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CHAPTER 10

CONTROLLING IN ORGANIZATIONS
LEARNING OBJECTIVES

1.
Explain the foundations of control.

2.
Identify the six phases of the corrective control model.

3.
Describe the primary methods of organizational control.

4.
Explain several key corporate governance issues and control mechanisms.

Learning Objective 1: Explain the Foundations of Control.

A. Control 

1. Ensures Conformity

a. involves the processes to ensure that behaviors and performance conform to organizational standards, rules, procedures, and goals.

2. Interacts with Planning

a. helps ensure that decisions, actions, and results are consistent with plans

b. helps maintain or redirect actual behaviors and results

· managers and employees can’t effectively plan without the accurate and timely information that controls provide



c.
helps ensure that plans are implemented as intended

B. Preventive and Corrective Controls

1. Preventive Controls

a. mechanisms intended to reduce errors and minimize the need for corrective action

· e.g., rules and regulations, standards, recruitment and selection procedures, and training and development programs

2. Corrective Controls

a. mechanisms intended to reduce or eliminate unwanted behaviors or results

· a way to achieve conformity with the organization’s regulations and standards 

C. Sources of Control

1. Four Primary Sources 

a. stakeholders

· pressures from outside sources on organizations to change their behavior

· green marketing is the push to adopt an environmentally friendly approach

b. organization

· policies, rules, procedures, and records for preventing or correcting deviations from plans and for achieving desired goals

c. group

· norms and values that group or team members share and maintain through rewards and punishments

d. individual

· guiding mechanisms that control individual behaviors

D. Linkage to Strategic Goals

1. Organizational Controls Linked to Strategic Goals

a. objective

·  impartial; cannot be manipulated by employees for personal gain

b. complete

· encompass all of the behaviors and goals desired by the organization

c. timely

· provide information when needed most

d. acceptable

· recognized by employees as necessary and appropriate

E. How Much Organizational Control?

1.
Cost–Benefit Analysis of Controls

a.
For what desired behaviors and results should organizational controls be developed?

b.
What are the costs and benefits of the organizational controls required to achieve the desired behaviors and results?

c. What are the costs and benefits of utilizing alternative organizational controls to obtain the desired behaviors and results?

2.
Cost–Benefit Model

a. components

· horizontal axis

· indicates the amount of organizational control ranging from low to high

· vertical axis

· indicates the relationship between the costs and benefits of control ranging from zero to high 

· two break-even points

· indicate where the amount of organizational control moves from a net loss to a net benefit and then returns to a net loss

· cost-of-control curve

· shown as a direct function of the amount of organizational control

Learning Objective 2: Identify the Six Phases of the Corrective Control Model.
A. Corrective Control Model

1. What is the Corrective Control Model?

a. process for detection and reduction/elimination of deviations

b. deviations from an organization’s established standards

c. relies heavily on information feedback and responses to it

B. Six Interconnected Phases

1. Define the Control System

a. created/maintained for an employee, a work team, a department, or an entire organization

b. focus

· specific inputs, transformation processes, or outputs

2. Identify Key Characteristics

a. measurability

· establishing a formal corrective control system requires early determination of the characteristics that can be measured

· determining the costs and benefits of obtaining information

· determining whether variations in each characteristic are likely to affect performance

b. Pareto’s Law 

· principle of selectivity

· a small number of characteristics account for a large number of effects

3. Set Standards

a. criteria for evaluating qualitative and quantitative characteristics

· should be set for each characteristic measured

· many companies are setting standards to “think globally, but act locally”

· standards are set for cultural and cross-cultural differences

b. examples: (examples from five different functional areas)

· inventory: Monthly finished goods inventory should be maintained at the sales level forecast for the following three-month period.

· accounts receivable: Monthly accounts receivable should be no more than the dollar value of the previous month’s sales, except for December.

· sales productivity: The dollar value of sales per salesperson should be $1,000 greater than the comparable month for the previous year and $12,000 greater annually.

· employee turnover: The turnover of field sales personnel should be no more than 3 per 100 salespeople per month and no more than 30 per 100 salespeople annually.

· production waste: Waste should amount to no more than $100 per month per full-time production worker, or no more than $1,200 per year per full-time production worker.

4. Collect Information

a. manually 

b. automatically

· example: electronic counting devices used at Disney World to count people who use each ride

c. validity issues

· employees and managers have an incentive to distort or conceal information if negative results will be used to criticize or punish them

· rewards can also be an incentive to distort or conceal information
5. Make Comparisons

a. actual results vs. performance standards

6. Diagnose and Correct Problems

a. assess types, amounts, and causes of deviations from standards

b. take action to eliminate deviations and correct problems

Learning Objective 3:
Describe the Primary Methods of Organizational Control.

A. Mechanistic and Organic Controls

1. Mechanistic Controls 

a. extensive use of rules and procedures

b. top-down authority

c. tightly written job descriptions

d. other formal methods for preventing and correcting deviations from desired behaviors

2. Organic Controls

a. flexible authority

b. relatively loose job descriptions

c. individual self-controls

d. other informal methods for preventing and correcting deviations from desired behaviors

B. Market Control

1. Market Control

a. collection and evaluation of data related to sales, prices, costs, and profits

· for guiding decisions and evaluating results

b.
to be effective, market controls generally require that

· the costs of the resources used in producing outputs be measured monetarily

· the value of the goods and services produced be defined clearly and monetarily priced

· the prices of the goods and services produced be set competitively

2. Profit-sharing Plans

a. provide employees with supplemental income based on the earnings of an organization or subunit

b. a form of preventive control

c. four goals

· increase employee identification with the organization’s profit goals

· achieve a more flexible wage structure

· attract and retain workers more easily

· establish a more equitable reward system

d. three factors influence achievement

· employees must believe the plan is based on a reasonable, accurate, and equitable formula

· employees must believe their efforts and achievements contribute to profitability

· employees must believe the size of profit-based incentives will increase proportionally as profitability increases

3. Customer Monitoring

a. ongoing efforts to obtain feedback from customers concerning the quality of goods and services

b. done to prevent problems or learn of their existence and solve them

c. used increasingly to correct problems with service and quality

d. often used by service providers

C.  Financial and Accounting Controls

1. Financial Control

a. includes mechanisms for preventing or correcting misallocation of resources

b. comparative financial analysis

· evaluation of a firm’s financial condition for two or more time periods

· uses data from similar firms when available

· ratio analysis

· involves selecting two significant figures, expressing their relationship as a proportion or fraction, and comparing its value for two periods of time or with the same ratio of similar organizations

· most common types of ratios used by organizations

· profitability

· liquidity

· activity

· leverage

c. commonly used financial ratios

· return on investment (ROI)

· most important profitability ratio

· indicates how efficiently and effectively the organization is using its resources

· current ratio

· indicates organization’s ability to pay its bills on time

· inventory turnover

· indicates average number of time inventory is sold and restocked during the year

· debt ratio

· assesses organization’s ability to meet its long-term financial commitments 

2. Budgeting

a. process of categorizing proposed expenditures and linking them to goals

b. main budget categories 

· labor

· supplies and materials

· facilities (property, buildings, and equipment)

c. three primary purposes

· help in planning work effectively

· assist in allocating resources

· assist in controlling and monitoring resource utilization

d. new task budgeting requires forecasting conditions and estimating costs

e. control aspect may be either corrective or preventive

f. most common types used in business

· sales budget

· forecast of expected revenues by product line

· materials budget

· expected purchases by specific categories

· labor budget

· expected staffing and benefits levels

· capital budget

· targeted spending for major tangible assets

· research and development budget

· targeted spending for development or refinement of products, materials, and processes

· cash budget

· expected flow of monetary receipts and expenditures

3.
Activity-Based Costing (ABC) 

a. a system that focuses on activities as the fundamental cost centers

· an activity is any event that drives costs

· energy consumed

· miles driven

· computer hours logged

· quality inspections made

· shipments made

· scrap/rework orders filled

b. greater organizational complexity means more cost-driving activities

c. flow of information 

· viewed from two perspectives

· cost

· process

d. benefits

· costs are pinpointed by activity instead of being charged to overhead

· employees understand their activities are translated into costs

· gives employees an incentive to think about how to reduce costs

· cost allocations are based on the portion of activities that can be directly traced to a product or job

· costs associated with an activity for a particular product can be traced

· shifts managers’ thinking from accounting to managerial decision making

e. limitations

· managers must still make some arbitrary cost allocations based on volume

· high measurement costs are associated with multiple activity centers and cost drivers 

D. Automation-Based Control

1. Automation 

a. use of self-regulating devices that operate independently of people

2. Machine Control

a. use self-regulating instruments or devices to prevent and correct deviations from preset standards

· initially increased productivity by giving employees better physical control over certain tasks

· machine control of other machines takes over part of the managerial control function

Learning Objective 4:
Explain Several Key Corporate Governance Issues and Control Mechanisms.

A. Corporation

1. Government Approved Form of Organization

a. allows different parties to contribute capital, expertise, and labor for the benefit of all of them

2. Corporate Governance

a. the pattern of relations and controls between the stockholders, the board of directors, and the top management of a company

· defined by

· corporate charter

· bylaws

· formal policy

· governmental laws and regulations

· courts

3. Key Terms

a. annual meeting

· company gathering, usually at the end of each fiscal year

· shareholders and management discuss previous year and outlook for the future

· directors elected, shareholder concerns addressed

b. annual report

· audited document issued annually by all publicly listed corporations to their shareholders in accordance with SEC regulations

· contains financial results and overall performance of previous fiscal year and comments on future outlook

c. board of directors

· collective group of individuals elected by shareholders of a corporation to oversee its management

d. bylaws

· document stating rules of internal governance for a corporation as adopted by board of directors

e. disclosure

· public dissemination of material, market-influencing information

f. proxy statement

· document sent by publicly listed corporations to shareholders providing material information on corporate matters subject to vote at general shareholders’ meeting

4. Corporate Governance Issues and Activities

a. strategic and business planning

b. risk management associated with major capital investments and the purchase of another firm or sale of a company/division

c. performance assessment of the top executive and the firm as a whole

d. compensation and benefits paid to executives and higher level managers

e. CEO/management succession and appointment

f. disclosure and reporting to stockholders and government agencies

g. corporate values and corporate culture

h. independent inputs from members of the board of directors

i. organization design

B. External Control: Sarbanes-Oxley Act of 2002

1. Prompted by Corporate Scandals

a. related to self-serving actions of some executives and lack of monitoring and control by some boards of directors

b. focuses on defining the responsibilities of top executives and boards of directors to the stockholders and public at large

c. defines penalties for failure to fulfill responsibilities

2. General Provisions

a. certification

· requires CEOs and CFOs of publicly traded companies to certify financial statements

b. auditability

· requires companies to develop and publish internal processes so that outsiders can confirm the existence of proper controls

c. disclosure

· requires companies to report financial results and material changes in corporate financial condition or operations “on a rapid and current basis.”

d. accuracy

· quality of the financial information a company reports to the public

e. visibility

· internal information processes that make accuracy possible must be transparent

3. Criminal Accountability

a. destroying, concealing, covering up, or falsifying records or documents may result in individual fines, imprisonment up to twenty years, or both

b. fines on corporate officers may be up to $5 million

4. Whistleblower Protection

a. protects employees of publicly traded companies who provide evidence of fraud on any rule or regulation of the SEC

b. employees who are discriminated against for whistleblowing may seek relief through the Secretary of Labor or the appropriate U.S. district court

· amount of back pay with interest

· reinstatement with the same status

· compensation for litigation costs, expert witness fees, and reasonable attorney fees

· compensation for any other special damages 

C. Internal Control: Boards of Directors

1. Elected by Stockholders

a. expected to act in the owners’ interests by monitoring and controlling top-level executives

2. Independent Directors

a. should make up a substantial majority of the board members

· no current or former employment or ties to the company or its management that could compromise objectivity and loyalty to shareholders 

b. three major committees should consist entirely of independent directors

· audit committee

· compensation committee

· nominating and/or governance committee

3. Self-Assessment

a. board should have ways to evaluate and improve its performance in representing shareholders

· annual review of overall performance, including effectiveness of committees

· executive sessions during which management, including CEO, is not present

4. Executive Compensation

a. represents the effectiveness of the board to shareholders and the public

b. weak compensation practices suggest a weak board

5. Evaluation of CEO

a. clear understanding of expected performance and how it will be measured is essential

b. board should establish a specific set of goals with the CEO annually

c. board should establish an annual review process that incorporates CEO performance evaluation in executive session

6. Resource Allocation

a. strategic allocation of resources is critical to future success and to increased shareholder value

7. Fiduciary Responsibility and Control

a. the board should

· ensure a corporate environment of strong internal controls, fiscal accountability, high ethical standards, and compliance with all applicable laws and regulations

· develop appropriate procedures to ensure it is advised on a timely basis of alleged or suspected violations of corporate standards or of noncompliance and how management handled such violations

· appoint an audit committee of at least three independent directors who are financially literate

· install a mechanism to review corporate operating and expense reimbursement policies and practices to ensure proper use of corporate resources
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