useful but likely necessary for the growth and prosperity of
large, hierarchical organizations during the past sixty years. Nevertheless, despite
the successes, problems associated with short-term performance measures such as
ROI® have become painfully evident in recent years. The problems likely arise
from an excessive focus on achieving short-term financial performance. Many ar-
ticles and books have criticized U.S. executives for their narrow, short-term out-
look and their overreliance on financial transactions to achieve immediate profit-
ability objectives.

We have previously mentioned one of the articles referred to by Johnson
and Kaplan (1987) in the excerpt above: “Managing Our Way to Economic
Decline,” by Hayes and Abernathy (1980). Like Johnson and Kaplan, the
authors maintain that far-reaching decentralization, where the profit center
is the primary unit of managerial responsibility, leads to heavier reliance
on monetary measures like ROI in evaluations of individual managers and
management groups. Since senior executives at US corporations often
have financial and accounting backgrounds, they lack detailed familiarity
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with business operations. According to Hays and Abernathy, if there is
greater distance between those entrusted with positioning the business unit
on the market and those who evaluate the performance of these managers,
quantifiable criteria will be used.” The overall consequence of these cir-
cumstances will be strategic planning with many shortcomings.

.. we believe that during the past two decades American managers have in-
creasingly relied on principles which prize analytical detachment and methodo-
logical elegance over insight, based on experience, into the subtletics and com-
plexities of strategic decisions. As a result, maximum short-term financial returns
have become the overriding criteria for many companies (Hayes and Abernathy,
1980, p. 70).

The short-term behavior long typical of many US firms has increasingly
spread to other continents. Hamel (2000) provides numerous examples in
which this so-called “quarterly capitalism” leads to deferment of long-term
investments, often in research and development. Instead of focusing on
laying a foundation for future profits, executive management increasingly
spend their time on various financial transactions to improve total share-
holder return. De-mergers, spin-offs, share buybacks, and other techniques
are employed if they will yield shareholder value (ibid, p. 40).*° Although
short-term behavior is a general tendency, empirical studies indicate the
presence of substantial differences between individual companies in this
regard. One manifestation of these differences is in the way that individual
companies, or groups of companies, design and use their management con-
trol systems (see, for example, Roberts, 1990).

Our review of the literature shows that differences in time horizon tend
to follow from the objectives and strategies chosen by the firm, and that
they influence the degree to which quick monetary results are given prior-
ity. For example, with a corporate strategy based on low synergy potential,
a so-called portfolio-management strategy, business units will operate as
independent firms. The absence of interdependence means that short-term
profit maximization will probably be given priority and that units that fail
to achieve the required rate of return may be quickly divested (Porter,
1985; Espeland and Hirsch, 1990). Consequently, at the corporate level,
the time horizon, as manifested in the design and use of management con-
trol, tend to be linked to synergy potential and to the corporate strategy re-
lated to this potential. At the business-unit and functional levels, the envi-
ronment, and the strategy chosen for matching external demands and
internal resources, will be critical situational variables, according to the lit-
erature review. Establishing integrated control will be easier if the situ-
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ational variables lead each organizational level to conduct its activities on
the basis of roughly similar time horizons. Through such control the corpo-
ration will be given a clear common focus in which the time horizon in it-
self need not have a substantial impact on the firm’s competitiveness. An
example of such a situation is provided by Goold et al. (1994), who show
how short-term actions can bring success in mature industries where low
manufacturing costs are the principal means of competition.

Manufacturing Control

Manufacturing control refers to the formalized, information-based rou-
tines, structures and processes used by management to formulate strategies
and to implement them by controlling manufacturing processes, including
materials, machinery, employees, and suppliers (¢f. Vollmann et al., 1992,
p. 2; Olhager and Rapp, 1995, p. 31). As in our definition of management
control, we have chosen to highlight the role of the manufacturing-control
system in the formulation and implementation of strategies. This choice is
based on the previously noted expansion of research in manufacturing con-
trol in regard both to the organizational levels and to the decision levels
studied. As mentioned earlier, the reason for this expansion is that activi-
ties at the operating level have been linked more closely to those at the
business-unit and corporate levels. One consequence has been that many
decisions that were formerly considered strategic or tactical have now been
decentralized to the operational decision level (Johnson, 1992; Otley,
1994). In light of this development, we have chosen not only to discuss the
operational decision level, but also to highlight the connection between
manufacturing control and the strategic and tactical levels. In order to
place manufacturing control in a tactical and strategic context, we consider
all organizational levels: that is, not only the business-unit and operational
levels, but also the corporate level. We have thus sought to bring our defi-
nition into line with the latest developments in this field of research. How-
ever, the link to strategy formulation and implementation can still be made
more explicit in many definitions of the concept of manufacturing control.
It will probably take some time before the expanded scope of research is
fully reflected in concepts and definitions.”'

As in our definition of management control, design and use are central
dimensions of a manufacturing-control system. We have chosen to focus
on the same aspects of design and use as in the discussion on the concept
of management control. The reason is that the dimensions are substantially
generic and can therefore be used to describe and analyze almost all for-



110  Manufacturing Control

malized and cybernetic control systems.*> By use we mean the work to
“motivate, monitor, and reward achievement of specified goals” (Simons,
1995, p. 7). The use of the manufacturing-control system, however, is not
limited to following up goals that have already been set, but should also —
through organizational learning — contribute to the formulation of new
goals. This process should take place in a strategic dialogue between sen-
ior executive management and subordinates at the operational levels.
Simons (1995, p. 5) argues that such a dialogue should involve an ex-
change of information: “(1) to signal the domain in which subordinates
should search for opportunities, (2) to communicate plans and goals, (3) to
monitor the achievement of plans and goals, and (4) to keep informed and
inform others of emerging developments.”

A well-functioning strategic dialogue also requires that the manufactur-
ing-control system be designed to support the formulation and implemen-
tation of strategies. As with a management-control system, the design of a
manufacturing-control system can be separated into a structural and a
process dimension. The former dimension concerns specific tools and
models such as instructions and forms for preparing a purchasing plan. The
latter dimension relates to the procedures and processes in which these
structures are used, for example, vendor and supply management. In the
subsequent discussion, these planning and follow-up procedures will be
treated in some detail. It may be noted that planning procedures are of
greater importance in manufacturing control than in a typical management-
control system. Another difference, also evident from the literature review,
is that manufacturing control is more focused on quite specific techniques
to improve planning and follow-up.

Figure 4.5 is a diagram of planning and follow-up procedures in a typi-
cal manufacturing-control system (c¢f Hill, 1989; Vollmann et al., 1992).
As is shown in the figure, these procedures can be classified under vendor
and supply management, resource management, and customer and delivery
management. The figure also shows that planning and follow-up have a
distinctly hierarchical structure. The highest level consists of activities in-
volved in general production planning. The information used is therefore
aggregated and has a long time horizon. The planning process begins with
co-ordination of goals and strategies for the manufacturing function with
business-unit and corporate strategies (Skinner, 1969).> In the next step,
manufacturing strategy, which has a time horizon of 3-5 years, is broken
down into a capacity strategy and a sales and operations plan.*® In this
step, demand management provides an input in the form of a short-term
forecast of production volume.*
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Fig. 4.5. Phases of planning and follow-up — manufacturing control.* Source: Ol-
hager J, Rapp B. 1995. Operations Research Techniques in Manufacturing and
Control Systems. p. 32 (modified)

Sales and operations planning must also be co-ordinated with purchas-
ing planning, which includes long-term purchasing agreements. The final
step is the preparation of a master plan in which materials and capacity
planning are integrated and customers are given estimated delivery times.
In cases where products are offered in different varieties, end-product con-
figurations must also be established through customized planning before a
master plan can be prepared (Olhager and Rapp, 1985).
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At lower levels, planning and follow-up are intended to support deci-
sion-making at the operating level; thus, the information here is more de-
tailed. The master schedule feeds directly into the requirements planning,
where estimates are made of the necessary labor and machine capacity for
manufacturing the products in question. The requirements plan then serves
as the basis for purchasing control, production-activity control, and final
operations scheduling (Olhager and Rapp, 1995). Purchasing control en-
sures that input goods for production arrive at the right time and meet
agreed standards of quality. One important task is to optimize the amount
of inventory, that is, to limit inventory as much as possible without jeop-
ardizing on-time delivery. Production-activity control is focused primarily
on the manufacture of standardized products and semi-finished products to
stock. Performance measurement therefore emphasizes follow-up of inven-
tory levels and the master plan. In cases where the firm offers different va-
rieties of its products, or wholly unique products, a final-operations sched-
ule is used. This plan is co-ordinated with production-activity control in
order to ensure that there will be adequate production of semi-finished
goods.”” Since customized products are not kept in stock to the same extent
as standardized products, performance measurement is focused on follow-
ing up on-time delivery (Olhager and Rapp, 1996).

Although manufacturing control is subdivided into a clear hierarchy, de-
cisions at different levels cannot be taken in isolation; on the contrary, the
various procedures of manufacturing control must be linked together. Ac-
cording to the review of the literature in Chapter 2, three central dimen-
sions in this kind of integrated planning and follow-up are capacity and
planning strategy, customer-order decoupling point, and control concept.
These dimensions, which are described in detail in the following three sub-
sections, serve as the basis for developing the tentative model presented in
Chapter 5. The discussion of control classified by type of information used
— monetary or non-monetary control — can be found in the section “Man-
agement Control.”

Capacity and Planning Strategy™

Capacity strategy has a planning horizon of 1-5 years and is focused pri-
marily on the timing of capacity changes. According to Olhager et al.
(2001), these changes affect the manufacturing infrastructure and come in
large, discrete steps. Planning strategy, on the other hand, is used to bal-
ance sales and production in a short-term perspective. In the literature, ca-
pacity strategy is often regarded as the starting-point for the development
of planning-strategy. Olhager et al. (2001) agree in principle with this
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categorization but argue that the two strategies are intimately intercon-
nected and must consequently be integrated. The authors contend, for ex-
ample, that investment in new capacity can be avoided with a well-
considered planning strategy. We agree and have also chosen to discuss
capacity and planning strategy in conjunction.

In decisions affecting capacity, management should have a clear concep-
tion of the desirable balance between the demand for capacity and the sup-
ply of capacity. The two principal alternatives available are termed by Ol-
hager et al. (2001) as capacity-demand surplus and capacity-supply
surplus. The former alternative entails high utilization of the firm’s ma-
chinery and equipment capacity, thus contributing to low costs. The risk,
however, is that it will be difficult to maintain on-time delivery. The au-
thors characterize the latter alternative as one with idle production capac-
ity, which in turn permits high flexibility and favors on-time delivery. The
drawback, however, is that cost effectiveness suffers since the production
apparatus is not used as efficiently as with capacity-demand surplus. On
the basis of these two alternatives, the authors identified three types of ca-
pacity strategies: lag, lead, and track. As shown in Figure 4.6, the distin-
guishing feature of a lag strategy is that new production capacity is ac-
quired after an increase in demand has been noted (capacity-demand
surplus). With a lead strategy, manufacturing capacity is adjusted before
the changes in demand occur (capacity-supply surplus). A tracking strat-
egy combines the two other alternatives.

With a given manufacturing capacity (i.e. capacity strategy), the plan-
ning of manufacturing (Sales and Operations Planning) can modify supply
- according to Olhager et al. (2001) — with one of the following planning
strategies: level, chase, and mix. With a strategy of leveled production, a
previously set volume of production is maintained for the whole period,
contributing to low costs. With a chase strategy, the volume of production
should be adjusted according to sales for the period, thus attaining a high
degree of flexibility. As the term implies, a mix strategy combines a level
strategy and a chase strategy.

As previously noted, the choice of appropriate capacity and planning
strategies should be co-ordinated since these are interdependent. By deduc-
tive reasoning, Olhager et al. (2001) conclude that there are two combina-
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Fig. 4.6. The timing of long-term changes in capacity. Source: based on three
separate tables in Olhager J, Rudberg M, Wikner J. 2001. Long-term Capacity
Management: Linking the Perspectives from Manufacturing Strategy and Sales
and Operations Planning

tions where a good fit may be presumed to exist between capacity and
planning strategy. The first combination is intended to achieve high capac-
ity utilization and consists of lag and level strategies. The other combina-
tion — lead and chase — focuses on resource availability and flexibility. Ac-
cording to the authors, the purpose of this combination is not to achieve
low production costs; rather, the focus is on high quality and similar fea-
tures.

As indicated in the review of the literature in Chapter 2, manufacturing
strategy, and particularly technical flexibility, is an important situational
variable in the choice of capacity and planning strategy. The research by
Olhager et al. (2001) indicates that in a turbulent environment where a
high degree of technical flexibility is required, a combination of lead and
chase is particularly appropriate. Lag and level are a suitable combination
in situations of stable demand and a low degree of technical flexibility. In
cases where integrated control is desired, where manufacturing strategies
are formulated and implemented in the context of corporate and business
strategies, capacity and planning strategies should be governed by the
same principles. Without such co-ordination, there is a risk that the long-



Integrated Control 115

and short-range planning of production functions will be based on entirely
different time horizons, thus making it considerably more difficult to co-
ordinate manufacturing and the work of exploiting synergies through activ-
ity sharing.

Customer Order Decoupling Point

Closely tied to capacity and planning strategy is the customer-order de-
coupling point (CODP), defined as the point in time when the product is
designated for a specific customer. Olhager and Rapp (1985, 1996) hold
that the CODP is the divider between customer-driven and forecast-driven
planning and control. Activities that are upstream in relation to the CODP
must be based on forecasts, whereas activities downstream from the CODP
are based on actual customer orders. On this basis — that is, the critical
point in time when product and customer are linked together — it is possi-
ble to distinguish four manufacturing situations: manufacturing to a stock
of finished goods (MTS), assembly to customer order (ATO), manufactur-
ing entirely to customer order (MTO), or engineering to order (ETO). Fig-
ure 4.7 describes these situations and shows how they can be related to the
CODP as well as the estimated delivery lead-time.

According to Olhager and Rapp (1985, 1996), MTS is found in the
manufacture of standardized products and can be used when the desired
delivery time is shorter than the production lead-time. As can be seen in
Figure 4.7, the CODP is then located outside the production process. Since
delivery can be made directly from inventory, delivery lead-time is limited
to the time required for shipment. It is essential, however, that demand be
stable and that reliable sales forecasts can be made. Furthermore, given the
dependence on forecasts, actual sales must be monitored so that the accu-
racy of the forecasts can be verified (Vollman et al., 1992, p. 361). In cases
where the firm offers different varieties of the final product, the latter is
assembled to customer order (ATO). Olhager and Rapp (1985) contend
that this type of partially standardized products permits dividing produc-
tion into two steps.” In the first step the standardized parts of the product
are manufactured entirely to stock. The second step consists of manufac-
turing customer-specific parts and assembly of the product (i.e. CODP af-
ter procurement and fabrication activities). Delivery lead-time can thereby
be limited to the time required for final assembly and shipment. However,
the division of manufacturing into two steps can entail considerable prob-
lems. Olhager and Rapp (ibid) argue that different types of planning meth-
ods are used to cope with this situation. One example is modulization —
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in other words, separation of the products into modules, for example, stan-
dard modules and customer-specific modules. According to the authors
(ibid), the advantage of this division is that the modules are related to dif-
ferent time horizons and are thus easier to survey.

With MTO products are highly customized, i.e., extensively adapted to
customer requirements. The CODP precedes procurement and fabrication
activities since manufacturing is determined by a pre-existing design (cf’
Figure 4.7). Planning and promised delivery times are governed by exist-
ing orders and the estimated production lead-time for each individual
product (Vollmann et al., 1992, p. 360). A primary objective of production
planning is to ensure that production lead-time does not exceed a reason-
able and desired delivery time (Olhager and Rapp, 1985). With the re-
quirement of a reasonable delivery time, in combination with limited sta-
bility of volume and product specifications, production must be flexible
(Hayes and Wheelwright, 1979a). When the product is engineered to order
(ETO), production must be even more flexible and adaptable. The reason
is that both the volume of production and product specifications are ex-
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tremely difficult, if not impossible, to forecast (Olhager et al., 2001). Pro-
duction planning and control may thus be characterized as customer-
driven, and the CODP precedes designing. Production lead-time is calcu-
lated on the basis of order backlog as well as estimates for each individual
product (¢f. Vollmann et al., 1992, p. 359 f).

On the basis of the review above, and the previously presented summary
of the literature, it is clear that the position of the customer-order decoup-
ling point is dependent on the situation. MTS and ATO are appropriate
when products are standardized and demand is stable, that is, when manu-
facturing strategy features a limited need for technical flexibility. MTO
and ETO are used primarily when products are highly customized. With
such a manufacturing strategy, there is considerable uncertainty, and a
high degree of technical flexibility is required (cf Vollmann et al., 1992, p.
359 ff). Where the situational variables above lead to excessive differences
in planning and follow-up at each organizational level, it is difficult to es-
tablish integrated control. As previously mentioned, the design and use of
planning procedures appropriate for MTS, for example, are quite different
from those suitable for ETO. In the former case, precise forecasts are im-
portant; in the latter, flexible planning should be given priority.

Control Concept

In short-term planning and follow-up, an important element is the control
concept — or, as some writers have chosen to call it — the shop-floor system
(Vollmann et al., 1997). Two commonly used methods based on different
concepts of control are materials-requirements planning (MRP) and just-
in-time (JIT). The MRP-based approach to shop-floor scheduling is very
flexible and can cope with large variations both in volume of production
and in product mix. According to Vollmann et al. (1992, p. 370 {ff) MRP is
an appropriate method of control when the unit operates in turbulent com-
petitive arenas, in other words, on markets characterized by a high rate of
new product introduction, sudden changes in demand, etc. Typically,
products are customized to a large degree and manufactured in relatively
low volumes.

Hill (1991) maintains that MRP is based on the fact that the demand for
all subassemblies, components, and raw materials is dependent upon the
demand for the final product. To minimize change-over costs resulting
from the relatively low volumes of each product, complex centralized
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planning is called for. Production starts at the lowest level; when the article
has been completely processed at that level, it is transferred to the next
level for further processing. In this way, raw materials, subassemblies and
components are “pushed” through production to meet due-date require-
ments (Olhager and Rapp, 1985). “>* The “push” principle is described in
Figure 4.8.

As for the JIT method, it is found in a number of variants; the examples
most commonly cited are taken from firms like Toyota, with high-volume,
repetitive manufacturing methods (ibid, p. 70 f). Hill (1991, p. 219) char-
acterizes JIT “...as a system based upon the concept of producing small
quantities just in time as opposed to many current philosophies which are
based on making inventory ‘just in case’ it is required.” In other words, JIT
implies that all materials should be in active use within the manufacturing
process in order to avoid “unnecessary” costs. Consequently a central aim
is to achieve extremely cost-effective production with short lead-times.
Thus, JIT can be characterized as both a manufacturing concept and a con-
trol concept (¢f Askenis, 2000). As indicated at the outset of this section,
the latter has been chosen as the basis for our discussion of JIT.

From this standpoint we may note that JIT as a method of control does
not offer the same extensive flexibility as MRP for handling variations in
production volume and product mix.** According to Vollmann et al. (1992,
p- 373) a JIT approach to shop-floor scheduling is designed to provide
support for standardized products manufactured in high volumes. In order
to offer short customer lead-times, a production strategy with high
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technical flexibility is most appropriate, such as an assembly line. The
strong process orientation makes it easier, as well as necessary, to allocate
costs at the activity level and thus to eliminate activities which do not cre-
ate value (¢f’ Sillince and Sykes, 1995). JIT can also help to improve cost
effectiveness by minimizing inventories (Kato, 1993). More generally, JIT
facilitates detailed follow-up — for example by determining the effect of
quality improvements on costs of reworking, guarantees, etc. (Bromwich
and Bhimani, 1994, p. 47 f).

Given the importance of cost-effective production, JIT focuses on a con-
tinuous flow of articles that pass sequentially through processing activities.
As shown in Figure 4.9, the demand at the finished-product level is trans-
ferred to the immediately preceding production level, where it gives rise to
a demand for inputs at that level. In this way raw materials, subassemblies,
and components are successively “pulled” through production (the “pull”
principle) (Olhager and Rapp, 1985).

A control principle designed on this basis, however, will require fixed
production schedules. According to Hill (1991) the workload must be the
same each day, and the sequence of items to be assembled must be nearly
identical for a long period of time. One important reason for this is the
high cost of changes in production scheduling and capacity (Vollmann et
al., 1997).*
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In light of the above, we can state that JIT — unlike MRP — is a particu-
larly appropriate control concept in stable environments, where a long
planning horizon is possible and limited technical flexibility is required.
Consequently, the choice of control concept, like the choice of capacity
and planning strategy as well as customer-order decoupling point, is de-
pendent on the situation. As shown in previous sections, manufacturing
strategy, and particularly the degree of technical flexibility, is a principal
situational variable in this context. Thus, in a corporation where there are
different manufacturing strategies, different control concepts will also be
found. The significant differences in the design and intended use of shop-
floor systems, however, make it more difficult to establish a coherent sys-
tem of planning and follow-up.

Summary

In this chapter integrated control is defined as control in which strategic
planning and follow-up at each organizational level are coherent through-
out the firm. The purpose is to facilitate the exchange of information be-
tween different organizational levels and decision-makers concerning stra-
tegic, tactical, and operational decisions. In this way strategic planning and
ongoing follow-up can be co-ordinated, thus increasing the chances of
achieving strategic congruence and of successfully implementing the
strategies of the firm. To put it another way, integrated control makes it
easier to establish a high degree of internal fit, that is, congruence between
the strategies and the internal structures of the firm. This congruence — or
internal fit - is essential if the firm is to be highly competitive and, ulti-
mately, if it is to yield a good financial return to its owners.

We have chosen to focus on management-control systems and manufac-
turing-control systems since integration of these two systems may be con-
sidered particularly important to the firm’s capacity for creating competi-
tive advantage. Despite the numerous benefits of integrated control,
previous research on control systems has largely focused on only two or-
ganizational levels and a limited number of decision situations. Examples
from practice, however, have shown that the boundaries between manage-
ment control and manufacturing control, which were once quite clear, are
now disappearing. As a consequence, research in management control and
manufacturing control is gradually expanding to include both more organ-
izational levels and more decision levels. In this book, therefore, we have
chosen to discuss how the systems of control are interlinked at the corpo-
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rate, business-unit, and operational levels and how they can be used in
situations of strategic, tactical, and operational decision-making.

We decided to focus on planning and follow-up procedures since these
constitute the “core” around which all systems are built. Furthermore, on
the basis of the literature review, we identified a number of central dimen-
sions in the design and use of management and manufacturing control.
These dimensions are used in Chapter 5 for discussing the circumstances
under which it can be assumed possible to achieve integrated control.
Planning and follow-up in management-control systems are considered in
the dimensions of tight and loose control, monetary and non-monetary
control, and time horizon. Planning and follow-up in manufacturing-
control systems are considered in the dimensions of capacity and planning
strategy, customer-order decoupling point, and control concept. Since it is
reasonable to assume that both management- and manufacturing-control
systems are influenced by the nature of the strategy chosen, it is not mean-
ingful to discuss the possibilities of achieving integrated control without
also treating the conditions for strategic congruence. This interdependence
emerges clearly in the next chapter.
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Notes

1. It has been shown in previous chapters that there is interdependence
between strategic congruence and integrated control. In Chapter 2, in
the section “Toward a More Complex Theory,” we discuss how the es-
tablishment of integrated control is facilitated in cases where there is
already a high degree of strategic congruence. In corporations where
business units operate in similar environments, it is considerably easier
to design planning and follow-up procedures that suit all business units
than where this is not the case.

2. Just-in-time (JIT) is subsequently described in detail under the heading
of “Manufacturing Control.”

3. In Chapter 2, in the section “Strategy and Control,” we use a number
of empirical studies as a basis for discussing how requirements of cost
effectiveness influence the design and use of management control.

4. “Functional level” is another term.
5. Anthony (1965) prefers to use the concept of task control.

6. One important question in these studies is how planning systems
should be designed according to the manufacturing strategy chosen,
particularly in regard to requirements of technical flexibility.

7. In our review of the literature, we do not describe the studies that con-
cern the relationship between strategy and the design and use of prod-
uct costing. The reason is that we have limited the discussion in the
tentative model (see Chapter 5) to strategic planning (including budg-
eting) and follow-up. For the reasons why this limitation was adopted,
see the “Management Control” and “Manufacturing Control” sections
in the present chapter.

8. In Activity Based Costing the basic principle is that indirect costs are
to be allocated according to the origin of the cost. In an ABC calcula-
tion, the allocation key is termed the cost driver.

9. Lindvall (2001, p. 197) emphasizes that Scandinavian scholars (for ex-
ample, Frenckner, 1991) like their colleagues elsewhere in Europe (for
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10.

11

12.

13.

example, Bhimani, 1996), have made considerable efforts to determine
whether the method differs from ones previously introduced. Among
other things, it has been maintained that the idea of replacing standard-
ized additional amounts by linking the cost to a variability factor was
previously advanced by Térnqvist (1929) for trade and by Madsen
(1958) for manufacturing (Frenckner and Olve, 1992, p. 189).

In this case, JIT (just-in-time) means that input goods are delivered
continuously to the firm at the time when they are to be used in pro-
duction. In this book, however, JIT will subsequently be viewed as a
control concept rather than a manufacturing policy. A more thorough
discussion is provided later in this chapter under the heading of
“Manufacturing Control.”

According to Dent (1996, p. 256), the purpose of “flexible specialisa-
tion” is to avoid overlapping and duplication of activities. Dent main-
tains that this can be done by focusing production on specific compo-
nents, products and/or processes.

Anthony (1965) defines management control as follows: “Management
control is the process by which managers assure that resources are ob-
tained and used effectively and efficiently in the accomplishment of
the organization’s objectives.” In later editions presenting the concep-
tual framework, the definition was modified in order to highlight even
more clearly the role of the control system in implementing strategy. In
Anthony and Govindarajan (2004, p. 7), the following definition is
used: “Management control is the process by which managers influ-
ence other members of the organization to implement the organiza-
tion’s strategies.”

Anthony et al. (1992, p. 9 f) presents the difference between strategic
planning, management control, and task control as follows: “As will be
seen, management control fits between the other two activities in sev-
eral respects. Strategic planning occurs at the top management levels,
task control occurs at the lowest levels in the organization, and man-
agement control is in between. Strategic planning is the least system-
atic, task control is the most systematic, and management control is in
between. Strategic planning focuses on the long run, task control fo-
cuses on short-run operating activities, and management control is in
between. Strategic planning uses rough approximations of the future,
task control uses accurate current data, and management control is in
between. Each activity involves both planning and control; but the
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19.

planning process is much more important in strategic planning, the
control process is much more important in task control, and planning
and control are of approximately equal importance in management
control.” In Anthony and Govindarajan (2004, p. 6) the term “strategy
formulation” is used instead of “strategic planning.”

As indicated in the general background discussion in Chapter 1, far-
reaching decentralization is not solely beneficial. In cases where the
focus on planning and follow-up has been carried too far, there is a
danger that corporate activities will be inadequately co-ordinated. It is
thus a major challenge to grant business units sufficient freedom in tac-
tical and operational decision-making while maintaining well-
functioning overall co-ordination of different corporate activities.

Simons (1995, p. 5) defines management control as follows: “Man-
agement control systems are the formal, information-based routines
and procedures managers use to maintain or alter patterns in organiza-
tional activities.”

In his presentation of the conceptual framework, Simons (1995, p. 7)
highlights two additional dimensions of a control system — aside from
interactive and diagnostic control. One dimension is belief systems
(core values). The other dimension is boundary systems (risks to be
avoided). In the subsequent discussion, as indicated in Chapter 2, only
the dimensions of diagnostic and interactive control will be used. The
reason is that Simons has clearly illustrated how these two dimensions
can be linked to the design and use of the firm’s planning and follow-
up procedures.

Simon’s (1995, p. 59) definition of diagnostic control is as follows:
“Diagnostic control systems are the formal information systems that
managers use to monitor organizational outcomes and correct devia-
tions from preset standards of performance.”

Simons (1995, p. 95) defines interactive control as “...formal informa-
tion systems managers use to involve themselves regularly and person-
ally in the decision activities of subordinates.”

For a detailed description of these studies, see the section “Strategy
and Control” in Chapter 2.
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20.

21.

22

23.

24,

25.

26.

For a detailed description of the strategic-planning process and its
methods, see the section “Strategic Management” in Chapter 2.

The Balanced Scorecard is described in greater detail in this chapter in
a later subsection under the heading of “Monetary and Non-monetary
Control.”

According to Anthony et al. (1992, p. 582), data can be manipulated in
a number of different ways. One of them is to borrow from future earn-
ings. Another is to falsify data.

According to Simons (1995, p. 161), researchers have generally treated
“tightness of controls” as a unitary concept. His criticism of this view-
point is expressed in the following quotation, where situational adapta-
tion is taken to an extreme: “In any organization, at any point in time,
and at any level, managers will report varying degrees of ‘tightness’ in
respect to belief systems, boundary systems, diagnostic control sys-
tems, and interactive control systems” (ibid). What Simons means is
that one particular subsystem can be used for tight control, while an-
other subsystem can be used for loose control. It is important, however,
to ensure that the sub-systems in conjunction are designed and used —
in terms of tight and loose control — in a manner appropriate to strategy
(¢f Kald et al., 2000). Otherwise, the desired behavioral effect may be
lost — for example, by combining a tight budgeting procedure with
loose follow-up.

Tendencies of how synergy potential affects the firm’s position on the
tight/loose continuum is described in Chapter 2 in the section “Strategy
and Control.”

Our agreement with this expanded definition of management control
does not mean that non-monetary information is always used in plan-
ning and follow-up. One limitation is that information must be distrib-
uted within the framework of the formal planning and follow-up pro-
cedures. Thus, the information must be available to the accounting
department.

The original four perspectives used by Kaplan and Norton (1992) were
(1) the financial perspective, (2) the customer perspective, (3) the in-
ternal business-process perspective, and (4) the innovation and learn-
ing perspective. As shown in empirical studies in the Nordic countries
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and elsewhere, it is common to add other perspectives — such as an
employee perspective — as a complement (Ewing, 1995).

The purpose of Value Modeling is to understand in detail and to com-
municate how the firm creates value (Donovan et al., 1998). Value
Modeling picks up where the Balanced Scorecard leaves off; in other
words, causal relationships of the type described in Figure 4.4 are de-
veloped further. The aim is to determine how a change at the operating
level affects financial results and ultimately the creation of sharcholder
value. The example used in the figure - the assumption that with moti-
vated, knowledgeable employees profitability will increase — shows
that many causal relationships may be difficult, if not impossible, to
verify. It should be noted that in Kaplan and Norton’s latest book —
Strategy Maps — the authors focus on causal relationships (Kaplan and
Norton, 2004).

Return on investment (ROI) is a ratio where the numerator is business
profit as reported in the income statement. The denominator is total as-
sets, or sometimes capital employed, items which are found in the bal-
ance sheet.

According to Johnson and Kaplan (1987, p. 200 f), measures of this
kind encourage managers to try to generate earnings through creative
financial transactions. The authors provide many examples of such
transactions: creative re-arrangement of ownership claims through
mergers and acquisitions, divestures and spin-offs etc. For examples of
data manipulation, sece Note 22.

Hamel (2000, p. 40) makes an interesting observation on the concept
of “unlocking” shareholder wealth: “It is fashionable today to talk of
‘unlocking’ shareholder wealth. The metaphor is telling. The assump-
tion is that wealth is already there — it’s already been created — and
with a little creative engineering it can be set free.”

Not in the area of management control, either, has the scope of re-
search fully expanded to include several decision levels and organiza-
tional levels. This is apparent, for example, in a newly published edi-
tion of the textbook Management Control Systems, by Anthony and
Govindarajan (2004, p. 6 ff). Here the authors still distinguish between
strategic, tactical, and operating decisions and hold that management
control only covers tactical decisions.
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32.

33.

34.

35.

36.

37.

38.

Note that in our definition of management control and manufacturing
control we emphasize the importance of double-loop learning. By this
we mean that the control system is not to be used only for implement-
ing strategies, but also to aid in the process in formulating new strate-
gies. Morgan (1986, p. 88) expresses this idea as follows: “Single-loop
learning rests in an ability to detect and correct error in relation to a
given set of operating norms. Double-loop learning depends on being
able to take a ‘double look’ at the situation by questioning the rele-
vance of operating norms.” Compare Robert N. Anthony’s (1965)
definition of management control, which is heavily influenced by the
idea that the control systems should be used primarily for implementa-
tion of strategy; see Footnote 12.

The elements of manufacturing and capacity strategy have been added
to the original figure. It may be noted that sales and operations plan-
ning is normally regarded as the planning level with the longest time
horizon in a system of manufacturing planning and control. However,
we have chosen to include manufacturing strategy as well to make
clear its connection with the design and use of the control system. The
inclusion of capacity strategy is discussed in Footnote 38. Some other
minor modifications to the original figure are discussed in Olhager and
Rapp (1996).

The co-ordination of corporate, business, and manufacturing strategies
is described in the section “Strategic Congruence Defined” in Chapter
3.

Sometimes the term production planning is used instead of sales and
operations planning (Olhager et al., 2001).

According to Olhager et al. (2001), the purpose of demand manage-
ment is not only to forecast demand. Another important task is to seek
to influence demand through various activities such as campaigns,
pricing, etc.

For a discussion on ways to organize the manufacture of unique prod-
ucts, see Chapter 3, Footnote 39.

Planning strategy is another designation for sales and operations plan-
ning and is considered to be part of the manufacturing-control system
(¢f- Figure 4.5) — roughly as a budget is a part of the management-
control system (cf Figure 4.3). As for capacity strategy, the definition
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42.
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of this concept is not as clear. Some scholars hold that capacity strat-
egy is a part of overall manufacturing strategy (for an overview, see
Olhager et al., 2001). In our view, however, capacity strategy could
also be included in the manufacturing-control system. The reason is the
close link to sales and operations planning highlighted by Olhager et
al., among others. We discuss this link in detail in the following sec-
tion.

See Chapter 3, Footnote 39, for a more through discussion.

According to Hill (1991), the sub-assemblies, components, and raw
materials have dependent demands.

According to Hill (1991), it may be argued that this is in fact a pulling
action.

A method of production-activity control that is a hybrid of MRP and
JIT can enhance the firm’s capacity to cope with variations in the vol-
ume of production and the product mix. For a more detailed descrip-
tion, see Vollmann et al. (1992, p. 380 ff).

According to Hill (1991), production rates in JIT are set in such a
manner as to ensure uniform daily demand. Consequently, changes
would be expensive to implement.



5 A Tentative Model

The purpose of this chapter is to integrate into a tentative model the con-
cepts developed in the three preceding chapters. We begin by discussing
the principal variables and relationships in this model. Special emphasis is
placed on the interplay between the corporate, business-unit, and func-
tional levels, where strategies and control systems are to be adapted to
each other and to the business environment. On the basis of the units’
business strategies and manufacturing strategies, we identify four distinct
positions and one intermediate position. For each position, the require-
ments for creating strategic congruence and integrated control are dis-
cussed in detail. In the next and final sections of the chapter, our discus-
sion is enlarged to include two distinct strategic positions at the corporate
level. By expanding the analysis to include an additional organizational
level, we show clearly how a misfit between strategies and control systems
can make it more difficult for a firm to be a strong competitor.

Principal Variables and Relationships

Based on the theoretical foundations of the book, a model summarizing the
principal variables and relationships was presented in Chapter 2. In the fol-
lowing section, the model is further developed to reinforce the message of
the book: that all organizational levels must be considered when strategies
and control systems are to be adapted to each other and to the environment
(¢f. Figure 5.1). As shown in the discussion in previous chapters, this
means, for example, that strategic congruence may be difficult to achieve
in corporations where the business units operate in environments with dif-
ferent degrees of uncertainty. When the differences in the subenviron-
ments' of units and functions are too great, it is difficult to establish a
common business logic with similar critical success factors. Consequently,
to achieve a match between environment and strategies — an external fit -
management needs an in-depth knowledge of the markets and industries
that fit the corporate business.

Figure 5.1 shows that this essential knowledge is not only about the po-
tential adaptability of corporate and business-unit subenvironments® and
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strategies to each other. Equally important are the functions of the units,
particularly the subenvironment for manufacturing. For example, a manu-
facturing strategy developed in a stable environment can prove disastrous
for a unit with a new business strategy that calls for highly flexible manu-
facturing (c¢f. Kotha and Orme, 1989). To avoid this kind of misalignment
between different strategic levels, it is essential that management view the
business in a holistic perspective. This means that considerable attention
must be paid to the interaction of the corporation, businesses, and func-
tions with the environment and with each other in the effort to be highly
competitive. Thus, planning based on mechanical analysis of goals and
strategies tends to focus excessively on placing all activities within a given
framework (¢ Mintzberg et al., 1998). In this situation, there is a danger
that the strategies formulated, particularly at lower organizational levels,
will be inappropriate to the prevailing environment.

In previous chapters we discussed how some financially successful
firms have been able to achieve a high degree of strategic congruence
while avoiding many of the problems identified above.” These firms seem
to operate in subenvironments where the degree of uncertainty, and the de-
cision situations faced by management, are similar in nature.* The advan-
tage of such focusing is that the control systems of the firm can be de-
signed and used in a more uniform manner than in cases where strategies
are not mutually consistent (cf Nilsson, 2002). In the latter instance, there
is a considerable risk that the differences between corporate, business, and
functional strategies will result in highly disparate information needs at
different organizational levels, thus subjecting the control systems to in-
compatible demands. In the former case, by contrast, the information needs
will likely be congruent, so that the control systems can be based on simi-
lar principles (cf. Argyris, 1977). It follows that with high degree of strate-
gic congruence, the control systems can be adapted to the strategy fol-
lowed at each level without jeopardizing the establishment of an integrated
control system. As shown in Figure 5.1, when a coherent system of strate-
gic planning and follow-up is to be created, congruent strategies can be
expected to facilitate integration of the critical control systems: manage-
ment control and manufacturing control. An internal fit — that is, a match
between strategies and internal structures — requires such integration.

Just as integrated control is difficult to achieve without strategic congru-
ence, the opposite is also true. With a control system that does not provide
uniform and transparent information on all organizational levels, it will
probably be much more difficult to formulate and implement mutually
consistent strategies. This interdependence of environment, strategies, and
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internal structures is shown by the arrows in the tentative model. The
model also illustrates how these dependencies affect the firm’s potential
for being a powerful competitor — a recurring theme in our book.

In the following two sections, we discuss in greater depth the variables
and relationships identified in the tentative model. We place considerable
emphasis on discussing thoroughly and in detail the conditions for simul-
taneously establishing strategic congruence and integrated control. In this
discussion the strategic typologies chosen in Chapter 3 arec used. We also
refer to a number of highly important dimensions — treated in Chapter 4 —
in the design and use of a control system.” For readers interested in a de-
tailed presentation of the studies used in the model, we consequently refer
to the introductory chapter of the book. In the first section, strategic con-
gruence and integrated control are discussed at the business-unit and func-
tional levels. The reason why we begin with these two organizational lev-
els is that being a strong competitor is heavily dependent on the success of
the business unit in positioning its product offering on the market. From
the previous discussion, we can also assume that the creation of competi-
tive advantage is influenced by the manner in which business-unit strate-
gies, functional strategies and control systems are adapted to conditions at
the corporate level. This subject is discussed in the second section.

Strategic Congruence and Integrated Control at the Business
Unit and Functional Levels

Up to this point, the discussion has made clear that being strongly competi-
tive requires both strategic congruence and integrated control at the same
time. Figure 5.2 — which is based on this necessity — shows how different
combinations of business and manufacturing strategies can be assumed to
affect the possibilities of achieving a high degree of strategic congruence
and a high degree of integrated control. Such a situation is characterized by
mutual accommodation of strategies and control systems and by their ad-
aptation to the environment. The firm will then operate at a higher level of
efficiency, and thus be more competitive, than otherwise (cf. Hrebiniak et
al., 1989). This competitive strength is manifested in the creation of value
above the minimum required by the firm’s stakeholders.

Where a good fit can be expected between the business and manufactur-
ing strategies of a unit (a high degree of strategic congruence), with favor-
able conditions for integrating the systems of management control and
manufacturing control (a high degree of integrated control), the expression
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Differentiation Cost Leadership

1. 3.

Job shop / Batch Fit Potential misfit

5.
Decreasing technical flexibility
(functional level)

Int, Aiate
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2. position 4.

Line / Flow Potential misfit Fit

Decreasing product uniqueness
{BU level)

Fig. 5.2. Possibilities of achieving strategic congruence and integrated control

“fit” is used in Figure 5.2. Where a poor fit can be assumed between the
business and manufacturing strategies of a unit (a low degree of strategic
congruence), with limited possibilities of integrating the systems of man-
agement control and manufacturing control (low degree of integrated con-
trol), the expression “potential misfit” is used in the figure. The concept of
“intermediate position” is used to designate combinations of business and
manufacturing strategies that are mixed — 1. e., not purely of one kind or
another. To achieve strategic congruence and integrated control in these
cases, it is important that management understand how the business units
can consistently create competitive advantage and a strong market posi-
tion.

An analysis of the potential for creating congruence and integrated con-
trol is based on the dimensions that can be assumed to be especially impor-
tant for establishing a “fit.” These dimensions were identified in Chapter 2
and claborated in the two subsequent chapters.® There we showed that at
the business-unit level the degree of product uniqueness is an important
dimension of business strategy. At the functional level, the degree of tech-
nical flexibility is of major significance for the choice of manufacturing
strategy.” As for the design and use of management control, it can be de-
scribed on the basis of intensity of monitoring (loose or tight control), type
of information used (nonmonetary or monetary control), and time perspec-
tive (short-term or long-term).® The principal dimensions in a manufactur-
ing-control system are type of information used (nonmonetary or monetary
control), capacity and planning strategy (lead / chase or lag / level), cus-
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tomer-order decoupling point (make-to-order or make-to-stock), and con-
trol concept (materials-requirement planning or just-in- time).’

Figure 5.3 illustrates the chosen dimensions and their expected effect on
the establishment of strategic congruence and integrated control. Where
the extent of product uniqueness and the requirements of technical flexibil-
ity coincide, the figure shows that the conditions for achieving a high de-
gree of strategic congruence should be favorable. For example, it is appro-
priate to combine a cost-leadership strategy, where products are
standardized and demand can be readily forecast (the dimension of “prod-
uct uniqueness”), with a manufacturing strategy based on a stable mix and
volume of production (the dimension of “technical flexibility”). Further-
more, integrated control requires that management control and manufactur-
ing control be based on uniform principles of control — that is, a common
basis for the contribution of planning and follow-up to the creation of
value by the firm. These principles should be reflected in the dimensions
shown by the figure to be important in each control system. For example,
management control with a strong monetary focus is difficult to integrate
with manufacturing control that emphasizes nonmonetary information di-
rectly related to operations (the dimension of “Type of information used”).
Another example: tight financial control with frequent follow-up (the di-
mension of “Intensity of monitoring”) facilitates integration when used to-
gether with a manufacturing-control system based on just-in-time (the di-
mension of “Control concept™).'® The explanation is that the objectives and
aim of just-in-time are the same as those of tight management control: to
achieve extremely cost-effective production.

This type of analysis is essential to the discussion that follows; it also
indicates the way in which this discussion is organized. As previously
mentioned, the analysis is based largely on the empirical studies with a
contingency-theory approach that were reported in the review of the litera-
ture. It may be noted, however, that research on management control and
manufacturing control, despite its extension to several organizational lev-
els, has not yet noted all relevant relationships between strategy and con-
trol systems. For example, very few studies clearly link the choice of cor-
porate strategy to the design and use of the manufacturing-control
system.'’ In our view, though, many of the relationships identified at a
specific organizational level are valid at other levels as well. The argu-
ments and reasoning in support of this assumption are presented in the sec-
tions immediately to follow.
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Finally, it may be noted that the ensuing discussion is not intended to
present in detail the factors that determine whether strategic congruence
and integrated control can be achieved. Rather, the purpose is to describe a
number of tendencies in regard to the fit between different strategic levels
(corporate, business and functional) and the role of control systems in this
respect.”> As we would also like to stress, although this book focuses on
fit, we can expect that successful firms will continually be changing their
strategies and control systems. Consequently, periods with a high degree
of strategic congruence and integrated control will often be followed by
periods of instability and disequilibrium. The anticipated effects of such a
situation on strategies and control systems will be briefly discussed in
Chapter 6. We shall now review each of the positions in Figure 5.2.

Position 1: Differentiation and Job-Shop/Batch

With a differentiation strategy, business-unit management seeks to estab-
lish a strong market position with product offerings that are perceived
throughout the industry as being unique (Porter, 1985, p. 14). The chosen
business strategy specifies those elements of the sub-environment, such as
customers and suppliers, with which the unit interacts — also referred to as
the domain (cf. Ford et al., 1988)."> '* The choice of a differentiation strat-
egy means that the unit interacts primarily with elements typical of a tur-
bulent environment with a high degree of uncertainty (Miller, 1987, 1988).
For example, it is difficult to learn about the preferences of purchasers of
differentiated products, and thus to forecast demand. One reason is that the
product features considered unique by customers can change as a result of
actions by competitors (Shank and Govindarajan, 1993, p. 105). According
to the authors, this situation also creates uncertainty about the appropriate
focus of the unit’s efforts to develop new products. The uncertainty is re-
lated primarily to the product attributes that customers will regard as ex-
clusive and unique in the future (Biggadike, 1979; Miller, 1986). Finally
Govindarajan (1988) has identified another source of turbulence and un-
certainty. Referring to Hambrick (1983) and Chandler (1962) he claims
that in the effort to achieve uniqueness, a differentiation strategy leads to a
broad product range with consequent high costs of inventory, distribution,
and marketing. A broad product range is associated with uncertainty due to
the complex business environment.

It is apparent from Figure 5.4 that the unit’s business and functional
strategies must be co-ordinated if a high degree of strategic congruence is
to be achieved. To be sure, so-called protective buffers partially protect the
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manufacturing function from harmful environmental influences (Thomp-
son, 1967)." For example, the purchasing department should seck to main-
tain a constant flow of materials in order to avoid disrupting production
(ibid). Yet despite protective buffers, it is reasonable to assume that a tur-
bulent environment almost always affects the business-unit level in the
form of an unstable subenvironment for manufacturing. Since a differen-
tiation strategy is accompanied by uncertainty and thus difficulty in plan-
ning operations, manufacturing strategy must focus on the capacity to cope
rapidly with change — and especially — flexibility in regard to changes in
volume, to changes in product specifications, and also to the introduction
of completely new products (Stobaugh and Telesio, 1983; Bartezzaghi,
1999). Therefore, manufacturing strategy should emphasize technical
flexibility — that is, variables like flexibility in the use of machinery, prod-
uct flexibility, flexibility in processes, and flexibility of volume (Kim and
Lee, 1993).

A high degree of technical flexibility means that both machinery and
employees must be capable of meeting unique and varying product speci-
fications with production lead-times that do not exceed a desired reason-
able delivery time (Olhager and Rapp, 1985). Here, a low degree of tech-
nical complexity is most suitable — in other words, limited mechanization
and limited integration of different steps in the manufacturing process (cf.
Kotha and Orme, 1989). In these circumstances both a job-shop strategy
and a batch strategy may be considered appropriate for achieving a high
degree of strategic congruence (c¢f Parthasarthy and Sethi, 1992). The for-
mer strategy is well adapted to the manufacture of products that are com-
pletely unique and subject to rigorous quality standards — in other words,
attributes typical of a differentiated product. The latter strategy is particu-
larly suitable when the product offering must meet high quality standards
but is somewhat more standardized, and processing in batches is desired
(Hayes and Wheelwright, 1979a). Furthermore, it may be noted that the
technical flexibility, while somewhat less with a batch strategy than with a
job-shop strategy, is adequate for managing the kind of uncertainty typi-
cally found with a differentiation strategy (Kim and Lee, 1993; Ward et al.,
1996). Both types of manufacturing strategy are thus appropriate with a
business strategy focused on a high degree of product uniqueness.

The congruence between a differentiation and a job-shop/batch strategy
means that the degree of uncertainty for the business unit and the manufac-
turing function converge. In the theoretical frame of reference, it has been
emphasized that such convergence is a pre-condition for establishing inte-
grated control (¢f Figure 5.4). To achieve an internal fit in this specific
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case, management control and manufacturing control must therefore be
adapted to the high degree of uncertainty involved in the chosen business
and manufacturing strategies. As for management control, several studies
have shown that loose and nonmonetary control, combined with a long-
term perspective, is appropriate when the chosen strategies entail uncer-
tainty (Kald et al., 2000).'® This uncertainty, which is due to factors like
changing customer preferences, makes planning difficult at the unit and
functional level. For example, the difficulties in predicting demand com-
plicate the preparation of reliable forecasts and a credible strategic plan (cf.
Mintzberg et al., 1998). Another and closely related problem is that future
revenues and costs are difficult to estimate. The rapidly changing assump-
tions on which the budget is prepared reduce the role of the budget as an
indicator of the performance level (Govindarajan, 1988). Consequently,
plans and budgets should not be taken as binding contracts or as a basis for
frequent and detailed follow-up (i.e. tight control). Anthony et al. (1992, p.
580 ff) indicate that suitable uses for plans and budgets in this type of
situation are as decision support and as an aid in communication (i.e. loose
control).

In a management-control system used dynamically to stimulate desired
action, there will typically be an emphasis on information that is directly
related to operations and thus operationally oriented. When the criteria for
good financial performance are unclear, the focus shifts from following up
the output of the refinement process to the way in which this output is cre-
ated (¢f Govindarajan, 1988). Particularly when differentiation and job-
shop/batch strategies are combined, nonmonetary information will be es-
pecially appropriate in planning and follow-up. The reason is that the suc-
cess of these strategies is determined by product dimensions such as high
quality and reliable delivery, which are difficult to control with traditional
monetary measures (Kaplan and Norton, 1992). The strong link of non-
monetary information both to strategies and to operational activities also
facilitates analysis and discussion of central cause-and-cffect relationships
(Donovan et al., 1998). Such a “strategic dialogue” between business-unit
management and decision-makers at the functional level is a significant
element in the process of formulating new strategies (Simons, 1995). An
additional reason why nonmonetary information is suitable is the long-
term perspective typical of a differentiation strategy, with its clear focus on
innovation and product renewal (Miller, 1987, 1988; Kald et al., 2000).
Govindarajan and Gupta (1985) have shown that the use of subjective
(non-formal) and long-run criteria'’ helps to improve efficiency in busi-
nesses where many of the products are in the early stages of their life cy-
cles. In summary, planning and follow-up with these features are consis-
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tent with management control where flexibility is important — at both the
business-unit level and the functional level.

An uncertain subenvironment at the business and functional levels also
affects the design and use of manufacturing control. In this connection, it
is important to respond rapidly to changes in the volume and mix of pro-
duction. The technical flexibility required to cope with the uncertain de-
mand situation of a differentiation strategy is achieved, as previously men-
tioned, through a job-shop/batch strategy. However, if these strategies are
to be successfully implemented, and flexible production is to be supported,
much is required of planning at both the business-unit and functional levels
(Vollmann et al., 1992). According to Olhager et al. (2001), this situation
calls for a capacity and planning strategy in which manufacturing capacity
is adjusted before demand changes (lead) and the volume of production
with a given capacity ceiling is adapted to the sales of the period (chase).
The authors argue that this will create a capacity surplus which allows for
higher flexibility, favors on-time delivery, and positively affects product
quality. As noted in previous discussions, these attributes are very impor-
tant for implementing both a differentiation and a job-shop/batch strategy.
The drawback, however, is that there will be idle production capacity,
which will have a negative impact on cost effectiveness (ibid).

With a high degree of technical flexibility, moreover, planning can be
based on a customer-order decoupling point early in the production chain.
In this situation the product is usually manufactured to customer order
(MTO). With MTO, products are highly customized, i.e. extensively
adapted to customer requirements (Olhager and Rapp, 1985, 1996). Here,
conditions thus favor the efficient manufacture of products with a high de-
gree of uniqueness, meeting rigorous requirements of product differentia-
tion.'"® As for short-term planning and follow-up, materials-requirement
planning is a good choice when a differentiation strategy and a job-
shop/batch strategy are combined. Unlike just-in-time, MRP can cope with
numerous product variations and time-discrete demand (Vollmann et al.,
1992, p. 370 ff). According to Hill (1991), lead-times, volume of produc-
tion, and levels of inventory can be specified with relatively little advance
preparation. This method of planning and follow-up is thus particularly
appropriate to the requirements of manufacturing batches at different work
stations. In following up important dimensions of the chosen business and
manufacturing strategies — such as quality levels, reliable delivery, and
lead times — primarily nonmonetary information is used. Perera et al.
(1997) have shown that this kind of information is especially common with
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manufacturing strategies in which flexibility and customer focus are major
dimensions (cf. Abernethy and Lillis, 1995)."

In summary, manufacturing control designed and used in this way is in-
tended to manage uncertainty through flexible routines rather than by
achieving high capacity utilization and eliminating activities that do not
create value. A manufacturing-control system with this focus resembles in
many ways the management control suitable for a situation where differen-
tiation and job-shop/batch strategies are combined. For example, the diffi-
culties of forecasting mean that the budget can be expected to function as a
framework for the focus of operations. In production planning, this frame-
work can serve as a rough starting point, with the focus on creating scope
for rapid adjustment to new patterns of demand. Another example is that in
management control and manufacturing control, it may be assumed that
nonmonetary information will be emphasized. Follow-up will thus reflect
the focus of strategy on unique products and the long-term time frame
characteristic of the business. With a common basis for management con-
trol and manufacturing control, in the form of mutually consistent strate-
gies, transparency in the planning and follow-up processes will be en-
hanced. The congruence of unit and functional planning horizons, and
similar criteria for follow-up, are essential if the two control systems are to
provide clear indications of intended strategies and plans as well as pro-
gress in achieving them. In addition, the discussion as to whether goals and
strategies should be modified — the so-called strategic dialogue — is facili-
tated if the system is based on a uniform set of concepts (¢f Argyris,
1977).%In light of the discussion so far, the conditions for establishing this
type of coherent planning and follow-up should be favorable in this spe-
cific instance.

Position 2: Differentiation and Line/Flow

Compared to Position 1 in Figure 5.2, the combination of a differentiation
and a line/flow strategy’' may be assumed to offer limited possibilities for
establishing a high degree of strategic congruence (cf. Figure 5.5). From
the analysis in the preceding section, it is apparent that a unit with a differ-
entiation strategy typically operates in a turbulent sub-environment with
considerable uncertainty. Since the business strategy is based on product
uniqueness, and adaptation to customer requirements is an important di-
mension, manufacturing strategy should focus on attaining a high degree
of flexibility in regard to volume of production and product mix. A
line/flow strategy, by contrast, is focused on achieving short lead-times
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and low manufacturing costs through standardized products in high vol-
umes (Hayes and Wheelwright, 1979a). For these goals to be within reach,
high technical complexity is unavoidable; in other words, extensive
mechanization and the integration of different steps in the process are re-
quired (Kotha and Orne, 1989). In addition, the machinery used is often
advanced and highly specialized, and the employees generally have a nar-
row competence profile. The disadvantage of a line/flow strategy is illus-
trated by Figure 5.5, which shows that technical flexibility is limited — in
other words, changing the volume of production and the product mix is
both difficult and costly (Kim and Lee, 1993).

According to Hayes and Wheelwright (1979a), a line strategy is an ap-
propriate choice when the competitiveness of the business unit is depend-
ent on a highly cost-effective production apparatus. A flow strategy is de-
signed to cope with situations where the products of the business unit are
generally standardized and manufactured in extremely large volumes. With
both strategics, desired delivery lead-time is shorter than production lead-
time, so that manufacturing to stock is necessary (Olhager and Rapp, 1985,
1996). In addition, long production runs are essential for the capital-
intensive production apparatus to be used efficiently. Therefore, to benefit
from the advantages of a line/flow strategy, it must be possible to plan
both production volume and product mix in detail. This presupposes a sta-
ble subenvironment and a limited degree of uncertainty — a situation that
may be hard to achieve for a business unit with a differentiation strategy
(¢ Hayes and Wheelwright, 1979a; Kim and Lee, 1993). In light of our
previous analysis, buffers can probably isolate manufacturing only in part
from the effects of the difficulties of predicting demand — a consequence
of the chosen business strategy.

The difficulty of combining a differentiation and a line/flow strategy can
also be expected to impact management control and manufacturing con-
trol. In view of the substantial differences in the goals and focus of these
strategies, there are disparate information needs at the business-unit and
functional levels, respectively. As previously discussed, a management-
control system suitable for a business unit with a differentiation strategy
should emphasize loose control and nonmonetary information, and it
should reflect a long-term perspective. At the functional level, a line/flow
strategy, with its focus on large-scale, cost-effective production, implies
quite different requirements in regard to the design and use of management
control. For example, it is hard to achieve favorable conditions for long
production runs without comprehensive, well-established procedures for
planning and budgeting. Since there is an additional cost of changing the
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focus of manufacturing, it may be assumed that plans and budgets will be
regarded as commitments — a characteristic of tight management control
(¢f Hopwood, 1972; Otley, 1978; Bruggeman and Van der Stede, 1993).

Another typical feature of tight control is frequent and detailed budget
follow-up (Anthony et al., 1992). With the chosen manufacturing strategy
and its emphasis on cost effectiveness, it is appropriate in designing fol-
low-up procedures at the functional level (¢f Nilsson and Rapp, 1999).
Furthermore, Abernethy and Lillis (1995) have shown that with a manu-
facturing strategy based on mass production and standard product lines,
measures of efficiency play a major part in the control of this function.”
However, with the use of such monetary information, and a constant
search for activities that create no value, there is a risk that planning and
follow-up will be given a short-term focus (Johnson and Kaplan, 1987).
This would directly conflict with the long-term perspective reflected in the
design and use of the control system at the business-unit level. Fundamen-
tal differences in the intensity of monitoring at the business and functional
levels are an example of yet another problem. In addition, as has been pre-
viously stressed, there are the difficulties of isolating the manufacturing
function from the turbulent, uncertain environment of the business unit.
Substantial and frequent shifts in the focus of manufacturing would soon
give rise to problems in a highly formalized control system based on stable
planning conditions.

A turbulent subenvironment at the functional level could also entail
problems with the kind of manufacturing control appropriate to a line/flow
strategy (cf. Figure 5.5), for in manufacturing control, as in management
control, planning would be based on the possibility of preparing reasona-
bly reliable forecasts. In line with the analysis of Olhager et al., (2001), to
achieve effective utilization of the capital-intensive production apparatus,
it is thus important to avoid acquiring new production capacity before an
increase in demand has been noted (i.e. a lag capacity strategy). Within the
limits of existing capacity, management can be expected to establish a
situation where a previously set volume of production is maintained during
the period (i.e. leveled planning strategy). According to Olhager et al.
(2001), the danger with a combination of lag/level strategies is that it may
be difficult to maintain on-time delivery, with dissatisfied customers as a
consequence. Large and rapid shifts in customer preferences are particu-
larly difficult to manage satisfactorily with this combination of capacity
and planning strategies.
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Stable conditions for planning are also necessary if a customer order is
to be placed near the end of the production chain, with manufacture to the
stock of finished goods (MTS). MTS is often found in the manufacture of
standardized products and is thus a frequent customer-order decoupling
point with a line/flow strategy. It is primarily used in situations where de-
sired delivery time is shorter than production lead-time (Olhager and Rapp,
1985, 1996).” As for the control concept, just-in time (JIT) is suitable be-
causc of the rather limited number of product variations with a typical
line/flow strategy, the rate-based demand, and the strong focus on ex-
tremely cost-effective production (Vollmann et al., 1992, p. 370 ff). With
JIT there is little tolerance for deviations from plan, since there is no stock
of semi-finished goods, and production is continuous. Thus, according to
Hill (1991) the workload must be the same, and the production sequence
must be nearly identical for a long period of time. The method also allows
detailed follow-up of activities that do not create value. For the most part,
monetary information is used in this type of follow-up — for example by
calculating the costs of reworking, guarantees etc. (Bromwich and Bhi-
mani, 1994, p. 47 {).

In summary, there are substantial differences between the design and
use of the manufacturing control appropriate at the business-unit and func-
tional levels, respectively. As shown in Figure 5.5, a manufacturing-
control system intended to implement a differentiation strategy should em-
phasize nonmonetary control, lead/chase, make-to-order, and materials-
requirement planning. By contrast, at the functional level — where a
line/flow strategy is followed — the emphasis should be on monetary con-
trol, lag/level, make to stock, and just-in-time. On these premises, there are
limited possibilities of establishing manufacturing control with coherent
planning and follow-up at the business-unit level and functional levels. As
for management control, the problems are similar, with wholly different
information requirements at the two organizational levels. This means that
the conditions for establishing an integrated control system are not present.

Position 3: Cost Leadership and Job-Shop/Batch

Business units with a cost-leadership strategy typically seek to achieve the
lowest costs in their industry through a standardized product offering
manufactured in high volumes According to Porter (1980, p. 35), however,
such a strategy does not mean that quality, product image, and bases for
differentiation can be ignored, but only that they are not the primary stra-
tegic goal. Given the choice of a cost-leadership strategy, the business unit
interacts primarily with elements typical of a stable environment (Miller,
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1987, 1988). An example of such an element is found where customer de-
mand is easier to predict than with a differentiation strategy. By competing
solely through low manufacturing costs, rather than product uniqueness,
the business unit focuses on a dimension where customer behavior is pre-
dictable with a relatively high degree of certainty (Shank and Govindara-
jan, 1993, p. 105). Shank and Govindarajan also maintain that low-cost
units try to keep their product offerings stable, thus eliminating the uncer-
tainty involved in a comprehensive research and development program
(Biggadike, 1979; Miller, 1986). Referring to Chandler (1962) and Ham-
brick (1983), Govindarajan (1988) claims that the degree of uncertainty is
lower because of the narrow product lines commonly found with a cost-
leadership strategy. He argues that since sales volume is not spread over
several product variants inventory-carrying costs can be lowered and pro-
duction runs made longer.

Since a cost-leadership strategy is typically found where demand is sta-
ble, with few variations in product mix and product offering, a job-
shop/batch strategy is probably inappropriate (Kim and Lee, 1993; Ward et
al., 1996). As indicated previously, the purpose of such a manufacturing
strategy is to provide the technical flexibility to cope with unique and
varying product specifications (i.e. a turbulent subenvironment). In view of
the stable environment typically found with a cost-leadership strategy, the
benefit of high technical flexibility is limited and probably not reasonably
proportionate to the cost. In all likelihood, it is neither desirable — nor per-
haps even possible — to establish a situation where both business and func-
tional strategies are appropriate to the firm’s competitive arena. As can be
seen in Figure 5.6, this lack of strategic congruence between a cost-
leadership strategy and a job-shop/batch strategy can also be expected to
have implications for the control systems. As with the situation shown by
Position 2 in Figure 5.2, the differences in strategic focus at the business-
unit and functional levels, respectively, mean that quite disparate informa-
tion needs may be assumed to exist. This situation complicates the ex-
change of information between different organizational levels and deci-
sion-makers concerning strategic, tactical, and operating decisions. The
absence of shared concepts and principles also makes the planning and fol-
low-up process less transparent. The causes of these problems become
clear when management control and manufacturing control are analyzed in
detail at the respective organizational levels.

As shown in Figure 5.6, we can expect management control at the busi-
ness-unit level to be affected by the high degree of environmental stability
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associated with the choice of a cost-leadership strategy. One feature of a
business based on stable conditions is that reliable plans and forecasts are
possible (Mintzberg et al., 1998). Given the limited variation in the condi-
tions prevailing when plans are prepared, it is appropriate to use budget
variances as performance indicators (Govindarajan, 1988). In these cir-
cumstances, it is therefore common to regard the strategic plan and the
budget as binding contracts and as the basis for frequent and detailed fol-
low-up (i.e. tight control). According to the reasoning of Anthony et al.
(1992, p. 584), the emphasis should be on outcomes in relation to plans
and budgets, meaning that the focus of follow-up is on the output of the re-
finement process — rather than on the way in which this result is accom-
plished. The reason is that under such stable conditions, the central cause-
and-cffect relationships will probably be known.

Given the strong emphasis on result rather than process, in combination
with rigorous standards of cost effectiveness, monetary information pre-
dominates both in planning and in follow-up (cf Nilsson, 2002). Another
reason for this predominance is that a cost-leadership strategy is common
in mature industries where the business is managed with a short-term per-
spective and high-risk investments are avoided (¢f. Miller, 1986, 1987;
Goold et al., 1994, p. 420 ff). In situations where the products of the unit
are mature and in the later stages of their product life cycles, short-term
and objective (formula-based) criteria are normally used for evaluation
(Govindarajan and Gupta, 1985).** In summary, a management-control
system designed and used in this manner bears little similarity to the plan-
ning and control appropriate for a job-shop/batch strategy. In previous sec-
tions, loose control, nonmonetary control, and a long-term perspective
characterized a management-control system suitable for a manufacturing
strategy with this focus.

As for manufacturing control, and in line with the reasoning of Olhager
et al. (2001), the stable subenvironment at the business-unit level makes it
feasible to acquire new production capacity after an increase in demand
has been noted (i.e., a lag capacity strategy). With reliable sales forecasts,
it is also easier for management to maintain a previously set volume of
production within the limits of a given manufacturing capacity (i.e. leveled
planning strategy). According to the authors, this combination of lag and
level strategies is intended to permit high capacity utilization and cost-
effective production — two critical success factors with a cost-leadership
strategy (Porter, 1985). When products are standardized, the possibility of
manufacturing to stock (MTS) provides yet another way of achieving
steady high capacity utilization (Olhager and Rapp, 1985, 1996). Instead of
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varying the volume of production, the volume of inventory is adjusted ac-
cording to current demand. It may be noted, however, that this adjustment
is often marginal because of a relatively stable demand pattern (cf Hill,
1991). Another benefit of MTS, is that delivery times can be kept shorter
than production lead-time (Olhager and Rapp, 1985, 1996).

With a constant workload, as well as a limited number of product vari-
ants, just-in-time is a control concept suitable for a cost-leadership strat-
egy. By simplifying shop-floor procedures and minimizing changeover
costs and work-in-progress, it is possible to lower manufacturing costs
radically (Vollmann et al., 1992, p. 373). Another instrument in the inces-
sant search for cost effectiveness is detailed and comprehensive monetary
follow-up (Abernethy and Lillis, 1995). As shown in previous sections, it
is difficult to combine just-in-time with the planning and follow-up appro-
priate to a job-shop/batch strategy. Admittedly, there are examples of
companies that have integrated just-in-time and materials-requirement
planning to achieve efficient manufacture of customized products (Voll-
mann et al., 1992, p. 380 ff). But in cases where the competitiveness of the
unit is wholly dependent on its cost effectiveness, manufacturing control
should be focused exclusively on achieving high volumes, short lead-
times, low changeover costs, etc. This means that planning and follow-up
at both business and functional levels must have a common basis; i.c., it
must be possible to establish a high degree of integrated control. However,
such is not the case if manufacturing control at the functional level is ap-
propriate to a job-shop/batch strategy whereas planning and follow-up at
the business-unit level are suitable for a cost-leadership strategy. Figure
5.6 shows that the former strategy may be assumed to entail manufacturing
control emphasizing nonmonetary control, lead/chase, make-to-order, and
materials-requirement planning. A strategy of the latter kind, according to
our reasoning, has quite different features: monetary control, lag/level,
make-to-stock, and just-in-time.

Position 4: Cost Leadership and Line/Flow

Compared to Position 3 in Figure 5.2, a combination of a cost-leadership
and a line/flow strategy may be assumed to offer much better possibilities
for achieving a high degree of strategic congruence (c¢f Figure 5.7). As has
already been indicated, the aim of a cost-leadership strategy is to create
competitive advantage by being the low-cost manufacturer on the market.
High cost effectiveness in relation to other competitors calls for a standard-
ized product offering manufactured in large volumes (Porter, 1980, 1985;
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Parthasarthy and Sethi, 1992). Substantial economies of scale require a
heavily mechanized and integrated manufacturing process typically associ-
ated with a line strategy. When the products are extremely standardized
and in the nature of raw materials, such as refined oil, a flow strategy is
more appropriate (Hayes and Wheelwright, 1979a). Both of these manu-
facturing strategies entail a high degree of technical complexity and a low
degree of technical flexibility (¢f. Kotha and Orne, 1989). This is particu-
larly true of a flow strategy, where manufacturing plants are extremely
specialized and capital-intensive (Kim and Lee, 1993). As previously
noted, given the substantial cost of changing the volume and mix of pro-
duction, a line/flow strategy clearly requires a high degree of certainty in
plans and forecasts. The stable environment associated with a cost-
leadership strategy makes it easier to meet this requirement, one reason be-
ing the favorable conditions for predicting customer demand (Shank and
Govindarajan, 1993, p. 105).

The chosen business and manufacturing strategies, and the accompany-
ing environmental stability, also affect management control and manufac-
turing control. In the area of management control, studies have shown that
managers of businesses with low uncertainty generally view formalized in-
struments for planning and follow-up as important (Langfield-Smith, 1997;
Kald et al., 2000). The possibility of estimating future revenues and costs
with a reasonable degree of certainty tends to give the budget a significant
role at the business-unit level (Govindarajan, 1988). As previously men-
tioned, budgets in this type of situation are commonly regarded as binding
contracts, and budget follow-up is both frequent and detailed (i.e. tight
control). Another characteristic is that the focus is on the results of the
business unit and the function rather than the manner in which these results
are achieved (Anthony et al., 1992, p. 580 ff). With this type of output con-
trol, in combination with an emphasis on cost effectiveness and a short-
term time perspective, monetary information can be assumed to dominate
planning and follow-up (Nilsson, 2002). In summary, this should lead to
tight monetary control with a short-term focus at both the business-unit
and functional levels.

Management control designed and used in this way is quite similar to
the type of manufacturing control that is suitable when both a cost leader-
ship and a line/flow strategy are followed. For example, stable conditions
for planning at the business and functional levels make it possible to com-
bine a lag capacity strategy and a leveled planning strategy. A situation of
capacity-demand surplus and high capacity utilization can thus be estab-
lished, while on-time delivery is maintained (Olhager et al., 2001). Reli-
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able delivery is also made possible by the limited degree of customization
and the fact that that the customer-order decoupling point can be located
near the end of the production chain. As previously noted, some form of
manufacturing to stock is necessary with standardized products since the
production lead-time is normally longer than the desired delivery time
(Olhager and Rapp, 1985, 1996). Moreover, given the strong focus of the
chosen strategics on short lead-times and cost-effective manufacturing,
just-in-time is an appropriate control concept. The favorable conditions for
maintaining a constant workload make it especially likely that the benefits
of just-in-time will be exploited; these include, for example, a continuous
flow, very high capacity utilization, and minimization of change-over costs
and work-in-progress (Vollmann et al., 1992, p. 371 ff).

One of the main reasons why conditions favor the establishment of a
coherent system of planning and follow-up is that both a cost-leadership
strategy and a line/flow strategy serve the same goal: for the firm to be a
strong competitor through manufacturing standardized goods at the lowest
cost on the market. In cases where management control and manufacturing
control are designed and used on the basis of these two mutually consistent
strategies, procedures, plans, reports, etc. will reflect this common goal.
Thus, the control systems can be expected to provide not only a fairly con-
sistent picture of intended strategies and plans, but also information about
progress in achieving these strategies. The evaluation of the strategies and
discussions on possible changes in them should thereby be facilitated.
Moreover, congruent business and manufacturing strategies mean that the
degree of turbulence and uncertainty coincides at the business-unit and
functional levels. The result, as shown in our previous discussion, is that
the same conditions apply to plans and reports. For example, a budget de-
veloped under highly uncertain conditions will have nowhere near the
same credibility and relevance as one prepared in a stable environment.
The former kind of budget is even difficult to use as a basis for the type of
production planning designed to achieve extremely high capacity utiliza-
tion since it calls for planning well in advance. In summary, we can thus
conclude that the introduction of an integrated control system is considera-
bly casier if business and manufacturing strategies are congruent. More-
over, such congruence means that the degree of uncertainty will converge
at the business-unit and functional levels. In this specific case — where a
cost-leadership strategy and a line/flow strategy are combined — both these
criteria are met.
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Position 5: An Intermediate Position

Porter (1985) holds that in most cases a differentiation strategy and a cost-
leadership strategy are mutually exclusive. According to other scholars,
being highly competitive requires companies to resort to low prices as well
as differentiated product offerings (Johnson, 1992). In our previous review
of various business-strategy typologies, we find empirical support both for
Porter’s view (see, for example, Hall, 1980) and for the position repre-
sented by Johnson (see, for example, Cooper, 1996). Toyota, Nissan and
Sony are often mentioned as examples supporting the position that a strat-
egy combining differentiation and cost leadership can be successfully im-
plemented (Kato, 1993). A distinguishing feature of firms like these is that
they use advanced production technology, for example, numerically con-
trolled multi-task machines (CNC), flexible manufacturing systems (FMS),
and computer-aided design and manufacturing (CAD/CAM) (Kim and
Lee, 1993; McDermott et al., 1997). New technology and management
methods have made it possible to provide product variety and customiza-
tion through flexibility (Kotha, 1995; Jazayeri and Hopper, 1999). Accord-
ing to McDermott et al. (1997), these findings are an important comple-
ment to the product / process matrix developed by Hayes and Wheelwright
(1979a). In addition, these companies have spent many years building up
capabilities in such critical areas as quality control and logistics (Ward et
al., 1996). Thus, combining strategies of differentiation and cost leader-
ship, a so-called intermediate position {(cf Figure 5.2), entails major in-
vestments in tangible and intangible assets and also calls for skillful man-
agement (Kotha, 1995). These factors may explain why only a few firms
with a strategy based on an intermediate position have succeeded in be-
coming strong competitors with a good performance record.

Another probable reason is that many companies have been unable to
establish strategic congruence and integrated control. It is a formidable
challenge to design and implement a manufacturing strategy that meets the
requirements of cost effectiveness and is also capable of responding to
rapid changes in demand. Ward et al. (1996) argue that in many cases the
business unit follows a line/flow strategy at the functional level in order to
limit manufacturing costs. They take marketing and value-adding service
activities as examples of ways in which the unit then seeks to create a dif-
ferentiated product offering. The problem with this solution is that it can
be very difficult to respond fast enough to changes in the volume and mix
of production. For in practice an intermediate position means that the
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business unit competes by offering products that are differentiated but
manufactured at a low cost. As with a differentiation strategy, the unit in-
teracts with elements characteristic of a relatively turbulent and uncertain
environment (¢f Figure 5.8). As shown in previous sections, this means,
among other things, that customer preferences as to which product attrib-
utes are unique and thus worth a premium price are difficult to forecast
(Shank and Govindarajan, 1993). This type of uncertainty and turbulence
at the business-unit level is difficult to eliminate; therefore, it almost al-
ways creates an unstable subenvironment for production.” To achieve stra-
tegic congruence, manufacturing strategy should focus on maintaining a
rather high level of technical flexibility (cf. Figure 5.8).

As noted previously, however, combining a high degree of technical
flexibility with cost-effective production entails considerable difficulties
and substantial investments (¢f Kotha, 1995; Ward et al., 1996). To en-
hance flexibility at least to some degree, different variants of the manufac-
turing strategies originally identified by Hayes and Wheelwright (1979a)
have been developed. One example is the type of manufacturing strategy
based on group technology, in which the advantages of a batch strategy
and a line strategy are achieved simultaneously. According to Hill (2000,
p. 134 fY) this is possible by modifying the processes and/or the functional
organization suitable for a batch strategy to a type of production layout
normally found with a line strategy. Another example by the author (ibid,
p. 138) is a mixed mode assembly line — basically a process line developed
to produce a relatively wide range of products. A manufacturing strategy
with this focus permits the manufacture of a given range of products with-
out stopping the process to adjust the machinery.

There are also other examples of manufacturing strategies that improve
the possibilities of cost-effectively manufacturing short runs of different
products. According to Kim and Lee (1993) these types of manufacturing
strategies feature high technical complexity with extensive mechanization
and far-reaching integration of the different steps in the manufacturing
process. Such strategies are often based on so-called Flexible Manufactur-
ing Systems (FMS).” Vollmann et al. (1992, p. 559) hold that FMS are
very flexible and at the same time permit many of the efficiencies of large-
scale, integrated manufacturing systems. Examples of benefits identified
by the authors are reduced machine-setup times, substantially shorter pro-
duction lead times and smaller inventories of work in progress. According
to Hill (2000, p. 133 f) a typical FMS is built up around a number of ma-
chining centers that in turn consist of numerically controlled multi-task
machines with built-in tool-changing capability. Computer programs are
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used to control these machines — so-called computer-aided design and
manufacturing. The cells are connected by automated transport (Hill,
1989). A number of scholars argue that this type of advanced technology is
a critical element of a manufacturing strategy suitable for a combined dif-
ferentiation and cost-leadership strategy (see, for example, Kotha and
Orne, 1989; Kim and Lee, 1993; Kotha, 1995).

A good fit between business and manufacturing strategy is often essen-
tial for establishing an integrated control system. Figure 5.8 shows that in
such a situation the business unit and the function typically operate in
subenvironments with a similar degree of turbulence and uncertainty.
Thus, the information needs at the respective organizational levels can be
expected to coincide, with similar design and use of management control
and manufacturing control as a consequence. An intermediate position,
however, means that the control systems cannot be so clearly categorized
as in cases where single-type business and manufacturing strategies are
combined. In light of our previous discussion, management control at both
business-unit and functional levels may need to strike a balance between
loose and tight control and between monetary and nonmonetary control, as
well as reflect both a short-term and a long-term perspective (cf Figure
5.8). For example, the relatively high degree of turbulence makes it diffi-
cult to prepare reliable plans of future revenues and costs (¢f Mintzberg et
al., 1998). At the same time, detailed follow-up of cost is necessary to
eliminate activities that create no value. In the budget, costs can therefore
be expected to play a major part in both planning and follow-up, whereas
less attention will be paid to revenue. The focus is thus probably shifted
from financial performance to follow-up for the purpose of ensuring that
costs are held at a constant low level.

This type of on-going follow-up, however, has certain limitations in re-
gard to potential for improving cost effectiveness. The reason is that prod-
uct costs over the life cycle are incurred to a substantial extent right on the
drawing board (Berliner and Brimson, 1988). Especially when differentia-
tion and cost-leadership strategies are combined, it is vital to take advan-
tage of all opportunities to find “smart” and “inexpensive” solutions.”
Cooper (1996) maintains that methods like target costing and value engi-
neering can be used to control life-cycle costs right at the planning stage.
To prevent tight cost control from jeopardizing quality, many firms strive
for constant quality enhancement in accordance with total quality man-
agement (TQM). Chenhall (1997) is one researcher who has found a posi-
tive correlation between employing TQM and using non-financial meas-
ures for evaluating managers. These findings are consistent with the
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studies that have shown non-monetary information to be especially appro-
priate with manufacturing strategies focused on flexibility and adaptation
to customer requirements (Abernethy and Lillis, 1995; Perera et al., 1997).
In addition, given the capital-intensity of modern manufacturing technol-
ogy, a long-term perspective must be taken in investment decisions (i.e.
strategic planning and budgeting). Since these investments are intended to
improve quality, delivery time, flexibility, etc., nonmonetary information
is often needed as a complement to traditional investment calculations in
monetary terms (Kaplan, 1986; Bhimani and Bromwich, 1989; Lee, 1996).
This long-term view provides a counterweight to the short-term perspec-
tive reflected in relatively tight and continual cost follow-up to eliminate
all activities that create no value.

As with management control, the design and use of manufacturing con-
trol should reflect the mixed character of strategy (¢f Figure 5.8). This
means that planning and follow-up at the business-unit and functional lev-
els is assumed to meect the requirements of a product offering where com-
petition is on the basis of both differentiation and cost effectiveness. As
mentioned previously, a manufacturing strategy based on FMS supports
such a business-strategic positioning. A comprehensive review of the lit-
erature by Young and Selto (1991), “New Manufacturing Practices and
Cost Management,” shows that both monetary and nonmonetary informa-
tion is used in manufacturing control (FMS). For example, there are vari-
ous performance and cost measures related to quality as well as measures
of operating performance related to usage, downtime, and flexibility. We
can also assume that the balance between monetary and nonmonetary in-
formation can be influenced by the type of control concept considered ap-
propriate for the implementation of chosen strategies (¢f Bromwich and
Bhimani, 1994).

Regarding the choice of control concept, some guidance can be found in
the experience of business units with a manufacturing strategy based on
cellular manufacturing. Among the companies using this technique -
which bears at least some similarities to FMS® — there are many examples
of units that combine materials-requirement planning (MRP) and just-in-
time (JIT). According to Vollmann et al. (1992, p. 380 ff) the unit in ques-
tion has often first installed MRP and then implemented some parts of JIT.
One reason why cellular manufacturing supports the integration of MRP
and JIT is that control of a cell is relatively uncomplicated. Vollmann et al.
(ibid, p. 382) emphasize, among other things, the possibility of performing
several routing steps in only one step. According to the authors, that allows
the shop floor to be scheduled at the level of part numbers.
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It is also important that planning procedures facilitate adjustment of
long-term manufacturing capacity at the same rate as changes in demand
occur (track). However, it is inappropriate to attempt adjusting production
volume for the period entirely to sales (chase), even when the products are
assembled to fill a customer order (ATO). The reason is that fairly stable
conditions for planning are required if the benefits of JIT — primarily a
continuous flow with short lead-times (Hill, 1989) — are to be realized.
Planning should therefore be focused on maintaining a predetermined vol-
ume of production during the period (level) (¢f. Olhager et al., 2001).

In summary, the purpose of designing and using manufacturing control
in this way is to achieve a balance between flexibility and stability in plan-
ning and follow-up. There are many similarities to the management-
control system appropriate for a combination of differentiation and cost-
leadership strategies. It may be assumed, for example, that follow-up
within the framework of management and manufacturing control has both
a monetary and a nonmonetary focus. The former is intended to ensure a
high degree of cost effectiveness, whereas the latter is aimed above all at
following up areas of importance for product differentiation. Another ex-
ample of similarities is that planning at both the business-unit and func-
tional levels is complicated by rather limited environmental stability. Con-
cededly, the need for planning stability is less with FMS than with a
manufacturing strategy based on line/flow technology, but fairly steady
use of machinery and equipment is required if the possibilities for cost-
effective manufacturing are to be fully exploited. Therefore, despite some
turbulence and uncertainty, considerable effort should be devoted to fore-
casting the volume of production and the product mix in the short run. The
budget, with its 12-month perspective, should be used only as an approxi-
mate starting point in this connection. These examples, as well as the dis-
cussion in other respects, show that the design and use of the two control
systems are based on similar planning horizons and performance criteria.
Consequently the possibilities of achieving integrated control should be
rather favorable, provided management has a clear conception of the way
in which the dimensions of the control systems should be balanced.

Strategic Congruence and Integrated Control at the Corporate
Level

In this section we expand the discussion to include the effects of condi-
tions at the corporate level on business-unit strategies and control systems.
Our purpose is to show how different combinations of corporate, business,
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and manufacturing strategies may be assumed to affect the possibilities of
achieving a high degree of strategic congruence and integrated control.
One basis for our analysis is Figure 5.2, where five different positions of
business and manufacturing strategy are identified. In Figure 5.9 these po-
sitions are combined with two different corporate strategies: portfolio man-
agement and activity sharing.” Where we can assume that there is a good
fit between corporate, business, and manufacturing strategies (a high de-
gree of strategic congruence), with favorable conditions for integrating the
systems of management control and manufacturing control (a high degree
of integrated control), the expression “fit” is used in Figure 5.9. Where we
can assume that there is a poor fit between corporate, business, and manu-
facturing strategics (a low degree of strategic congruence), with limited
possibilities of integrating the systems of management control and manu-
facturing control (low degree of integrated control), the expression “poten-
tial misfit” is used in the figure. Finally, with certain combinations of
strategies and control systems, both a fit and a potential misfit can be con-
sidered possible. In Figure 5.9 the designation “fit/potential misfit” is used
for these cases. The concept of “intermediate position™ is used to designate
combinations with mixed business and manufacturing strategics.

The analysis of the possibilities of establishing strategic congruence and
integrated control at the corporate level is based on Figure 5.10 and the
discussion in previous sections. As can be seen in the figure, the dimension
of synergy potential (high or low) has been added now that the analysis has
been expanded to the corporate level. This dimension, which was identi-
fied in Chapter 2, is of great significance for the chosen corporate strategy.
On the other hand, there has been no change in the dimensions that de-
scribe business and manufacturing strategy, or the design and use of man-
agement control and manufacturing control (¢f Figure 5.3). We shall now
discuss the various combinations of corporate, business, and functional
strategies identified in Figure 5.9. For each corporate strategy, we shall
first consider the combination or combinations where we may expect fa-
vorable conditions for establishing strategic congruence and integrated
control. We shall then review the other combinations, i.e., those where a
fit/potential misfit — or a potential misfit — is probable.
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Figure 5.9. Possibilities of achieving strategic congruence and integrated control

Combination of Portfolio Management, Cost Leadership, and
Line/Flow

A portfolio-management strategy is distinguished by a high degree of di-
versification; in other words, the firm operates in a large number of unre-
lated industries. The low synergy potential, which according to Figure 5.11
follows from the chosen corporate strategy, means that shareholder value
is created primarily through contributing capital and professional man-
agement techniques. According to Porter’s reasoning (1987), the need for
co-ordination within the corporation is thus limited, so that the different
business units can be operated largely as if they were separate companies.
Furthermore, the absence of interdependencies among business units mak-
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es rapid restructuring possible when profitability problems arise in indi-
vidual business units (¢f Porter, 1985, p. 381). Consequently, units failing
to achieve the rate of return required by the corporation can be quickly di-
vested, an option desired in portfolio-management strategies, where rapid
monetary results are usually emphasized and a distinctly short-term per-
spective is applied (Espeland and Hirsch, 1990; Goold et al., 1994; Hitt et
al., 1996). By contrast, when there are strong interrelationships among
corporate units, as with an activity-sharing strategy, for example, man-
agement must evaluate the contribution of the business unit to overall op-
erations, rather than focus only on the financial results of that particular
unit (cf Porter, 1985, p. 381).%

The risk of a portfolio-management strategy, where the interrelation-
ships between the units are limited, is that corporate management will not
develop a common business logic — referred to by Goold et al. (1994) as
Parenting Advantage.’' The corporation will then consist of business units
operating in quite different kinds of subenvironments and with substantial
diversity of strategic focus. In corporations of this disparate character, the
potential for achieving a high degree of strategic congruence is limited.
This may also explain why many conglomerates have reported anemic fi-
nancial returns, thus giving the portfolio-management strategy a bad repu-
tation among some practitioners and scholars (cf Porter, 1987).% At the
same time, however, studies have shown that corporate groups with exten-
sive diversification can achieve high profit levels (Goold and Campbell,
1987a; Johnson and Thomas, 1987; Nilsson 2000).* Research results of
this type have probably contributed to the interest in corporate manage-
ment and its role in the creation of competitive advantage. Not that the
concept of synergy has been abandoned — rather, it is a question of empha-
sizing the role of corporate management in identifying which types of
business and functional strategies are most compatible with a chosen cor-
porate strategy. As a result of this development, strategic congruence is
now considered quite important for creating a strong competitive advan-
tage, not only at corporations with possibilities of activity sharing, but also
at those with low synergy potential.

The studies by Goold et al. (1994) and Nilsson (2002) indicate that a
business strategy appropriate to a portfolio-management strategy is fo-
cused on high cost effectiveness. A cost-leadership strategy is often found
in mature and stable industries where the business operates with a short-
term perspective and risky investments are avoided (cf. Miller, 1986, 1987
Goold et al., 1994, 420 ff). This type of business strategy, as previously
noted, is particularly appropriate to combine with large-scale, cost-
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effective production — a typical situation for a line/flow manufacturing
strategy. In a stable environment, where many of the products are in the fi-
nal phase of their life cycle, the degree of uncertainty is low, and the con-
ditions for planning operations in detail are favorable (¢f Govindarajan,
1984; Kald et al., 2000). The potential for maximizing the volume and
minimizing the cost of production is therefore particularly high (Vollmann
et al., 1992). Given this very strong emphasis on cost effectiveness, the
business unit can generate a large cash flow for the corporation without
endangering its own long-term survival (Goold and Campbell, 1987a;
Goold et al., 1994). Thus, a cost-leadership and line/flow strategy resem-
bles a portfolio-management strategy in a number of ways — primarily in
the search for activities that do not create value. The high degree of strate-
gic congruence is also reflected by the fact that the corporation, business
units, and functions operate in similar environments and are thereby ex-
posed to the same degree of uncertainty (cf. Figure 5.11).

The good fit between a strategy of portfolio management, cost leader-
ship, and line/ flow should also be reflected in the design and use of the
systems of control. On the basis of the above, a company with a portfolio-
management strategy may be expected to let its business units operate on a
more autonomous basis (¢f Porter, 1987). Since the synergies are primar-
ily financial, the need for co-ordination is limited, and the corporate con-
trol systems are therefore focused on maximizing the profit of each busi-
ness unit (Espeland and Hirsch, 1990; Hitt et al., 1996). Consequently, we
can expect that procedures for strategic planning and budgeting will be less
extensive and will have a strong monetary emphasis. Goold and Campbell
(1987a) have shown that such a planning process, where the business units
are given substantial freedom to prepare their business plans and budgets,
is usually combined with extensive and financially focused reporting pro-
cedures. The reason is that the plans approved by corporate management
are regarded as contracts, with little tolerance for deviations — so-called
tight control (Anthony et al., 1992). The emphasis on short-term financial
performance also means that the use of monetary information is stressed in
the key ratios used by the corporation (Nilsson, 2002). As shown in Figure
5.11, and the discussion in previous sections, management control de-
signed and used in this manner bears many similarities to the planning and
follow-up appropriate to a cost-leadership and line/flow strategy.

As for the design and use of manufacturing control, the chosen corpo-
rate strategy means that there is little need for far-reaching co-ordination of
business-unit manufacturing. Such co-ordination need not be considered
unless there is substantial synergy potential — in other words, with a corpo-
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rate strategy based on activity sharing (Jones, 1983; Porter, 1987). With a
portfolio-management strategy, corporate management is instead expected
to create valuc by developing the operations of individual business units. A
frequently used way of enhancing business-unit competitiveness, as previ-
ously mentioned, is to provide functional leadership through professional
management techniques (Goold et al., 1994, p. 78). This means, for exam-
ple, that corporate management seeks to establish the kind of manufactur-
ing control which can be assumed will further improve business-unit per-
formance. For such a uniform system to be feasible, the corporation must
focus on certain markets and industries; in other words, a high degree of
strategic congruence®® is necessary. As noted in previous sections, the cor-
porate, business, and functional strategies of the firm are mutually consis-
tent in this case, with the strategy at each organizational level appropriate
to the firm’s overall strategic aims (c¢f Figure 5.11). Since all business
units and their functions operate in environments with a similar degree of
uncertainty, information needs can be expected to converge. In these cir-
cumstances, the conditions for establishing a common system of manufac-
turing control may be considered favorable.

Since a portfolio-management strategy emphasizes short-term financial
performance, corporate management will probably design manufacturing
control with such a focus. Planning and follow-up based on monetary con-
trol is particularly appropriate because the corporation operates in stable,
mature industries where cost effectiveness is essential to being competitive
(cf- Porter, 1980). In addition, the stable environment is conducive to reli-
able forecasting of the future mix and volume of production. Thus, the
conditions are highly favorable for effectively utilizing the capital-
intensive production apparatus typically associated with a cost-leadership
and line/flow strategy. For example, it is practical in this case to avoid ac-
quiring new manufacturing capacity until an increase in demand has been
noted (i.e. lag capacity strategy). Another example is that the volume of
production can be maintained at a stable level during the planning period,
thus helping to minimize changeover costs (i.c., leveled planning strategy)
(Olhager et al., 2001). Yet another aspect is that a steady high level of ca-
pacity utilization can be achieved by manufacturing directly to stock
(MTS) (Olhager and Rapp, 1985, 1996). Finally, the stable planning condi-
tions make it possible to base the corporate control concept on just-in-time
(JIT) (Vollmann et al., 1997). As previously discussed, JIT is a method
developed for the specific purpose of shortening lead times and minimiz-
ing production costs (Hill, 2000).



166  Strategic Congruence and Integrated Control at the Corporate Level

In summary, the conditions for establishing a corporate-wide system of
manufacturing control will probably be favorable. Planning and follow-up
procedures designed and used as described above are also quite appropri-
ate for the strategies followed at the business-unit and functional levels (cf
Figure 5.10). With manufacturing control based on a limited number of
similar success factors, corporate management can participate in the devel-
opment of individual business units. It is also necessary that management
control be substantially similar to manufacturing control if an integrated
control system is to be established. In both control systems, the focus is on
short-term financial performance and a constant search for activities that
do not create value. The case studies by Goold et al. (1994, p. 420 ff) indi-
cate that management control systems designed and used in this way are
appropriate when a strong focus on short-term profit does not lead to nega-
tive development for the business unit. Porter (1980) goes even further,
holding that successful implementation of strategies emphasizing cost ef-
fectiveness calls for control systems strongly focused on low costs:

Cost leadership requires aggressive construction of efficient-scale facilities,
vigorous pursuit of cost reductions from experience, tight cost and overhead con-
trol, avoidance of marginal customer accounts, and cost minimization in areas like
R&D, service, sales force, advertising, and so on. A great deal of managerial at-
tention to cost control is necessary to achieve these aims. Low cost relative to
competitors becomes the theme running through the entire strategy, though qual-
ity, service and other areas cannot be ignored (Porter, 1980, p. 35).

Portfolio Management — Combinations of Misfit

Figure 5.9 shows that other combinations of corporate, business-unit, and
manufacturing strategics, based on a portfolio-management strategy, can
be expected to produce a potential misfit.>> In two of these combinations
business strategy is based on product differentiation. As noted previously,
this type of business strategy is intended to make the firm strongly com-
petitive through the uniqueness of its products. The environment is turbu-
lent, with a high degree of uncertainty in regard to future demand patterns
and in other respects. At the same time, the unit is heavily dependent on
innovative and successful product development. It is therefore necessary to
manage the business with a long-term perspective rather than a focus on
current performance (Kald et al., 2000). From previous sections, it is ap-
parent that a portfolio-management strategy, with its limited synergy po-
tential, features a distinctly short-term perspective. According to Goold et
al. (1994, p. 420), there is a risk that emphasis on short-term performance
will lead to avoidance of long-term investments and to a lack of interest in
finding joint projects with other business units. Consequently, the appro-
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priateness of this short-term focus and the possibilities of establishing a
high degree of strategic congruence at the corporate level are limited. In
cases where a differentiation strategy and a line/flow strategy are com-
bined (Position 2 in Figure 5.2), there is also a poor fit between business
and manufacturing strategies.

The difficulties of combining a portfolio-management strategy and a
differentiation strategy will probably affect planning and follow-up as
well. As previously discussed, a management-control system suited to a
portfolio-management strategy tends to emphasize tight and monetary con-
trol, and reflect a short-term perspective. As for manufacturing control, the
corporate management of a portfolio-managing firm may be assumed to
favor planning and follow-up focused on short lead-times and cost effec-
tiveness. Manufacturing control will then be based on a capacity and plan-
ning strategy combining lag and level, manufacturing to the stock of fin-
ished goods, and just-in-time as the control concept. With a differentiation
strategy, where the business features a high degree of uncertainty, we can
expect quite different information needs in regard to planning and follow-
up. In previous sections it was shown that management control appropriate
to such a strategy would be based on a long-term perspective, and control
would be loose and nonmonetary. Moreover, given the uncertainty at the
business-unit level, with the consequent requirement of high technical
flexibility, manufacturing control could be expected to emphasize non-
monetary control, lead/chase, make-to-order, and materials-requirement
planning. Taken together, these factors allow little possibility of establish-
ing coherent strategic planning and follow up throughout the firm.

In Figure 5.9 there is also a combination of portfolio managers where
the business units follow a cost-leadership strategy and the manufacturing
strategy is based on job-shop/batch production. In this case, too, the possi-
bilities of establishing strategic congruence and integrated control are
probably limited. The reason is that a job-shop/batch strategy is intended
to provide technical flexibility to cope with unique and varying product
specifications. As shown in the discussion in previous sections, such a
manufacturing strategy is less appropriate in a stable environment where
large-scale, cost-effective production has the highest priority. The man-
agement control and manufacturing control that support a job-shop/batch
strategy are also markedly different from the planning and follow-up char-
acteristic of a portfolio-management strategy and a cost-leadership strat-
egy. The former is adapted to a situation of high uncertainty, where a long-
term perspective and flexibility are essential. The latter is based on stable
planning conditions, a constant search for activities that do not create
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value, and the requirement of rapid monetary results. This makes it diffi-
cult to establish coherent planning and follow-up throughout the firm. The
conditions for achieving an integrated control system are probably better
when a line/flow strategy, focused on standardized products in high vol-
umes, is combined with a portfolio-management and cost-leadership strat-
egy (c¢f. Figure 5.9).%°

The final combination in Figure 5.9, where a portfolio-management
strategy is the point of departure, consists of units without a distinct busi-
ness or manufacturing strategy of a single kind. As previously mentioned,
a characteristic feature of this so-called intermediate position is that the
business unit secks to attain a strong competitive position by offering both
low prices and differentiated products. Firms that have successfully im-
plemented such a strategy are distinguished by excelling in at least two
important areas. First, there has been substantial investment in advanced
new production technology, such as flexible manufacturing systems (FMS)
(Kim and Lee, 1993). Second, management has focused for a long time on
building up a strong competence in production technology (¢f Womack et
al., 1990). Consequently, major investments are a prerequisite if a com-
bined differentiation and cost-leadership strategy is to be successfully im-
plemented. However, there are reasons to believe that this type of long-
term, high-risk investment is often avoided by corporations with a portfo-
lio-management strategy. Instead, according to the reasoning of Goold et
al., (1994, p. 420), they tend to seek a good return through small and low-
risk investments. Thus, a portfolio-management strategy and business and
manufacturing strategies based on an intermediate position are not congru-
ent.

The heavy emphasis of a portfolio-management strategy on short-term
performance can also be expected to affect the design and use of planning
and follow-up procedures. In our previous discussion, we have shown that
with portfolio managers both management control and manufacturing con-
trol are typically focused on constant improvement of cost effectiveness.
Control systems designed and used in this manner are to some degree con-
sistent with the information needs of a strategy combining product differ-
entiation and cost effectiveness. For instance, they meet the need for on-
going follow-up to maintain costs at a constant low level. Another example
is a marked emphasis on plans and forecasts to prepare for long production
runs and thus achieve steady utilization of the production apparatus. The
problem, however, is that this continual tight follow-up of costs can be
taken too far, thus undermining the aspect of strategy based on product dif-
ferentiation. As previously noted, non-monetary information, for example,



A Tentative Model 169

must be used to monitor quality, delivery time, flexibility, and other im-
portant dimensions of a differentiation strategy. Researchers like Bhimani
and Bromwich (1989) even question whether traditional monetary man-
agement control can provide adequate support for decision-making in ad-
vanced manufacturing environments. Corporations with a portfolio-
management strategy, particularly those with a record of conservative
management control, are unlikely to take the lead in designing control sys-
tems appropriate to such environments. Thus, it is probably difficult to
achieve coherent planning and follow-up which suit the firm’s needs at the
corporate, business-unit, and functional levels.

Combination of Activity Sharing, Differentiation, and Job-
Shop/Batch

A corporation with a strategy of activity sharing does business in a single
industry or several closely related industries; in other words, the degree of
diversification is low (Porter, 1987). Given the substantial similarities in
the operations of the business units, the conditions for co-ordination are
favorable. The high synergy potential, which as shown in Figure 5.12 re-
sults from the chosen corporate strategy, is reflected in the sharing of cer-
tain activities by the business units. For example, by co-ordination of
manufacturing to achieve longer production runs, it is possible to improve
cost effectiveness (ibid). If this kind of initiative is to succeed, however,
comprehensive, detailed co-ordination of business-unit activities is re-
quired — often in the form of far-reaching operational integration. As pre-
viously emphasized, this interdependence of the units in the firm means
that the whole, rather than the parts, must be in focus. The financial per-
formance of cach business unit in isolation is thus not very interesting; in-
stead, the unit is evaluated on the basis of its contribution to the business
as a whole. Therefore, quick action affecting the structure of the firm is of-
ten inappropriate for solving profitability problems of individual business
units (¢f Porter, 1985, p. 381). In summary, this means that an activity-
sharing strategy must be conducted from a longer-term perspective than a
portfolio-management strategy (c¢f Espeland and Hirsch, 1990; Goold et
al., 1994; Hitt et al., 1996).

The long-term perspective characteristic of an activity-sharing strategy
is also very important when a differentiation and job-shop/batch strategy is
to be implemented. One of the reasons is the dependence on innovative
and successful product development characteristic of a differentiation strat-
egy (cf Miller, 1987, 1988; Kald et al., 2000). At the same time, as has
been emphasized in previous sections, the environment is turbulent, with
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considerable uncertainty about which products will be in demand (¢f. Fig-
ure 5.12). One consequence is that investment in new products, new tech-
nologies, market development, etc. becomes riskier. Corporate manage-
ment must not only view such investments in a long-term perspective, but
must also be sufficiently knowledgeable about the businesses of the units
(Nilsson, 2000). Particularly with an activity-sharing strategy, where there
is often a clear core competence, corporate management and staff person-
nel can be expected to participate actively in the development of the units.
According to Goold et al. (1994, p. 419), this involvement can take a num-
ber of forms, such as thorough analysis and review of business plans, in-
vestment proposals etc. According to the authors, however, perhaps the
primary task of corporate management in this situation is to co-ordinate ac-
tivities and decisions of business units in order to ensure that the firm capi-
talizes on synergies. In these circumstances, it would appear especially ap-
propriate to combine an activity-sharing strategy with a differentiation and
job-shop/batch strategy.

The favorable conditions for achieving a high degree of strategic con-
gruence are also reflected in the probable convergence of information
needs at the corporate, business-unit, and functional levels. One of the
main reasons is that the corporation has chosen to focus on business units
with a certain specific strategy.’’As shown in Figure 5.12, the units — and
their functions — are supposed to be facing the same degree of uncertainty
because of this focus, since they interact with similar environmental ele-
ments (cf Ford et al., 1988). In a corporation where the business units
compete on the basis of differentiated products, with a flexible production
apparatus for manufacturing, the environment can be assumed to be rap-
idly changing, competitive, and fast-growing (c¢f Porter, 1980; Miller,
1986). To ensure that the competitiveness of the business units develops in
a positive direction in this environment, corporate management is deeply
involved in strategic planning and budgeting. With this kind of active man-
agement, the emphasis is likely to shift from financial information to non-
monetary information for monitoring, controlling, and co-ordinating activi-
ties (Goold et al., 1994, p. 412 ff). The reason why non-monetary
information more directly related to operations will be called for is that
corporate management is probably familiar with the business and its criti-
cal success factors. In addition, active participation by corporate manage-
ment in planning means that follow-up will be less comprehensive and
more informal (i.e. loose control) (Anthony and Govindarajan, 2004, p.
636 ff). In summary, de-emphasis of financial performance can be as-
sumed to be typical of control systems at corporations where business units
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are mutually dependent and operations are viewed in a long-term perspec-
tive. As the discussion in previous sections has shown, management con-
trol designed and used in this way is similar to the kind of planning and
follow-up appropriate to a differentiation and job-shop/batch strategy.

The turbulent environment, where shifts in customer demand are diffi-
cult to predict, also has a strong impact on the design and use of manufac-
turing control. With frequent changes in the volume and mix of produc-
tion, it is difficult to achieve long production runs (Ward et al., 1996; Hill,
2000). This does not mean, however, that activity sharing among the pro-
duction functions of the various business units is impossible or ruled out
for other reasons. According to Porter (1987) there are numerous cases
where sharing of production activities can reduce the cost of differentia-
tion. But perhaps more important is the vast potential for further product
differentiation — through activity sharing — in other functions such as mar-
keting, research and development etc. (ibid).*® In the latter situation, corpo-
rate-wide manufacturing control that gives priority to large-scale opera-
tions and cost effectiveness is not very suitable. The reason is that these
kinds of decision-making routines and processes are too complicated and
expensive for this type of situation (Goold et al., 1994, p. 424). Instead,
corporate management can be expected to establish coherent planning and
follow-up appropriate to the high degree of uncertainty typical of a differ-
entiation and job-shop/batch strategy. In several previous sections of this
chapter, it has been emphasized that this kind of manufacturing control has
the following features: nonmonetary control, a capacity and planning strat-
egy based on lead and chase, manufacturing to customer order, and materi-
als-requirement planning as the control concept. These procedures for
planning and follow-up also bear a strong resemblance to the kind of man-
agement control appropriate to the chosen corporate, business, and manu-
facturing strategies; i.e., conditions should favor the establishment of an
integrated control system.

Combination of Activity Sharing, Cost Leadership, and
Line/Flow

According to Porter (1987), an activity-sharing strategy can be appropri-
ately combined with a cost-leadership strategy.” At the functional level, a
line/flow strategy, with its efficient production apparatus, is probably nec-
essary if manufacturing costs are to be the lowest in the industry (Hayes
and Wheelwright, 1979a; Kim and Lee, 1993) — a central goal of a cost-
leadership strategy (Porter, 1985). Through sharing activities within func-
tions such as purchasing, production, and sales, the cost per unit produced
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can be lowered further. As has been noted previously, it is therefore par-
ticularly important with an activity-sharing strategy that corporate man-
agement create conditions that will facilitate the exploitation of synergies
(¢f. Goold and Campbell, 1987c). Business units should therefore be en-
couraged to co-operate. To ensure that this co-ordination functions satis-
factorily, thus helping to reduce unit costs, corporate management often
has support units and different staff functions at its disposal. According to
Goold et al. (1994, p. 412 ff), such units are also intended to assist in the
development of unit businesses, for example by evaluating business plans
and investment proposals.*” *' The authors (ibid) also emphasize that shar-
ing resources or service departments in such areas as marketing, engineer-
ing, and R&D can improve cost effectiveness at both corporate and busi-
ness-unit levels.

Although an activity-sharing strategy and a cost-leadership and
line/flow strategy appear mutually consistent, it is not self-evident that a
high degree of strategic congruence can be achieved. The principal expla-
nation is that short-term profitability is not equally important with these
different strategies. From the discussion in previous sections, it is obvious
that a cost-leadership strategy is based on meticulous cost control and that
cash flow and profits are to be maximized in the short run. With an activ-
ity-sharing strategy, by contrast, being a strong competitor depends on the
use of shared human and structural capital, and the business is managed
with a longer-term perspective. According to Goold et al. (1994, p. 419 )
and Nilsson (2000), this long-term approach entails a danger that mediocre
financial performance will be tolerated year after year. Such a tendency
can be harmful to the business units and their functions. One consequence,
for example, may be that the need for constantly improving efficiency is
not sufficiently stressed. Instead of trying to eliminate all activities that do
not create value, business-unit management may be tempted to undertake
high-risk investments with a long pay-back period. Since the chosen busi-
ness and manufacturing strategies require an intense focus on cost-
minimization, this type of risky initiative may tend to erode the unit’s
competitive strength.

The need for well-developed cost control at the business-unit and func-
tional levels should also impact the design and use of management control.
From Figure 5.13 and the reasoning in previous sections, it is apparent that
a cost-leadership and line/flow strategy is appropriately accompanied by
tight monetary control, reflecting a short-term perspective. As for manu-
facturing control, it can be expected to have the following characteristics:
monetary control, a capacity and planning strategy of lag and level, make-
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to-stock as the customer-order decoupling point, and finally, just-in-time
as the control concept. At the corporate level, however, the chosen strategy
of activity sharing will probably result in planning and follow-up that are
differently designed and used. As previously emphasized, one feature typi-
cal of this strategy is that management control and manufacturing control
are focused on nonmonetary information. Thus, there are certain differ-
ences in information needs between corporate management, on the one
hand, and managers at the business-unit and functional levels, on the other.
For this reason, there will be difficulties in establishing integrated control.

To summarize, in the situation described above, there is a poor fit be-
tween the corporate strategy, on one hand, and the business and manufac-
turing strategies, on the other, with limited possibilities of integrating the
systems of management and manufacturing control. At the same time,
however, empirical studies have shown that a relatively good match be-
tween strategies and control systems can also be achieved in this type of
combination (Nilsson, 2002). With a low degree of diversification, and
strategies with the same focus, there will be considerable similarities be-
tween the businesses of the units. For example, in a forest-products corpo-
ration, only limited differences can be expected from one mill to another in
regard to organizational structure, critical success factors, etc. In manufac-
turing, it is not unusual, either, to find highly focused corporations, with
largely identical business units, where the principal difference is that they
serve different geographic markets. For natural reasons, it is easier to
achieve a clear, common business logic in this type of firm than in a con-
glomerate, where the businesses of the units are often quite dissimilar
(Goold and Campbell, 1987a).* As previously mentioned, the existence of
numerous common features means that corporate management can be ex-
pected to participate very actively in the development of the units.

Close interaction between business-unit and corporate managements
will contribute to an understanding of the information needs at the busi-
ness-unit level. Since it is the business units that compete on the market, it
is particularly important that the corporate control systems not hamper de-
sired developments at the unit and functional levels. This realization can
be the first step in the gradual adjustment of the corporate-wide manage-



175

A Tentative Model

Business unit level Functional level

Corporate level

(mopg/our] pue ‘diysropes] 1500 ‘Burreys AJATIOR JO SUONBUIGUIOD) [OIU0D PIIRIZoIUI pue 2ousnIsuod sidaens €1°s Siq

}

S
—
swlj-ur-snp -
300)s 0} e aAsosdsIad wiIsiIoyg 1e0|UL08) MO Ageys
10J)uco Auejsuop
leAaT / Ben > 1021009 JBIL > [eluswuC.IAUB UBIH
{04)uoo AJejsUol : ABajelis Mol / Ul
foiuod Buunjaenuepy [oJ3U0D Jusuabeue AbBejens |euondunyg uonauUNy JuUBWUONAUR-qNS
- ~ v
HE] I}
jo13uod pajeibajuj @ouanubuod aibajens w4
A
(e —~
sug-uksnp aAoadsiad Wiskyous ssatisnbiun onpoid p
0018 0} AW 104ju0o AIRjsuUon 0 93a168p MO Higers
lena / Ben <+ UG B! <+ s P M0 [euswuolAUS YBiH
jo4)uco Asejsuon 1o MPIL
ABajel)s diysispes| 180D
jonuod BulnjoeNUe JOJ3U0D Judluabeue |y ABajens ssauishg JUN JUBLLIUOCIAUI-GNS
T~ ~ ~ -
Wis|w [epuslod / 14 Hisiw fepusied / 14
|oJjuod pajesbaju) @auanibuoo ajbajyelss ¥4
A A
Ie ™
‘uld juswasnbai-sjelsie
18pI0 0} SEW aAadsiad wus)-Buon
aseyD / pear| 101300 AJejsuoul-UoN renusiod ABiauAs ybiH Aigejs

|0JjU0D AJR}SUOU-UON >

HO [eAsl-Ng O} Juaunsnipy

10J3U0% 88007 <+
AbBejedis Bupeys AyAnoy
HO [2r8]-Ng 03 Juswisnpy

[ejUSWUOIIAUB YBIH

lolyuo2 Buunjoenuep

|ouo02 Juswabeue Abajeuys ajeiodion

ajerodiod Juawuonaua-qng




176  Strategic Congruence and Integrated Control at the Corporate Level

ment-control system toward desired coherence in planning and follow-up.
For example, the importance of extremely high cost effectiveness can lead
corporate management to step up the frequency and detail of financial re-
porting. Another possible development is that corporate management will
actively support corporate-wide manufacturing control that benefits from
the stable planning conditions of the business units. As we have previously
emphasized, one effect of a stable environment is that manufacturing con-
trol can be based on just-in-time, making it possible to increase the capac-
ity utilization of machinery and equipment (¢f. Vollmann et al., 1992). Fo-
cusing corporate-wide control more on cost effectiveness should probably
affect the interpretation of corporate strategy as well. As a consequence of
this adjustment, there will likely be more emphasis on short-term results
and elimination of activities that do not create value, thus enhancing con-
gruence between the respective strategies at the corporate, business-unit,
and functional levels.

Combination of Activity Sharing and Intermediate Position

We have previously discussed the difficulties of combining a portfolio-
management strategy with a business and functional strategy based on an
intermediate position. At the root of these difficulties lies the short-term
perspective of the portfolio-management strategy, which can be a hin-
drance to necessary investments (Espeland and Hirsch, 1990; Hitt et al.,
1996). For example, substantial sums must often be invested in advanced
production technology if the unit is going to succeed in combining product
differentiation and cost leadership (c/ Womack et al., 1990; Kotha, 1995).
Moreover, these kinds of very long-term, high-risk investments require
thorough evaluation, with inputs from corporate staff. Firms with a portfo-
lio-management strategy often lack the absolute, cutting-edge competence
needed to analyze complex investment proposals entailing a high degree of
uncertainty. At firms with an activity-sharing strategy, on the other hand,
corporate management will often be thoroughly familiar with the business,
with recourse to a large staff of specialists (Goold et al., 1994, p. 412 1),
and thus be in a good position to assess the actual business utility of the
investments involved, with a business and functional strategy based on an
intermediate position. As emphasized in several other sections, manage-
ment will then apply a definite long-term perspective view to their busi-
nesses. In these circumstances, we may assume that a business unit seeking
competitive advantage by offering differentiated products at low prices can
prosper from belonging to a corporation with an activity-sharing strategy,
this in view of the relatively favorable conditions there for establishing
strategic congruence.
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As for the control that we can assume will accompany an activity-
sharing strategy, it is appropriate in certain respects for a business and
manufacturing strategy based on an intermediate position. Figure 5.14
shows that planning and follow-up primarily support those aspects of strat-
egy that are important for creating product uniqueness and technical flexi-
bility. Non-monetary control can be cited as an example of the former
(Nilsson and Rapp, 1999), while a control concept of materials-
requirement planning is an example of the latter (Hill, 2000). However,
corporate-wide management and manufacturing control designed and used
in this manner will provide only limited support for large-scale, cost-
effective production. If integrated control is to be achieved, corporate
planning and follow-up must therefore focus much more strongly on con-
stantly improving efficiency and on eliminating all activities that do not
create value (cf. Figure 5.8). As mentioned in previous sections, this means
that management control may need to strike a balance between loose and
tight control, and monetary and nonmonetary control, as well as reflect
both a short-term and long-term perspective. Manufacturing control must
also be more mixed and appropriate for a product offering that competes
through both differentiation and cost effectiveness. Figure 5.14 shows that
such an intermediate position probably calls for manufacturing control
with the following features: monetary and nonmonetary control, track and
level as capacity and planning strategies, assemble-to-order as the cus-
tomer-order decoupling point, and a hybrid of materials-requirement plan-
ning and just-in-time as the control concept.

To change corporate-wide planning and follow-up, making it more con-
sistent with the information needs at lower organizational levels, is a com-
plex and time-consuming process. With an activity-sharing strategy, how-
ever, the conditions for successively adapting management control and
manufacturing control are particularly favorable. As we have previously
emphasized, one of the main reasons is that an activity-sharing strategy
will lead to close interaction between corporate and business-unit man-
agement. The interaction is part of a learning process that includes not only
ways to improve the day-to-day management of the firm, but also the de-
velopment of internal structures to facilitate this work. It is thereby possi-
ble to create an understanding of business-unit information needs and the
kind of control that is most favorable to the development of unit competi-
tiveness. In the next phase of this learning process, it can also aid in the
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development of corporate-wide control for the purpose of establishing an
integrated control system. For example, Nilsson (2002) has shown how an
activity sharer changed parts of its overall system of management control
to focus more on following up cost effectiveness at the business-unit level.
It was thus possible to achieve a coherent system of planning and follow-
up despite an initial potential misfit between strategies and control sys-
tems.

Activity Sharing — Combinations of Misfits

Figure 5.9 shows that other combinations of corporate, business, and func-
tional strategies, based on an activity-sharing strategy, can be expected to
result in a potential misfit. In the first combination, where the conditions
for matching strategies and control systems are not very favorable, the
business strategy is based on product differentiation. The manufacturing
strategy is line/flow and is thus aimed at managing situations where busi-
ness-unit products are highly standardized and manufactured in large vol-
umes (Hayes and Wheelwright, 1979a). We can assume that such a manu-
facturing strategy would be very difficult to combine successfully with a
differentiation strategy (cf. Figure 5.5). The reason is that a line/flow strat-
egy requires stable planning conditions, a situation not casily achievable
when the business unit competes through product differentiation (Kim and
Lee, 1993; Shank and Govindarajan, 1993). The discussion in the initial
sections of this chapter has shown, in addition, that a differentiation and
line/flow strategy is a combination that makes it harder to establish inte-
grated control. The former type of strategy calls for control systems
adapted to planning and follow-up in a situation characterized by uncer-
tainty. There, flexibility and a long-term approach, as well as the possibil-
ity of capturing a broad spectrum of critical success factors, are important.
With the latter type of strategy, on the other hand, the appropriate focus of
planning and follow-up would be on high cost effectiveness.

The next combination, which according to Figure 5.9 may lead to a po-
tential misfit, consists of activity sharers where the business units follow a
cost-leadership strategy and manufacturing strategy is based on job-
shop/batch production. Like the situation described in the previous section,
this combination can be assumed to entail difficulties in achieving a fit be-
tween strategies and control systems — particularly at the business-unit and
functional levels. A job-shop/batch strategy features a high degree of tech-
nical flexibility and is thus particularly appropriate for small-scale manu-
facture of customized products (Hayes and Wheelwright, 1979a). On the
other hand, it does not meet the need of a cost-leadership strategy for low
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production costs (¢/ Hill, 1989). Nor is the kind of management control
and manufacturing control suitable for a job-shop/batch strategy consistent
with the type of planning and follow-up desired by business-unit manage-
ment (¢f Figure 5.6). The substantial differences in information needs
shown in Figure 5.6, and ultimately the uncertainty faced by each organ-
izational unit, are the principal reasons why integrated control is difficult
to establish with this set of strategies.

Summary

In this chapter we combine the concepts of strategic congruence and inte-
grated control in a tentative model. We discuss the importance of these two
variables for creating competitive advantage, and ultimately high perform-
ance, at the business-unit level as well as at the corporate level. At the
business-unit level, we can expect that a differentiation strategy and a job-
shop/batch strategy will lead to strategic congruence, thus favoring the es-
tablishment of integrated control. We can also expect a fit between strate-
gies and control systems when a cost-leadership strategy and a linc/flow
strategy are combined. In these two combinations, the business unit and its
functions typically operate in similar subenvironments, and the degree of
uncertainty converges. Consequently, the same conditions prevail for pre-
paring plans and reports, thus facilitating the establishment of an integrated
control system. For example, a budget that has been prepared under high
uncertainty does not have nearly the same relevance as one prepared in a
stable environment. The congruence of business-unit and functional plan-
ning horizons enhances the transparency of the planning and follow-up
processes.

When the analysis is expanded to the corporate level, the dimension of
synergy potential (high or low) is introduced. Synergy potential affects,
among other things, the degree to which the value chains of the business
units must be co-ordinated. It thus also impacts the degree to which corpo-
rate management participates actively in the planning and follow-up of
unit businesses. The possibilitics of undertaking immediate structural
measures, and the degree to which rapid monetary results are emphasized,
are further aspects in which synergy potential can be assumed to affect
strategies and control systems. On this basis, we can expect a fit between
strategies and control systems when a corporate strategy of portfolio-
management is combined with a cost-leadership strategy, provided, how-
ever, that a line/flow manufacturing strategy is followed. It is also possible
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to achieve a high degree of strategic congruence and integrated control
when an activity-sharing strategy and a differentiation strategy are com-
bined. Manufacturing strategy will then be job-shop/batch. By mutual ad-
aptation of the corporate control systems and business-unit needs, it is also
possible to achieve a fit when an activity-sharing strategy is combined with
a cost-leadership and line/flow strategy. For such an accommodation to be
possible, the corporation must have a low degree of diversity and the busi-
ness units must have similar strategies.

In addition to these “pure,” or unmixed, strategic combinations, we have
also discussed a number of cases where the business units seek to compete
by offering differentiated products manufactured at low cost. This so-
called intermediate position requires substantial investment in tangible and
intangible assets, and highly skilled management as well. One major diffi-
culty is in designing planning and follow-up procedures appropriate for
business and functional strategies that emphasize both product differentia-
tion and cost-effective production. Qur analysis shows that an activity-
sharing strategy is most likely to result in strategic congruence and inte-
grated control at a unit with a mixed business and manufacturing strategy.
For example, the control systems typical of a business and manufacturing
strategy with this focus are similar in design and use to the planning and
follow-up typical of an activity sharer.
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Notes

We have chosen to use the concept of “subenvironment” to make clear
that the corporation and its units and functions often operate in differ-
ent environments. Consequently, in this context the term “subenviron-
ment” is used synonymously with “environment.”

In previous chapters, corporate synergy potential has been regarded as
an important situational variable. It has also been emphasized that it is
the corporation’s business units, not the corporation as such, that com-
pete on the market. The meaning of the concept of “environment” is
thus less clear for a corporation than for a business unit or function.
However, with a so-called single business — that is, in cases where the
degree of diversification is extremely low and the business is function-
ally organized, the corporation can be said to compete directly on a
market (compare Chapter 3, Footnote 5). To cover cases like these, and
for the logical cogency of our conceptual apparatus, we have therefore
chosen to apply the term “subenvironment” to corporations as well.

For a more detailed discussion, see the section “Toward a More Com-
plex Theory” in Chapter 2.

Goold et al. (1994) use the concept of “Heartland Business™ to desig-
nated corporations where there is a common business logic. See also
Chapter 1, Footnote 12.

As mentioned previously, our model is based on the research cited in
the introductory chapters of this book. In many cases, the relationships
treated in the model have been tested empirically and / or are based on
theoretical reasoning. One example is the relationship between busi-
ness and manufacturing strategies, which has been explored by such
scholars as Hayes and Wheelwright (1979a), Kotha and Orne (1989),
Kim and Lee (1993) and Ward et al. (1996). In this connection, how-
ever, it should be noted that we review the literature in three major and
well-established fields of research. In the Introduction to this book, we
emphasized that we thus could not undertake an exhaustive study of
the literature. To our knowledge, however, few researchers have dis-
cussed how strategic congruence and integrated control together affect
the creation of competitive strength.

See the section “Strategy and Control” in Chapter 2.
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7.

10.

11.

12.

As shown in the foregoing discussion, technical flexibility refers to the
degree to which the firm’s production apparatus can rapidly cope with
changes in the mix of products to be manufactured and to changes in
volume. Technical flexibility is a very important aspect of a typical
manufacturing strategy and is closely related to the degree of uncer-
tainty and turbulence in the subenvironment of the production function.

For a summary of the research findings that describe the relationship
between the dimensions of intensity of monitoring, type of information
used, and time perspective, on the one hand, and the chosen business
strategy, on the other, see Chapter 2, Table 2.2.

For a summary of the research findings that describe the relationship
between the dimensions of information used, capacity and planning
strategy, customer-order decoupling point, and control concept, on the
one hand, and the chosen manufacturing strategy, on the other, see
Chapter 2, Table 2.3.

Just-in-time (JIT) is described in the section “Manufacturing Control”
in Chapter 4.

Much of the research that considers the relationship between strategy
and control from a holistic perspective is focused on showing that
manufacturing and management control must include all relevant or-
ganizational levels (in principle, the corporate, business, and functional
levels) and decision levels (in principle, the strategic, tactical, and op-
erational levels). Even though the scope of research has been broad-
ened to include these levels, our knowledge is limited in regard to cer-
tain relationships between basic strategy and the design and use of
control systems. In this respect, research, especially in the form of
large-scale empirical studies, is still to a large extent focused on further
study of “old” and well-established organizational levels and decision
levels. For a detailed discussion of this research, see the section “Strat-
egy and Control” in Chapter 2 and the section “Integrated Control De-
fined” in Chapter 4.

In this book we have chosen to discuss only a few combinations of
strategies and control systems. Since there exist different degrees of fit
(¢f Donaldson, 2001), it may be assumed that there are many more
possible combinations of strategics and control systems with a reason-
able degree of strategic congruence and integrated control. See also
Chapter 6, the section “Summary and Conclusions.”
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13. Environmental elements are discussed in the section “Toward a More
Complex Theory” in Chapter 2.

14. The concepts of “domain” and “subenvironment” are both used to des-
ignate the part of the environment with which a specific organizational
unit has chosen to interact. Thus, the two terms are treated as synony-
mous.

15. Protective buffers are discussed in the section “Contingency Theory”
in Chapter 2.

16. From the review of the literature, it can be seen that most of these stud-
ies were conducted at the business-unit level. Since some of the studies
relate their findings both to strategy and to the degree of uncertainty, it
is possible to apply findings reached at one organizational level to an-
other level. For example, findings where business strategy and the de-
gree of uncertainty are related to the design and use of the business
unit’s budget could be considered valid at the functional level as well,
provided, however, that the degree of uncertainty is similar. We thus
regard strategy as an intermediate variable between the environment —
with its associated degree of uncertainty — and the internal structures of
the firm. See also Footnote 11.

17. Two examples of long-run criteria are new-product development and
market development. See also Chapter 2, Footnote 20.

18. Engineer to order (ETO) is common with customized products. How-
ever, we have chosen not to discuss this type of customer-order de-
coupling point since our focus is on products manufactured in series.
See also the section “Manufacturing Control” in Chapter 4.

19. Perera et al. (1997) also study the cost and dependability dimensions of
manufacturing strategy. For a more detailed discussion, see the section
“Strategy and Control” in Chapter 2.

20. How an integrated control system can simplify or complicate the stra-
tegic dialogue — for example, in regard to gathering information about
emerging threats and opportunities (¢/. Simons, 1995) — is discussed in
Chapter 6.

21. Hayes and Wheelwright (1979a) also use the terms “assembly-line
strategy” and “continuous flow”, respectively.
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22.

23.

24,

25.

26.

217.

28.

29.

By efficiency-based measures Abernethy and Lillis (1995) mean
monetary measures focused on cost effectiveness.

In cases where the firm offers different variants of the final product,
the latter is assembled to customer order (ATO). For a description of
ATO, see the section “Manufacturing Control” in Chapter 4.

Two examples of short-term criteria are operating profits and return on
investment. See also Chapter 2, Footnote 20.

Buffers partially protect the production function from harmful envi-
ronmental influences. See also the section “Contingency Theory” in
Chapter 2.

According to Hill (1989), the first FMS was developed in the 1960s.

An intermediate position is assumed to be characterized by low unit
costs achieved through highly efficient production. At the same time,
there are arecas where product differentiation entails additional costs,
such as R&D, marketing, and service, for example. Consequently, an
intermediate position does not offer the same possibilities as a pure
cost-leadership strategy for achieving the lowest costs on the market.
Therefore, there is a need to exploit all opportunities to enhance cost
effectiveness, as long as doing so does not negatively affect the percep-
tion of the product as differentiated.

According to Vollmann et al. (1992, p. 70) cellular manufacturing
takes place when a group of machines produce certain specific parts.
The machines are manned by employees with a broad range of compe-
tence and thus capable of operating several machines.

Some empirical studies indicate that a corporate strategy of purcly one
kind provides the most favorable conditions for creating competitive
advantage and providing a good return to shareholders. Corporations
that have tried a strategy combining portfolio management and activity
sharing do not seem to attain equally strong market positions, and con-
sequently they eamn a lower return (¢f Goold and Campbell, 1987a).
One explanation is the difficulty in finding strategic features and criti-
cal success factors common to most of the business units (Goold et al.,
1993b). We have therefore chosen not to discuss mixed corporate
strategies further. See also Nilsson (2000).
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30.

31.

32.

33.

34

35.

36.

37.

38.

39.

40.

This discussion is amplified in the subsection “Combination of Activ-
ity Sharing, Differentiation, and Job-Shop/Batch.”

For a discussion of the concept of “Parenting Advantage,” see the sec-
tion “Corporate Strategy” in Chapter 3.

A conglomerate is another term for a corporation with a portfolio-
management strategy.

The studies by Goold and Campbell (1987a) and Nilsson (2000) are
described in detail in the section “Strategy and Control” in Chapter 2.
The corporate-strategy typology developed by Goold et al. (1994),
based on their empirical findings, is described in the section “Corpo-
rate Strategy” in Chapter 3.

Instead, Goold et al. (1994) use the closely related concept of “Heart-
land.” See, for example, Chapter 1, Footnote 12.

Figure 5.10 provides a basis for the discussion of the combinations in-
volving a portfolio-management strategy where there is a potential
misfit. However, we do not develop a special figure for each combina-
tion, but only discuss these cases in principle on the basis of previous
sections. The reason is the large number of combinations where there
is a potential misfit (see Figure 5.9).

For a more thorough explanation, see the subsection “Combination of
Portfolio Management, Cost Leadership and Line/Flow.”

Additional examples are found in the section “Corporate Strategy” in
Chapter 3.

See the section “Corporate Strategy” in Chapter 3.

Porter (1987) holds that a differentiation strategy is also appropriate for
combination with an activity-sharing strategy. See the discussion in
previous sections.

In a couple of recent articles Goold and Campbell discuss the difficult-
ties of establishing the right amount of hierarchy, control and proc-
essses. See Chapter 1, Footnote 13.
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41.

42.

Goold et al. (1994) do not explicitly discuss activity sharers. Instead,
they use the term “Strategic Planning Style” in their book. As can be
seen from our discussion in Chapter 3 in the section “Corporate Strat-
egy,” strategic planning bears many similarities to an activity-sharing
strategy.

It should be underscored that it is not impossible to establish a com-
mon business logic in a conglomerate. For further discussion, see the
section “Combination of Portfolio Management, Cost Leadership, and
Line/Flow.”



6 Conclusions and Implications

The purpose of this chapter is to present the central conclusions reached in
the book and to discuss some of the implications. The chapter begins by
summarizing the principal assumptions introduced in previous chapters.
This summary serves as a basis for conclusions regarding the combinations
of strategies and control systems that could be expected to facilitate the
creation of competitive advantage. Since the matching of environment,
strategies, and control systems may be assumed to be temporary, we also
discuss the dynamics of fit and their probable effect on strategic congru-
ence and integrated control. Thereafter, we present some practical manage-
rial implications for those readers — managers, consultants, and other prac-
titioners — whose work involves the creation of competitive firms. The
necessary steps and common pitfalls in establishing strategic congruence
and integrated control are treated in detail. The chapter ends with a section
in which we consider some theoretical and methodological implications of
the preceding discussion. In this section, we also relate our discussion to a
number of previous studies. Morcover, since many important questions
remain to be answered, we provide suggestions for further research in the
area.

Summary and Conclusions

How to create and sustain competitive advantage is a subject that has re-
ceived considerable attention from researchers in economics as well as
business administration. The existing studies can roughly be classified into
two groups according to the level of analysis: macro and micro. The for-
mer category relates to the competitive strength of entire nations; the latter,
to the manner in which the individual firm creates competitive advantage
on its own market. As noted in the introductory chapter, this book focuses
on the micro level. Our purpose is to provide additional knowledge and
understanding of the ways in which competitive advantage is created by
the individual firm. Qur principal areas of focus in this connection are stra-
tegic congruence and integrated control. The following two conditions —
mutually consistent strategies and coherent strategic planning and follow-
up — are regarded by us as prerequisites to being a strong competitor. It
may be noted, however, that the two concepts of strategic congruence and
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integrated control for the most part have been treated separately and/or
within a limited part of the firm. Few empirical studies have considered
how strategies and control systems at the corporate, business, and func-
tional level influence each other.' One probable explanation for this situa-
tion is that strategy, management control, and manufacturing control have
been regarded as separate areas of research.

In our discussion on the ways in which strategies and control systems
create competitive strength, contingency theory is an important point of
departure. This means that competitiveness may be regarded as the result
of a fit between the business environment, strategy, and internal structures
(organization, control systems and processes) of the firm (¢f Lawrence
and Lorsch, 1967). Thus, the firm is viewed as an open system where one
of the principal tasks of management is to choose a strategy that matches
the internal structures of the organization with the environment — that is, to
establish a so-called external fit. In Chapter 2, we show that in strategic
management a number of different models have been developed for strate-
gic analysis aimed at facilitating the achievement of an external fit. Al-
though these models have been questioned, we believe that management
can — and should — assume a significant responsibility for the development
of the firm’s strategy. This means that management must thoroughly un-
derstand both the environment in which the businesses of the corporation
operate, and the ways in which the corporation should use its internal
structures to position the product offering. In addition, management must
ensure that the internal structures of the firm are well adapted to the chosen
strategy — in other words, that there is a so-called internal fit. We have
chosen to highlight the control systems in our analysis of internal fit since
management control and manufacturing control arec regarded as critical in-
ternal structures for the formulation and implementation of strategies
(Simons, 1995; Hill, 2000; Anthony and Govindarajan, 2004).

In the normative literature, the formulation of competitive strategies is
often described as a relatively non-problematic process (see, for example,
Ansoff, 1965; Learned et al., 1965). The usual recommendation is to start
with corporate goals and strategies and then to break these down to the
business-unit and functional levels. This approach is intended to produce
strategic congruence — in other words, corporate, business, and functional
strategies that are mutually consistent and appropriate to the firm’s com-
petitive arena and overall strategic aims. In many cases, however, strategic
co-ordination fails because of excessive dissimilarities between the corpo-
rate, business-unit, and functional subenvironments. These disparities are
manifested primarily in the different degrees of uncertainty to which the
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organizational units are exposed (¢f Thompson, 1967). Thus, decisions are
made more difficult in many vital areas — for example, the organization of
manufacturing and the degree to which decisions can be decentralized. To
avoid this type of problem, corporate management must limit their in-
volvement to business units with similar competitive arenas and business
strategies, units that would be closely related in regard to the nature of
synergies and typical decision-making situations (Goold et al., 1994).
From our review of the literature, it is apparent that a common business
logic is one distinguishing feature of many competitive and financially
successful firms. These firms have succeeded in choosing — for each or-
ganizational level — the environment where its internal resources can be
used to best advantage.

Another distinguishing feature of a number of competitive firms is that
they have begun to establish systems of integrated control (Nanni et al.,
1992; Yoshikawa et al., 1994; Cooper, 1996). The purpose of integrated
control is to facilitate the exchange of information between different or-
ganizational levels and decision-makers regarding strategic, tactical, and
operative decisions. For example, the transparency of the planning and fol-
low-up process can be enhanced through using similar concepts and prin-
ciples in all of the firm’s control systems (¢f Argyris, 1977). There will
then be no need in management control to translate or reinterpret informa-
tion from manufacturing control for use as a basis for decisions (cf
McNair et al., 1990). It should be noted, however, that we are not referring
to systems integration in a strictly technical sense, but to the importance of
a corporate-wide control model — in other words, guidelines for planning
and follow-up for the corporation as a whole.® It will be casier to establish
such guidelines if management has a clear conception of the kind of busi-
nesses on which the firm should focus and the way in which these busi-
nesses contribute to value creation. Just as an integrated system of control
facilitates achievement of a high degree of strategic congruence, mutually
consistent strategies favor the establishment of coherent planning and fol-
low-up.

Despite research results suggesting that the competitive advantage of a
firm is affected by strategic congruence and integrated control, there are
few studies, as far as the authors are aware, in which these two areas are
discussed in conjunction. Our analysis is therefore based on the variables
and relationships presented in the tentative model described in Chapter 2
(see Figure 2.4) and further developed in Figure 6.1. One assumption is
that management is in a position to choose a strategy appropriate to the en-
vironment. Another assumption is that in a longer-term perspective man-
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agement can affect, at least to some extent, the degree to which the firm
will operate in a turbulent or stable environment. In addition, we discuss
the possibilities of achieving strategic congruence and integrated control
on the basis of the conditions prevailing at the corporate, business-unit,
and functional levels. As previously mentioned, we place emphasis on the
subenvironment of the organizational unit and on the degree of uncertainty
created in the interaction with various environmental elements.

In Chapter 3, where various strategic typologies are described, it is
stressed that the matching between environment and strategy differs
among the three organizational levels. Figure 6.1 shows that at the corpo-
rate level, synergy potential — that is, the potential for activity sharing by
the business units — is a central dimension of corporate strategy. At the
business-unit level, product uniqueness — that is, the degree of product dif-
ferentiation — is significant in the choice of business strategy. Finally,
technical flexibility — that is, the possibility of managing changes in the
volume and mix of production — is of importance to strategy at the func-
tional level. These three dimensions — synergy potential, product unique-
ness, and technical flexibility — can be combined in a number of different
ways, but only a few of them can be assumed to result in a substantial de-
gree of strategic congruence. As previously emphasized, management of-
ten succeeds only in achieving a match between environment and strategy
in a limited part of the firm. It is much harder to establish strategic congru-
ence throughout an entire firm, that is, at the corporate, business-unit, and
functional levels. To attain this goal, the firm must have a defined core
business with the same critical success factors for the various operations.

We have emphasized that an external fit is not sufficient to achieve
competitive strength and a good financial return. It is also important to
match the firm’s strategies with the design and use of its control systems —
in other words, to establish an internal fit. This matching can be analyzed
in a number of central dimensions of a firm’s planning and follow-up. In
Chapter 4 — and in Figure 6.1 — we show that it is appropriate to analyze
management control in the following dimensions: intensity of monitoring
(tight or loose), type of information used (monetary or non-monetary), and
time perspective (short-term or long-term). As for manufacturing control,
it can be analyzed in terms of type of information used (monetary or non-
monetary), capacity and planning strategy (lag / level or lead / chase), cus-
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tomer order de-coupling point (make-to-stock or make-to-order), and con-
trol concept (just-in-time or materials-requirement planning). To establish
integrated control, the control systems must be similarly designed and used
at the different organizational levels. This means, for example, that if
monetary information is stressed in management control and manufactur-
ing control, it is also important at the corporate, business-unit, and func-
tional levels. As previously emphasized, this integration of control systems
should be casier if there is already a high degree of strategic congruence.
Another favorable condition is the presence of a clear and well-considered
control model.

In Chapter 5 we analyze the possibilities of establishing a high degree of
strategic congruence and integrated control in a total of ten different com-
binations of corporate, business-unit, and functional strategies. These
combinations are based on a selection of various strategies, each of a sin-
gle, unmixed type. In addition, the existence of different degrees of fit
makes the number of possible combinations of strategies and control sys-
tems, with a reasonable degree of strategic congruence and integrated con-
trol, very large. We therefore make no claim that our analysis covers all
possible combinations. Nor are the dimensions for analyzing strategies and
control systems intended to present in detail the factors that determine
whether strategic congruence and integrated control can be achieved. Our
objective is to describe a number of tendencies, not hard-and-fast princi-
ples, concerning the fit between different strategic levels and the role of
control systems in that respect. Since this analysis cannot be simply sum-
marized, the reader interested in a more detailed discussion is referred to
Chapter 5. However, we would like to present briefly our conclusions on
two combinations where the prospects of achieving competitive strength —
through strategic congruence and integrated control — may be considered
especially favorable. Please observe that these two combinations, as well
as the other tendencies in Chapter 5, are of a tentative nature and have to
be thoroughly tested in future empirical studies.

1. The conditions for creating strategic congruence, as well as a high de-
gree of integrated control, may be assumed to be favorable when (a) the
corporate strategy is focused on portfolio management and combined
with strategies of cost leadership and line / flow; (b) management con-
trol is tight and monetary, and reflects a short-term perspective; and (c)
manufacturing control is based on a capacity and planning strategy
combining lag and level, manufacturing is to the stock of finished-goods
(MTS), and the control concept is based on just-in-time (JIT).
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2. The conditions for creating strategic congruence, as well as a high de-
gree of integrated control, may also be assumed to be favorable in the
following circumstances: (a) a corporate strategy of activity sharing is
combined with differentiation and job-shop / batch strategies; (b) man-
agement control is loose and non-monetary, and reflects a long-term
perspective; and (c) manufacturing control is based on a capacity and
planning strategy combining lead and chase, manufacturing is to cus-
tomer order (MTOQ), and the control concept is based on materials-
requirement planning (MRP).

As is shown in our analysis in chapter 5, other conceivable combina-
tions do not seem to provide the same favorable conditions for achieving a
high degree of strategic congruence and integrated control. Usually the
reason is a poor fit between a least two strategic levels and / or a poor fit in
regard to management control and the design and use of manufacturing
control. In two of these cases (see Chapter 5, Figure 5.9), though, it should
be possible to improve the possibilities of establishing integrated control
by adapting corporate-wide management and manufacturing control to the
needs at the business-unit level. As shown by the interrelationships be-
tween strategies and control systems in Figure 6.1, we may expect that
such an adjustment will lead to a higher degree of strategic congruence.

The Dynamics of Fit

Up to this point the discussion of fit has had a relatively static emphasis.
The matching between environment, strategies, and control systems has
been analyzed primarily at a single point in time. In a longer-term perspec-
tive, however, it is reasonable to assume that the conditions for a fit are
only temporary. Thus, one can expect that periods with a high degree of
strategic congruence and integrated control will be followed by periods of
instability and disequilibrium (cf Bettis and Hitt, 1995; Fiegenbaum ct al.,
1996). Business dynamism — that is, changes in the environment of the
firm — is frequently the recason why strategies and control systems may
need to be reviewed. According to Zajac et al. (2000) examples of events
or conditions that can lead to instability are changes in consumer prefer-
ences, actions of competitors, and shifts in technology. Another type of
condition mentioned by the authors is organizational, such as when a lack
of resources makes implementation of the selected strategy more difficult.

In many of the previous contingency-theory studies, it was assumed that
changes in the environment directly affect the internal structures of the
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firm (see, for example, Burns and Stalker, 1961). The emphasis on a direct
relationship between environment and structure — a form of structural con-
tingency theory, according to Zajac et al. (2000) — still has many adher-
ents. But with the emergence and importance of strategic management as
an area of research, a firm’s strategy is now regarded as a central contin-
gency variable. As previously emphasized, it was frequently a basic as-
sumption that strategy serves as a mediating variable between environment
and structure (Archer and Otley, 1991). This means that strategy becomes
an important instrument in the work of achieving a strong competitive po-
sition and a good financial return. Management must formulate a strategy
well adapted to the environment (external fit), while also ensuring that the
design and use of the control systems support successful implementation
of the chosen strategy (internal fit).

Particularly after long periods of fit, when strategies and control systems
have been the same for many years, sudden changes in the environment
may make it necessary to modify the business. The literature on strategic
management generally prescribes that this adjustment — for the purpose of
re-cstablishing a fit — should start by aligning the unit with its competitive
arena (Mintzberg et al., 1998). In Figure 6.2 we have chosen to designate
this situation as Case 1. When there is a change in the subenvironment of a
business unit, the aim is to adapt the unit’s strategy to the new conditions
(Learned et al., 1965). The modified strategy should be implemented, in
turn, by changing the control systems so as to reflect the partially changed
and new critical success factors (Anthony, 1965).

However, management may conclude that the management-control sys-
tem® is a major asset and source of competitive strength. In such a case,
where there is a misfit with an established and well-functioning in-
ternal structure, it is far from obvious that the strategy should be changed
(Zajac et al., 2000). Thus, at least in the short run, tension arises between

Changes in the Changes in Changes in the
sub-environment q the strategy ? [:> control systems?

- A _/
N ~

External fit Internal fit

Fig. 6.2. Changes in environment, strategy, and control systems -- case 1
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the demands of the environment, on the one hand, and the strategy and the
internal structures of the unit, on the other. In that case, management must
weigh the costs of this partial misfit against the benefits of maintaining a
strategy and control systems more or less unchanged. In the longer run,
management can attempt to influence the environment or to position the
product offering in another competitive arena that is related.’

However, a need for adjustment does not always arise as a result of a
change in the environment, but may also originate within the unit (¢/ Case
2 in Figure 6.3). In the latter instance, for example, further development of
the unit’s control systems can result in the collection and processing of
new information. Since the environment of the unit will then be regarded
in a somewhat new light, management’s view of the available alternatives
for strategic action will be affected (Hall and Saias, 1980). Consequently,
alternatives that were previously rejected may be reconsidered in view of
new information and new methods of analysis (Simons, 1995). In such a
case, management may consider changing strategy and may also seek to
position the firm in a new competitive arena.

Whether a process of adjustment begins as in these two cases, with a
change in the internal structure, or in the form of a change in the unit’s en-
vironment, the firm’s strategy is of central importance. As shown in Fig-
ures 6.2 and 6.3, strategy as a mediating variable is located in a stress field
between the environment, on the one hand, and the control systems, on the
other. Therefore, after a period of instability and disequilibrium, some
form of strategic change is necessary to re-establish a fit and the firm’s
competitiveness. Zajac et al. (2000) noted the importance of strategic
changes in their analysis of the dynamics of fit.° Based on extensive
review of the literature, and an empirical study of 4000 U.S. savings and
loan institutions, four scenarios were identified by the authors:

Changes in the Changes in Changes in the
sub-environment ? <::\ the strategy ? <:] control systems
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External fit Internatl fit

Fig. 6.3. Changes in environment, strategy, and control systems -- case 2
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1. Beneficial Strategic Change: The firm must change (i.c. as defined by
environmental or organizational contingencies)’ and does so accord-
ingly. A firm that responds in this manner will probably improve its
chances of creating competitive advantage and thus of achieving good
financial performance. In our model it is assumed that most companies
will act in this fashion; in other words, they will constantly strive for a
fit between the business environment, strategies, and control systems.
However, this does not mean that these firms are highly active, i. e.,
changing even in the absence of environmental stimuli.

2. Insufficient Strategic Change: The firm must change but fails to do so;
as a consequence, it becomes less competitive and shows unsatisfactory
financial performance. In our model, this scenario is represented by the
case where neither strategies nor control systems are changed even
though they are obsolete or inappropriate in some other respect. Zajac et
al. (2000) hold that a firm may be unwilling or unable to change strate-
gies that have become entrenched.

3. Beneficial Inertia: The firm faces no need to change and does not do so,
with a positive effect on performance as a result. In this scenario Zajac
et al. (2000) refer to Selznick (1957), who maintains that firms which
follow a particular strategy develop specific competencies capable of
offsetting external pressures for change.® In addition, the authors discuss
the importance of understanding both the potential and the limitations of
the organization’s capabilities. In this connection, strategic congruence
and integrated control may lead to such effective decision-making that it
suffices in itself to parry any threats from the external environment.

4. Excessive Change: The firm need not make changes but does so any-
way, with a consequent decline in competitive strength and perform-
ance. Zajac et al. (2000) consider among other things cases where the
change is made for the purpose of “empire building” or as “change for
change’s sake.” In our model this scenario is present, for example, when
changes in management control are made for reasons other than to
achieve a good fit between strategy and control. Another example would
be changes at one strategic level for the purpose of creating a fit with
that particular subenvironment but without co-ordinating the change
with other strategic levels.
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The study by Zajac et al. (2000) identifies different types of strategic
changes and also the forces that drive such changes. Although strategic
changes are generally regarded as a continuous process, which is not fully
reflected in the classification above, many interesting conclusions can be
drawn from the findings of the study. One of these conclusions is that un-
necessary change may be as harmful as not making any changes at all. An-
other conclusion is that management must ensure that changes in strategies
and control systems at one organizational level are not counteracted by un-
favorable conditions at another level. As for the driving forces behind
changes, Zajac et al. offer a number of examples that make 1t easier to un-
derstand how a dynamic fit arises and can be preserved. It thus becomes
clear that we have been referring to favorable combinations of strategies
and control systems at a single point in time — although such a state of
equilibrium can last rather long. Since strategic change and the forces driv-
ing it constitute a separate area of research, a more detailed discussion of
these concepts is beyond the scope of this book. However, the analysis in
Chapter 5, where we present the combinations of strategies and control
systems that may be assumed to create a fit, should be of help in situations
where the firm has entered a state of instability and disequilibrium.

Practical Business Implications

This book has implications both for business practice and for the develop-
ment of theories and further research. As for practical business implica-
tions, it concerns a subject that has attracted much attention in the popular
press: the creation of competitive advantage and ultimately shareholder
value. One aspect of considerable interest is that of firm stratcgies and the
question whether flaws in these strategies can explain the destruction of
value that has afflicted previously well-managed firms. Conglomerates are
a category of corporations that has received heavy criticism, with many
analysts and journalists holding that the business concepts and strategies of
these firms are unclear. These critics attribute the lack of clarity to the fact
that conglomerates usually operate in a large number of unrelated indus-
triecs. As a consequence, corporate management often lacks adequate
knowledge of all the businesses of their firms and for this reason seldom
participates actively in the development of unit businesses; instead, it as-
sumes the role of “evaluator” of the strategies proposed by business-unit
management. The critics maintain further that this passive participation in
strategic planning creates no additional value, adding that the opportunitics
for value creation are severely limited by the low synergy potential of most
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conglomerates. With these arguments and the slogan of “back to basics,”
leading analysts have called for conglomerates to reduce the diversity of
their business.

Even firms with a relatively clear scope of business and a potential for
activity sharing have been regarded by the press as candidates for dismem-
berment. In cases of this kind, financial analysts have often reached a dif-
ferent conclusion than firm management concerning the actual extent of
synergy benefits. Competitors may also be interested in certain parts of a
corporation and be prepared to pay a price for these units that is attractive,
at least in a short-term perspective. Finally, there is a category of company
that despite considerable synergy potential is unable to remain competi-
tive. The failures of these firms are the principal reason why commentators
and journalists have begun to doubt the capacity of certain boards of direc-
tors and managements to craft value-creating strategies, as well as the ap-
propriateness of the methods used. In some cases the criticism is misdi-
rected, for example, when major unforeseeable changes in the environment
rapidly deprive strategies and control systems of their relevance. In cases
where the firm has been gradually losing its competitiveness over an ex-
tended period, on the other hand, it may be justifiable to question man-
agement and its way of planning and monitoring corporate businesses.

Another reason why increasing interest has been devoted to planning
and follow-up is the debate in the late 1980°s and early 1990’s, in which
management control was criticized for lack of relevance. Specifically, the
principal criticism was that traditional control, with its monetary focus,
bore little relationship to the firm’s goals and strategies. With the emphasis
on monetary information, the financial position and profits of the firm
were the basis for virtually all planning and follow-up. The accounting
system itself, and questions on matters like inventory valuation, became
more important than using management control to help influence individu-
als to follow the chosen strategy. Johnson and Kaplan (1987) summarize
their criticism in the following passage:

Many short-term measures are appropriate for motivating and evaluating mana-
gerial performance. It is unlikely, however, that monthly or quarterly profits, es-
pecially when based on the practices mandated and used for external constituen-
cies, would be one of them. Today’s management accounting systems provide a
misleading target for managerial attention and fail to provide the relevant set of
measures that appropriately reflect the technology, the products, the process, and
the competitive environment in which the organization operates (Johnson and
Kaplan, 1987, p. 3).
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As previously mentioned, new models for planning and follow-up were
developed in response to the sweeping condemnation of traditional man-
agement control.” Some of these models refined the traditional monetary
measures in order to reflect more accurately the present value of long-term
benefits (Nilsson and Olve, 2001). One example of these so-called value-
based models is EVA'® (Stewart, 1999), which is a further elaboration of
residual income.'' Another category of models — often called models for
strategic management or strategic control — highlights the link between
strategy and the focus of follow-up (see, for example, McNair et al., 1990;
Epstein and Manzoni, 1998). Almost all models of the latter type are char-
acteristically based on the assumption that strategy is to be translated into a
number of monetary and nonmonetary measures. Through following up
the business with the aid of these measures, it should be possible to obtain
a continuous update on the degree to which the business is operating in ac-
cordance with strategy. As emphasized in previous chapters, perhaps the
best-known model of this kind is the Balanced Scorecard, which was de-
veloped by Kaplan and Norton in the early 1990’s (Kaplan and Norton,
1992, 1993). Despite the introduction of new control models, there are in-
dications that many firms still use the planning and follow-up procedures
criticized back in the early 1980°s. This is probably one of the reasons why
some firms were unable to formulate and implement value-creating strate-
gies and consequently continued to become less competitive. On the front
cover of their book The Strategy-Focused Organization (2001), Kaplan
and Norton draw the following conclusion:

In today’s business environment, strategy has never been more important. Yet
research shows that most companies fail to execute strategy successfully. Behind
the abysmal track record lies an undeniable fact: many companies continue to use
management processes — top-down, financially driven, and tactical — that were de-
signed to run yesterday’s organizations (Kaplan and Norton, 2001, front cover).

Consequently, there is a pressing need to reconsider how strategies are
formulated and implemented. In regard to strategic planning, our review of
the literature shows that many of the methods used today originated with
the normative models developed in the 1960°s. At the corporate level,
these analyses tend to focus on the question whether different types of
businesses overlap or are complementary. At the business-unit level, the
analysis is often directed at determining how the market and the product
offering affect the competitiveness of the individual business unit. Our
conclusions — summarized in Figure 6.1 — show that such a focused analy-
sis does not offer sufficient guidance to firms seeking to create competitive
advantage and to achieve a strong market position. For this purpose, the
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analysis must be broad enough to include all relevant strategic levels: cor-
porate, business-unit, and functional.

When management has chosen its strategy, the next step is to ensure
successful implementation. It is generally accepted among scholars in the
ficld that the systems of control are important in this regard (Anthony and
Govindarajan, 2004). Equipped with models like the Balanced Scorecard,
practitioners have become more interested in the effect of strategies on the
design and use of control systems. One consequence of the introduction of
new models, however, has been that many business executives do not con-
sider how other elements of the control system — the budget, investment
control, etc. — should be adapted to the chosen strategy. According to our
experience, it is much harder to explain why tight monetary control is ap-
propriate for some strategies but not for others, or why the JIT control
concept is especially suitable for a cost-leadership strategy. In addition, the
need for integrated control will probably have to be discussed and debated
further before being accepted by practitioners.

Our explanation for these tendencies is that the importance of the firm’s
systems of control in creating competitive advantage has clearly not been
sufficiently recognized. Therefore, a brief list of some important areas to
consider is provided below. These areas are then discussed sequentially,
although a process of this kind has numerous iterative features:

1. Define the firm’s core business

2. Define the firm’s overall control model

3. Co-ordinate strategies and control systems

4. Choose IT support

5. Establish a culture based on the benefits of continuous improvement

Define the Firm’s Core Business

We have emphasized that a clearly defined core business makes it easier to
achieve strategic congruence and integrated control. A common basic as-
sumption — both in the popular press and in scholarly publications - is that
synergy potential should be the guiding consideration in formulating cor-
porate goals and strategies. As is noted in the preceding section, this view
has given rise to vehement criticism of conglomerates — that is, corpora-
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tions with a portfolio-management strategy (see, for example, Porter,
1987). The essence of this criticism is that a corporation with little poten-
tial for synergy gains cannot create additional value since the costs of co-
ordination will outweigh the benefits. Our review of the literature, how-
ever, indicates that this criticism is relatively overgeneralized and in some
cases unjustified. For instance, empirical studies have shown that con-
glomerates, too, can deliver high returns (see, for example, Goold and
Campbell, 1987a). In view of such evidence, we have chosen also to em-
phasize the importance of a common business logic for corporate opera-
tions. Corporate groups with a common business logic limit their holdings
to business units with similar competitive arenas and business strategies,
units that are closely related in regard to critical success indicators and
typical decision-making situations.'” To establish such a clear core busi-
ness is easier if strategic planning follows a few “rules of thumb.”

First, the strategic analysis should appropriately begin at the highest or-
ganizational level, i.e. the corporation. The aim is to establish clarity about
the type of businesses that should be included in the firm. To achieve this
objective, however, it is necessary to answer a number of important ques-
tions, some examples of which are listed below:

1. What is the corporate vision and business concept?
— State the corporation’s overall business goals.
— Identify the corporation’s most important stakeholders.

2. What are the specific financial goals of the corporation?
— Indicate the required total-shareholder return.
— Indicate the required return on investment.

3. What corporate strategy is appropriate for achieving these goals?
— Describe the importance of synergies.
— List the core competencies of the firm.

In the next step it is appropriate to begin analyzing what kinds of busi-
ness units would be suitable for inclusion in the corporation. The answers
to the questions on vision, goals, and corporate strategy will naturally pro-
vide guidance in this process. As previously emphasized, however, it is not
possible simply to translate and break down these dimensions to the busi-
ness-unit level. In order to establish a clear core business, one must seek to
identify critical success factors and decision situations that are common to
most of the business units. Figure 6.1 shows that such an analysis should
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start with the nature of the subenvironments at the corporate, business, and
functional levels in order to determine the degree of environmental stabil-
ity (i.e. high or low). As discussed in previous chapters, strategies typical
of units operating on stable, mature markets differ from those of units on
turbulent, emerging markets. Consequently, it is just as important to ana-
lyze the environment in detail and how the unit has adapted to it, as to de-
termine the possibilities of knowledge transfer or activity sharing.

After the environments of the business units have been described, it is
appropriate to examine how the degree of uncertainty has affected the
choice of strategies. At the unit level, for example, it is interesting to estab-
lish whether the chosen business strategy is based on a high degree of
product uniqueness or whether the focus is on standardized products. In
this phase of the analysis, management sometimes underestimates the
problems of incorporating a unit that deviates from other units in the firm.
Not infrequently, it is believed that a management style with proven suc-
cess in a certain kind of business can be applied to other — seemingly simi-
lar — businesses. This kind of situation, where a misfit unit is acquired,
need not be a threat to the corporation’s capacity to generate a good re-
turn.”” However, since many corporate-wide decisions may disfavor the
unit, there is a risk that its competitiveness will be gradually eroded.

A more serious situation at some large, well-established firms is that
they seem not to have any deliberately chosen core business at all. At first
glance, their business units may apparently have many features in common
and considerable synergy potential, but the competitiveness of the business
units and the financial return of the corporation tell a different story. In
corporations of this type, it is vital to look for a reasonably large group of
business units with a substantial degree of strategic congruence. This nu-
cleus of business units should be the basis for restructuring the corpora-
tion. In the introductory phase of this work, the corporation should be sub-
jected to a strategic analysis of the kind discussed in this section. When a
clear core business has been identified, it will then be possible to decide
definitely which units will form part of the future corporation. The strate-
gic analysis may also lead to the acquisition of new business units to rein-
force the firm’s competitive power in its chosen core business.

Define the Firm’s Overall Control Model

A clearly defined core business — that is, a high degree of strategic congru-
ence — is not sufficient to achieve competitive strength and a good return.
It is just as important that the control systems reflect the common business



Conclusions and Implications 205

logic on which the choice of a core business is based. For this reason,
management control and manufacturing control should be designed and
used in accordance with the chosen strategies. As previously mentioned,
an advantage of a high degree of strategic congruence is that critical suc-
cess factors and typical decision-making situations converge at each organ-
izational level. It is thus crucial to facilitate the establishment of strategic
planning and follow-up that are coherent throughout the firm. The interde-
pendence of strategic congruence and integrated control means, on the
other hand, that it may be difficult to define the core business without a
clear conception of the control model to be used. At some successful firms,
the control model has even been the starting point for management’s
choice of the businesses to include in the corporation. For example, in
view of the positive experience of other organizations, corporate manage-
ment may prefer control models in which high cost effectiveness is the
guiding criterion for all planning and follow-up. The introduction of a new
control model can then be used as a driving force in the restructuring of the
corporation, which will gradually divest units that would not do well under
such a regime of tight, short-term control.

One important issue in the design of an overall control model is the role
of corporate management in co-ordinating business-unit operations. The
greater the opportunities for activity sharing, the more co-ordination is re-
quired to exploit synergy potential. A need for strong co-ordination means,
in turn, that control systems will have to be much more highly integrated
(¢f Jones, 1983). As emphasized in previous chapters, coherent and trans-
parent planning and follow-up are essential if corporate management is to
ensure that the business units are working toward the same goals. For ex-
ample, the same strategic planning and budgeting routines for all business
units and functions may be used to guarantee co-ordination of operations
to exploit economies of scale. Integrated planning of manufacturing could
then enable the firm to achieve long production runs, thus lowering unit
costs. It is important in the design of the control model to ensure that the
central dimensions of the management-control and manufacturing-control
systems are mutually consistent. These dimensions were treated in detail in
Chapter 4 and then, in Chapter 5, they were related to different combina-
tions of corporate, business, and functional strategies. In our opinion, this
discussion, which is summarized in several figures and analytical dia-
grams, should be a useful aid in defining an overall control model.
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Co-ordinate Strategies and Control Systems

From the two preceding subsections, it is apparent that strategic congru-
ence is difficult to establish without integrated control, and vice versa.
Once the core business and the control model have been defined, the firm
must decide how to proceed further in order to achieve a high degree of
strategic congruence and integrated control. Of course, it is not possible to
give a single clear answer to this question, for the unique situation of each
corporation must determine what approach will be most appropriate. De-
spite numerous exceptions, however, a clearly defined core business is
probably a natural starting point for further work. Particularly when the
firm is facing major changes, such as focusing more narrowly and restruc-
turing, it is essential to have chosen what course to follow. A clear concep-
tion of the kinds of business that the corporation will develop in the future
will facilitate co-ordination of corporate, business, and functional strate-
gies (¢f Figure 6.4). By contrast, vertical co-ordination without a defined
core business may be quite complicated. The high proportion of failed ac-
quisitions is clear evidence of the problems that can arise if the strategy of
the acquired firm deviates from that of the acquirer (cf. Porter, 1987).

As for co-ordination of control systems, it is also simplified by a good
fit between different strategic levels. A business unit with a strategy incon-
sistent with corporate strategy will make different demands on the unit’s
control systems than those we would expect to find at the corporate level.
For co-ordination to be successful under such conditions, the control sys-
tems must meet the information needs of both corporate and business-unit
levels (Nilsson, 2002). But even when there is a clear core business and a
high degree of strategic congruence, integrated planning and follow-up
will be difficult to achieve. We have found, though, that horizontal co-
ordination of management control and manufacturing control provides cer-
tain benefits in the process of establishing integrated control. Above all, it
will then be possible to ensure that both management and manufacturing
control are adapted to the information needs at the organizational level
concerned before the work of co-ordination proceeds to the next level (¢f
Figure 6.4). In addition, it is an advantage to lead the integration of control
systems from the top of the firm since the overall control model is based
on the business of the entire corporation.
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Choose IT Support

Considerable interest has been devoted in recent years to the advantages
and disadvantages of integrated business-support systems, or as they are
often called, Enterprise Resource Planning Systems (ERP-systems) (see,
for example, Davenport, 2000; Hunton, 2002). One benefit of these sys-
tems is that they can handle large quantities of transactional data (i.e., ac-
counting data) at relatively low cost. Another benefit is the possibility of
achieving rapid integration of data. The full potential of the business-
support system can be especially well utilized when it is expanded so that
it can process tactical and strategic data. Granlund and Mouritsen (2003)
summarize the opportunities presented by advances in the area of informa-
tion technology:

It has been suggested that new technologies such as ERP systems make it pos-
sible to model the details of the firm’s operations in computer technology and
make a highly integrated mode of management possible (Davenport, 1998). The
prospect of an intense mapping of organizational processes in computer represen-
tations is there, and therefore the management of the firm can be made real time
(ibid, p. 77).

The recent interest in ERP systems has re-opened the issue of information tech-
nology because it promises to be a platform for the management of the whole
business rather than merely about the management of certain parts of the business
(ibid, p. 78).

One drawback that has been emphasized is the substantial cost of im-
plementation often involved in systems of this kind. Because standardized
systems are relatively inflexible, they require extensive, time-consuming
changes in the firm’s organization and control. Another — closely related —
disadvantage is that the individual business unit may be forced to adapt to
an established corporate standard that may be inconsistent with unit needs
(Lindvall, 2001, p. 18). In corporations with little strategic congruence or
integrated control, this kind of compulsory uniformity can lead to prob-
lems. The reason is that substantial differences in the strategies of business
units entail equally large variations in information needs. It is apparent
from the discussion in the two preceding sections that such a situation
makes it more difficult to establish a clear corporate-wide control model.
Granlund and Malmi (2002) made the following observation based on a
field study of ten companies that had experience of ERP-systems in
Finland.
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There was one large organization (G) where every business unit was free to
choose whatever ERPS they considered suitable. This is understandable, as the
business logic between various parts of the organization varies quite a lot. As not
all units use the same ERPS, budgets cannot be consolidated in a single ERP.
Hence, it is reasonable to use the existing system for consolidation (ibid, 308).

In corporations where strategies and control systems are not mutually
consistent, in principle only the transactional data can be assumed to be the
same. This means that the benefits of an integrated business-support sys-
tem cannot be fully exploited and that there will be additional costs. For
example, certain special adaptations of the business system will probably
be necessary since the requirement of total uniformity in tactical and stra-
tegic data will mean that the system will only meet the information needs
of certain decision-makers. As previously emphasized, however, the in-
formation needs at the different organizational levels can be assumed to
converge if there is a high degree of strategic congruence and integrated
control. A high proportion of shared data permits uniform design and use
of management control and manufacturing control. Of course, such uni-
formity does not ensure exact consistency with the wishes of all units and
functions. However, it does provide favorable conditions for utilizing the
many benefits of an integrated business-support system. Above all, the
firm avoids the problem of numerous special adaptations that often still fail
to meet the information needs of lower organizational levels.

Establish a Culture Based on the Benefits of Continual
Improvement

An interesting question, touched on by Govindarajan (1988) and Hedberg
and Jonsson (1978), among others, is whether there are any risks with a
high degree of strategic congruence and integrated control. According to
these scholars, a firm that has overadapted to its current strategy may have
limited its capacity to devise and implement new strategies for value crea-
tion. Gary Hamel reasons along similar lines in his book Leading the Revo-
lution, where he states that the structures of many firms rule out experi-
mentation (Hamel, 2000). The difficulty is to find a reasonable balance
between highly focused strategies and control systems, on the one hand,
and continuous experimentation, on the other. Finally, Miller (1993) main-
tains that successful and focused companies risk being too “pure and sim-
ple.” '* According to the author, they have over time developed “too sharp
an edge.” Although such development may initially lead to considerable
success, the risk — according to Miller — is that the firm may ultimately
lose its competitiveness.'® The quotation below summarizes Miller’s view:
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They amplify and extend a single strength or function while neglecting most
others. Ultimately a rich and complex organization becomes excessively simple. It
turns into a monolithic, narrowly focused version of its former self, converting a
formula for success into a path toward failure (Miller, 1993, p. 116).

The thesis of this article is that in the long run, success will cause many organi-
zations to become more “simple.” Their rich strategic character will evolve into
bland and truncated caricature. Culture, systems, processes, and world views will
become too monolithic to allow organizations to embrace and adapt to complex
currents of their settings.” And, ultimately, these developments will result in com-
panies’ reflecting the winds of change not with the responsiveness of sandy terrain
but with the inertia of a field of boulders (ibid, p. 117).

It is easy to agree with these authors that overly rigid strategies and
structures in themselves may in time risk weakening a firm’s competitive-
ness. In the section headed “The Dynamics of Fit,” we discuss the need for
constant reassessment of the firm’s focus and structure. However, there
need not be a contradiction between a focused business and a business
based on experimentation and development. On the contrary, the lack of a
clear focus may be a reason why resources for development, rather than be
concentrated sufficiently to have a useful effect, are spread too thinly to
achieve results. In this connection, it may be noted that many of the
world’s leading firms in their industry seem to have a clear core business
and a well-defined control model. Moreover, the management and em-
ployees of these firms appear to have a favorable view of change and con-
tinual improvement. Like many other researchers and analysts (for exam-
ple, Kotter and Cohen, 2002), we believe that such an attitude is very
important to the further development of strategies, control systems, and
businesses. It is therefore crucial to establish a culture where the useful-
ness of continual improvement is a central theme. Creating such a culture
is a demanding task that can be expected to claim considerable resources
for many years. However, firms that are sufficiently persistent and ulti-
mately succeed can probably expect a handsome return on their invest-
ment.

Implications for Future Research

This book is a contribution to the literature that treats competitive advan-
tage on the basis of the match between the environment and internal struc-
tures. By focusing on co-ordination and integration of strategies and con-
trol systems, we seek to furnish an expansion of the literature in the area.
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As a starting-point for future research, some of the theoretical and meth-
odological issues involved are discussed in the following two sections.

Theoretical Issues

As for theoretical issues, we believe that three areas are particularly impor-
tant to consider in future studies. First, the discussion in the section headed
“The Dynamics of Fit” has demonstrated the importance of understanding
how conditions of misfit can be managed through changing the environ-
ment, strategy, and control systems. Such periods of adjustment may even
be necessary for restructuring the firm to ensure that it will be competitive
in the long term. It may be noted, however, that models based on contin-
gency theory are often criticized as static, i.e. for rarely dealing with the
actual process of change (Otley, 1980; Hopwood, 1983). The criticism is
directed particularly at large-scale questionnaire surveys where the match-
ing between environment, strategies, and control systems is studied at a
single point in time.'® Above all, these studies have helped to enhance our
understanding of the contingency factors that may explain why firms be-
come strong competitors and earn a good return. One shortcoming is that
the studies do not indicate how and why periods of instability and disequi-
librium arise. Nor is it possible in most cases to draw any conclusions from
these studies as to how the process of change should be managed.'” On the
other hand, case studies based on contingency theory provide some help in
understanding the dynamics of fit (see, for example, Nilsson, 2002). As
shown in the next section, these studies have the potential to shed some
light on this critical process of change, but they are relatively few. Conse-
quently, there is a pressing need for further in-depth case studies.

Second, future studies also need to take into account the process dimen-
sion. The literature contains many interesting analyses of process-oriented
firms. Toyota is one such firm that is often cited as a case where a process-
oriented organization can help to reduce lead times and improve quality
(Olhager and Rapp, 1985). It may be noted, however, that in the majority
of contingency-theory studies the choice has been to study strategies and
control systems on the assumption that firms are organized and planned in
a vertical dimension. Probably onc reason why research has had this focus
is that most strategic typologies apply to one of the traditional organiza-
tional levels: corporate, business, and functional. Another reason is that re-
search in management control still has a relative strong vertical orientation.
This situation makes it rather difficult to develop hypotheses on the rela-
tionship between process strategies and the design and use of horizontally
focused control. Notwithstanding these obstacles, it is urgent that the proc-
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ess dimension be given more attention in the empirical studies with a clear
focus on strategy and control. Future research can then help us to learn
more about the relationship between process strategy and process control
and, in turn, a strong competitive position.

Third, there is a need for in-depth studies of significant actors and their
various roles in establishing strategic congruence and integrated control.
Simons (1990) is an example of a qualitative approach that helped shed
more light on management’s use of control systems, especially the differ-
ence between interactive and diagnostic use. In studies based on contin-
gency theory, relatively little interest is generally devoted to the actors in-
volved. Future studies, particularly those with a contingency-theory focus,
should therefore pay more attention to the interaction between manage-
ment and employees in both the formulation and the implementation of the
firm’s strategy.

Methodological Issues

In regard to methodological problems, testing and further developing the
model entails many challenges. First, it is important in our opinion that the
variables included in the model be given an operational definition. The
variables concerned may be identified on a general level as strategy (cor-
porate, business, and manufacturing strategy), control systems (manage-
ment control and manufacturing control), competitive advantage (strong
market position) and performance (value created for principal stake-
holders). Using standardized measuring instruments to capture these vari-
ables facilitates comparison with other studies as well as implementation
of replica studies.'® ' Particularly the validity and reliability of future
studies could probably be improved if this type of standardized measuring
instrument were used as a complement to other data-collection methods,
such as open-ended interviews (Yin, 1989; Abemethy et al., 1999).

At the same time, the complexity of the phenomenon under study might
not be fully considered with such an approach. In the choice of measuring
instruments, therefore, a balance should be found between the conflicting
needs for comparability and descriptions of sufficient substance. More-
over, a comparative analysis of qualitative and quantitative data should be
used to validate the measurement of constructs (Lillis, 1999). Converging
data, for example, provide a much more reliable classification of the firm’s
strategy than when only one data source and one type of measuring in-
strument are used. A combined analysis also leads to a better understand-
ing of the variables under study (Yin, 1989; Otley and Berry, 1994). In ad-
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dition, qualitative data can be used to capture dimensions for which no
standardized measuring instruments have yet been developed. Qualitative
data are also appropriate in studying various actors and their roles in creat-
ing coherent strategies and control systems.

Second, and closely related to the previous challenge, is the importance
of designing studies in which “rich data” are used. As indicated in the sub-
section headed “Theoretical Issues,” there is a considerable need to study
the dynamics of fit — that is, to consider strategy and control in regard to
context and process. An interesting question, for example, is how strategic
congruence and integrated control are affected over time by changes in po-
litical and economic conditions (¢f Hopwwod, 1983, 1989). A research
design based on a longitudinal case study is probably most appropriate for
such an investigation. As previously mentioned, case studies have proven
to be particularly suited for following and analyzing change processes of
this kind, and especially the dynamics between different contingency vari-
ables (¢f Higg and Hedlund, 1979).
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Notes

An organizational aspect that has received increased attention in recent
years is the firm’s processes. One common classification of these is
into primary and supporting processes. The former can include activi-
ties like manufacturing and inbound logistics, while purchasing and
human-resource management are examples of the latter type of process
(cf- Porter’s value chain, discussed in Chapter 2 in the section headed
“Strategy, Structure, and Performance™). However, as shown in the re-
view of the literature, research in the area of strategy and control has
been dominated thus far by studies that consider the traditional organ-
izational levels (corporate, business, and functional). In the section
headed “Implications for Future Research,” we discuss the conse-
quences of this focus.

For readers desiring a thorough exposition and critical discussion of
contingency theory, Lex Donaldson’s book entitled The Contingency
Theory of Organizations is highly recommended (Donaldson, 2001).

Integrated business-support systems — commonly referred to as Enter-
prise Resource Planning systems (ERP systems) — require a high de-
gree of standardization in the format of information as well as the
processes used for data collection. See also the section headed “Practi-
cal Business Implications.”

Management control is only one example of what could be considered
as the firm’s internal capabilities and competencies. Another example
is the firm’s unique competence in the development of a certain type of
products. For a discussion of core competencies, see Chapter 3, the
subsection headed “The Prahalad and Hamel (1996) Typology of Cor-
porate Strategy.”

For a detailed discussion of management’s possibilities of choosing the
environment in which the firm will operate and the strategy that it will
follow, see Chapter 1, the section headed “Matching Environment and
Internal Structures.”

Zajac et al. (2000) regard strategic fit as a dependent variable. Envi-
ronmental and organizational contingences are independent variables.
This means that fluctuations in those variables imply differences in the
need for strategic change. In our model — summarized in Figure 6.1 —
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10.

11.

12.

13.

14.

we have assumed that there is interdependence among environment,
strategy, and internal structures. See also Footnote 7.

According to Zajac et al. (2000), environmental contingencies refer to
both general and local environments. Organizational contingencies re-
fer to input resources, throughput competencies, overall competencies
and current strategy.

According to Zajac et al. (2000), Selznick (1957) holds that there are
many possible ways of becoming a strong competitor and that firm-
specific resources can lessen the need for adaptation to environmental
changes.

See the section headed “Management Control” in Chapter 4.

EVA is a registered trademark of Stern Stewart and Co. in the United
States, the United Kingdom, and several other countries.

EVA (Economic Value Added) is basically residual income (RI = in-
come minus an interest charge for invested capital). One difference be-
tween EVA and RI is that the former includes cost items like R&D
(Young, 1997; Stewart, 1999).

Goold et al. (1994) has instead launched the concept of “Heartland
Business”; see Chapter 1, Footnote 12 for a detailed discussion.

See also Chapter 1, Footnote 14.

One area of Miller’s research is that of so-called configurations (see,
for example, Miller, 1986, 1996). He regards a configuration as “a
quality or property that varies among organizations.” According to
Miller (1996), one indication of high-level configuration is that strat-
egy, structure, process and culture are based on a common goal or area
of focus. Another example cited by Miller (1996) is that the power
structure and the composition of the top-management team reflect the
area of the firm’s focus. This type of study can contribute to an en-
hanced understanding of what creates external and internal fit, respec-
tively. One problem, however, may be that the number of organiza-
tional elements grows large. It is then difficult to understand in depth
how one specific element affects the development of the company.
There is also another problem, which is linked to the level of analysis.
In an overview of a large number of studies on organizational configu-
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Notes

15.

16.

17.

18.

19.

rations and their relationship to performance, it can be seen that many
of the studies were conducted at the business-unit level (Ketchen and
Combs, 1997). Consequently, there is a danger that the link between
corporate, business and functional strategies will be unclear.

In an article in Business Horizons, Miller and Whitney (1999) provides
several examples where companies have succeeded in creating a con-
figuration that helps make them highly competitive. Among other
things, the article highlights control systems and ERP systems as cen-
tral elements in the configurations of the companies cited. It should be
noted, however, that in Miller’s view configurations do not arise
through rational planning. According to the author, they are more the
result of taking chances, inspiration, etc.

For an overview of these studies, se¢ the section “Strategy and Con-
trol” in Chapter 2.

Here we are referring to the studies reported in Chapter 2, the section
“Strategy and Control.” Zajac et al. (2000) is an example of a ques-
tionnaire study designed specifically to examine strategic changes. The
study is described in Chapter 6, the section “The Dynamics of Fit.”

For example, Rumelt (1974) has developed a measuring instrument,
which can be used to operationalize Porter’s (1987) typology of corpo-
rate strategy. Another example of a measuring instrument is the one
developed by Govindarajan (1988). It was especially developed for the
purpose of operationalizing Porter’s (1980) typology of business strat-

egy.

Measuring competitiveness and measuring performance are areas that
usually entail major methodological challenges. As for the latter vari-
able, a common and difficult problem is how performance should be
measured and related to changes in other variables (Steers, 1975). For
this reason, referring to Steers (ibid), Gupta and Govindarajan (1984)
use a measuring instrument with both financial and non-financial crite-
ria such as growth in sales, market share, market development, and
R&D.



Epilogue

This book has described how competitive advantage can be created at the
individual firm through strategic congruence and integrated control. The
development of a tentative model has been facilitated by the “knowledge
synergies” created through integration of selected portions of research in
selected areas of strategy, management control, and manufacturing control.
At the same time, we realize that competitiveness and strategic fit can be
discussed from other perspectives than the ones presented here. Our pur-
pose has been to discuss two concepts which have proven to be of impor-
tance in the creation of competitive advantage and which in our opinion
have not received sufficient attention: strategic congruence and integrated
control. It is our hope that this book will help students, practitioners and
scholars to learn more about these two important concepts, particularly
their effect on competitive advantage.
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