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unbounded cptimism. But it also has
a way of blinding executives to the

many organizational dangers that IS ! O ! I r

creep in at the same time. How much
internal risk is hiding within your
company? Use the risk exposure

calculator to find out. ‘ O
BY ROBERT SIMONS E g

N GOOD TIMES, IT'S EASY TO FORGET AEQUT RISK
Optimism abounds when markets are growing and
revenue and profits arc up. The business is hiring new

people, increasing the scale of operations, and swchmg out

new and cxciting opportunities for growth. Indeed, irn such
boom periods, the future looks so bright~to pa:aphxasc the
pop song-you ‘have to wear sunglasses.

Yet it’s in good times that managers need to be mos K<
watchful for signs of impending danger. Such is the paradox
of success: it has an uncanny way of setting a company up o
for trouble, if not outright attack. And not only from outside
sources, such as competitors or regulators, but, just as impor-
tant, from within the organization itself,

Consider haw an aggressive, can-do cultire often arises
when a company’s sales and proflts soar. Such a culture usuaily
accounts for bold initiatives and satisfied clients, but it also
can end up silencing any mcssenger carrying bad news ahout

Robert Simons is ths Charles M. Williams Professor of Business Ad-
ministration end a director of research at Harvard Business School
in Boston, Massachusetts. He is the author of Levers of Contol:
How Managers Use Innovative Control Systems to Drive Strategic
Renewal (Harverd Business School Press, 1993} and Performance
Measurement and Control Sysiems for Implementing Stzategy
{Preatice-Hall, 1999).
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a company's practices. Success can also require an
organization to invest in new compliter systems to
carry the load of increascd orders. That growth is
reason to celebrate, except that the all-too-common
failure to integrate new technology is a disaster
waiting to happen.

Success, in other words, should make executives
nervous, Better yet, it should galvanize them to
identify their level of internal risk exposure. Not all
risk is bad, of course, and in fact, most organizations
must take risks in order to make progress. {In some
fast-moving industries, such as software and finan-

cial services, it is necessary to take on quitc abit of |

risk just to stay cven.} But managers-- especially
those of successfol enterprises - must always be
on the lookout for the risk lurking in their organi-
zations, The question is: how can they pinpoint the
arcas of risk exposuze? : . )

Over the past several years, 1 have developed a

tool ¢alled the risk exposure calculator, The calcu-
lator shows the pressure points prcsent in every or-
ganization that lead to increased risk, such as the
speed of operational expansion and the level of in-
ternal competition. Depending on a company’s cir-
cumstances and management style, the amount of
pressure on each point can be low or high. A uni-
formly low score on thesc pressurc points, it should
be noted again, isn't necessarily a virtue. Remember
that nothing ventured is nothing gained, But too
high a score on too many pressure points can be a
strong signal that a company is exposed to dangerous
levels of risk. Remedial action inay be necessary -
and fast.

Theé risk exposure calculator is not a precise tool
like an electronic spreadsheet or 2 discounted cash-
flow analysis; its results are directional. It allows ex-
coutives to determine if a company’s risk level is in
the safety, caution, or danger zone. Once exccutives
calibrate and understand a company’s risk level,
they can align it with the orgenization’s strategy.

The caleulator has been tested by managers from
hundreds of different companies attending Harvard
Business School’s excoutive education programs
where I teach. Because the calculator shows the
combined effect of risk exposure throughout a com-
pany, the typieal reaction to the total score is sur-

prise, followed by nagging discomfort. It is not as if |

these executives don't know that their organiza-
tions carry risk. The CEQ of a manufacturing com-
pany might, for cxample, be fully cognizant that a
new factory has been put.on-line too quickly. That
gingle pressure has been wosrisome, but not enough

howeycr, the same CEQ might discover that there is
enough pressure on other critical pressure points
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that his company’s overall risk ecxposure has risen
to dangerous levels. ,
The rick exposure calculator also gives executiv
the opportunity to conduct two illuminating excr-
ciges, First, managers can ask people at differentlev-
cls and in different functions within a company to
use the calculator—and then compare scores, In my
experience, that process shows that people at the
very top of the company are less aware of risk expo-
sure than those closer to the ground. Similasly, the
exercise often reveals that people in one division or
husiness unit rate the company's exposure to risk
much higher than the rest of the organization. In
sueh cases, it is time for senior executives to find out

what one business unit knows that no one else does. -

Second, managers can calculate thedr company’s
current risk exposure apnd then caleulate what it
would have been 24 months ago. Comparing those
scores Teveals an orgenization’s internal risk-expo-
sure trajectory. One exccutive who did so found that
her organization had somehow managed to soar
from the safety to the danger zone. She acted swiftly
to alert her senior team, and steps were taken to
bring risk back under control. ’

In dynamic markets, taking risks is an integraj
part of any successful strategy. But understanding

" the conditions that create unhealthy levels of risk

. to keep him up at night. Using the risk calculator,

can go a long way toward preventing failure, It is
critical, then, for senior executives to keep track of
each pressure point. Later, we'll take a look at the
steps nanagers can take to contro} those pressures,
but fixst, let's cxamine the calculator in detail.

The Risk Exposure Calculator,
Key by Key

The risk exposure calculator is divided into three
types of internal pressures~thase due to growth, to
culture, and to information management. For each
of those pressurcs, success can increase the level of
risk. People subject to them make mistalkes in their
jobs, inadvertently or not, They skip important steps
in a quality-checking process, for instance, or allow
new customer service associates to answer phones
without adeguate training. Another common out-
come of internal pressures is that people fail to
share important information, especially with their
hosses. Either they don’t have the inclination, or
they don’t want to pay the price. And finally, in-
creased pressure can cause inefficiencics or break-

- downas, or both, as systems and people become over-

loaded and undermanaged.

Let's start with the pressure points related to
growth, where the exposure to risk begins in many
successful companies, ’
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Pressure Points Due to Growth, Fast-growing
busintsses are often intense and exciting environ-
ments. A burgeoning company attracts the interest

- of employecs and the capital markets alike. In pur-

suing strategies that emphasize growth, executives
often set ambitious sales and profit goals. Those
who deliver aze rewarded for their work; those who
fail to meet expectations do not share in the bounty.
No wonder, then, that growth can lead to the first
pressure point: pressures for performance.

If managed properly, pressure to achieve chal-
lenging goals can stimulate innovation, entrepre-
necurial creativity, and superior financial perfor-
mance, However, such pressurc can also bzing
unintended risk. Subordinates may fear that failing
to mect performance expectations will jeopardize
their status or compensation. Accordingly, they
may feel intense pressure to succeed at all costs,
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even if their actions overstep ethical bounds or con-
travene company policy. They may, for example,
aceept customers with poor credit ratings or cut

i

quality to accelerate operations, And if pushed hard

enough, employees can sometimes misrcpresent
their true performance to cover up any shortfalls
against expectations,

Examples of such behavior are, sad to say, plenti-
ful. Consider what happened in 1997 at the membar.-
ship club CUC International. The company, which
offered its customers discounts on home appliances,
travel, dining, and auto parts, was run by managers
intent on aggressive revenue and earmings growth.
And indeed, the company consistently hit those
goals—to the stock market's delight. But shortly

- after CUC merged with a franchising giant HES
(which franchises Ramada hotels, Coldwell Banker
real estate, and Avis rental cars, among others) 1o

R
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create Cendant, it was revealed that CUC’s remark-
able results werc fake. Employees in 22 business
units had falsified accounting records and booked
more than $500 million in phony pretax profits,
When confronted by investigators, the people who
togged the fictitious entries said they felt pressured
by their bosses to meet Wall Strect’s expectatons.
How can managers measure their score onl this
point? They can ask themselves if aggressive stretch
goals are set from the top down with little or no in-
put by subordinates, If the answer is yes, then this
point merits a high score. So does an environment
in which performance-variable pay rcpresents a
large percentage of total compensation. High scores
are also called for when managers give star perform-

pressure on this point is invariably high when the
capital markets hold high expectations for financial
results and traders bid up the stock to prove it.

The secomnd growth-related pressure point is the
rate of expansion in operations., Again, this isa good
news-bad news story, Noew production facilities; dis-
tribution channels, and product lincs are only nec-
essary when business is booming. However, with-
out carcful planning and allocation of resomrces,

A high level of inexperience among employees
and staff creates the third growth-related pressure
point. When large numbers of people come on board
quickly, managers sometimes waive background
checks or lower performance stendards and educa-
tional qualifications. As a result, new employecs
often lack adequate skills and training or don‘t fully

.understand their jobs, The fallout of such circum-

stances is well known: anan'ayofsma]landlarge
mistakes, from sales clerks who misinform impor-

. tant clients to factory workers who mishandle dag-
. gerous equipment. From unhappy customers to en-

dangered staff, the risks posed by inexperienced

. people can be unnerving. When calculating the
| pressure on this point, then, managers might ask
ers special attention and recognition. And finally, '

[
|

the infrastructure to support rapid expansion may .

quickly become overloaded, resulting in sacrifices
in quality. In other words, when calculating the

| pressure on this point, managers should ask them-

Success can embolden risk

takers too much; money

is loose, confidence is high.

selves; Are operations expanding fastex than our
capacity to invest in more people and techmology?
The answer, clearly, was no at American Express,

when ia 1987 top management decided to aggres--

sively expand the scope of the company’s franchisc.
In addition to the well-known Amcrican Express
card, which requires customers to pay outstanding
balances in full each month, a new Optima card
was lannched that encouraged customers to roll
over unpaid balapces and pay finance charges. The
new business was ramped up guickly to accommo-

! date the increased volume. But with little previous
- gxperience in conswmer credit markets, QOptima

managers badly misjudged delinquency rates on the

-new cards. The result: write-offs in excess of $150

million and a quarterly loss for the prestigious
Travel Related Services division.

88
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themselves, What percentage of our jobs are filled |

with newcomers ~ people, say, with less than 12
months experience with the company? Other tell-
tale signs that pressuore is climbing include in-

creased customer eomplaints about service, and

employces who miake too many “stupid” mistakes.
Those problems may seem like simple irritants to
senior managers of a growing business, but they are
important alarm bells.

Inexperience brings with it an additional risk,
cspecially in unstructured, high-innovation busi-
nesses, It takes a lot of timc for new peaple to learn,
let alont intefnalize, a company’s values. Often
they s:mply don‘t know what constitutes accept-
able behavior—or put another way, what
kind of béhavior is completely out of
bounds. Consider what happened in the
Iate roSos and early 1990s when Mord-
strom, the fashion retailer, sharply in-

creased the number of its stores across |

the United States and hired scores of new
managers to staff them. Even thongh
Nordstrom had always prided itself on
being fair-- spme would say generous- toward its
employees, a few overzealous managers intimi-
dated subordinates into underreporting wark hours

in an attcmpt to meet sales-per-hour quotas. This

miscreant behavior resulted in a series of lawsuits
and government actions that absorbed manage-

‘ment’s attention and damaged Nordstmom’s other-

wise fine reputation,

Pressure Points Due to Culture, No businesses
can snrvive over the long term ~let alone prasper—
without the entrepreneurial risk taking that drives
inndvation and creativity. But success can em-
bolden risk takers oo much; money is loose, confi-
dence high. For some, the urge to gamble with the
company’s assets and reputation-all in the name
of greater gains— becomes irresistible. And so very

' often people in successful enterprises invest in
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" excessively risky deals, forge alliances with people

or businesses that may not have the ability to honor
their contracts, or make promiscs to customers that
are impossible to ful§ll, Agsin, rewarding entrepre-
neurial initiative is gencrally the right thing to do.

* Butas the rewards for entrepreneurial behavior rise,

so too docs risk exposure,

Comnsider what happened at Bankers Trust Com-
pany, a traditional commercial bank during much
of its history, In the carly 1990s, senior manage-
ment transformed the business into an aggressive

investment bank that issued irnovative Snancial ;

instruments. Bankers and traders were rewdrded for
creating and pushing new products as fast as they
could. By 1993, based on the success of such entre-
preneurial behavior, the company was earming more
than $1 billion on-revenue of $4.7 billion. In 1995,
however, Bankers Trust was sued by several clients,
including Procter & Gamble, for misrepresenting
the risks associzted with thesc new financial prod-
ucts. The result was over $250 million in fines and
customer-reimbursement costs and the ouster of
Bankers Trust’s CEO and cther top executives,
How can managers calculate 2 score for this pres-
sure point? One way is to determine what percent-
age of the business is based on new products and
services that have been generated by creative, risk-
taking employees. The higher the number, the
higher the score. Another cause for 2 high score on
this point is an environment in which people are
allovwred - even urged—to operate like the Lone
Ranger, and only return to base when they have
captured the “spoils.” And finally, an increasing
frequency in failed new products or services or un-
successful deals is a sign that exposure to risk is
mounting, .

Another cultural pressure point has to do with in-

formation —particularly ag it Hows upward. To their
peril, executives running successful organizations
often develop a resistance to bad news. They want
to be smrréunded by people who share their pride in
the business and exude confidence about reaching
demanding performance goals. People who speak
of chstacles, problems, or impending dangers are
derided as annoying naysayers and accused of not
being team players. Yet it is often these individuals—
many of whom commumicate daily with frontline
employees, custorners, and suppliers—-who are best
able to see risk creeping in. In cultures where the
philosophy is “the boss knows best,” many lcam
not to speak out 2bout such risk,

The result? In the worst case, top-level managers
are the last to know abont critical changes in the
competitive environment, At Kmart, for example,
managers were reportedly reluctant to tell the leader-
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ship tcam about problems in the business, even as .

Wal-Mart was quickly overtaking them. While up-
start competitor Sam Walton was known for prod-
ding his subordinates to deliver bad news quickly
sa that they could fignre out how to improve,
Kmart's CEO Joseph Antonini had a reputation for
sarrounding himself with people who would not
challenge his views, Eventually, in 1995, the share-
holders and the board forced him out. Similar stories
about senior managers at the “old” IBM and General
Motors have been told to explain the companies’
spectacular declines from industry preeminence.
{Neew top manageraent, of course, has now reversed
their fortunes.) : ‘

To calculate the score on this pressure point,
managers must ask themselves some difficult ques-

tons: How much bad news do ¥ zetually hear? Have

I surrounded myself with “yes rnen”? The answer
to those questions will help determine their score.

The last explosive ingredient in the mix of cul-
tural pressure points is internal competition. In
many otrganizations, managers believe that they are
in a horse race with their peers for promotions and
rewards, And often they arc right. Senior executives

~ frequently sct up such contests to stimulate excep-

tional effort. However, when employees perceive
advancement and promotion as a zero-sum game,
internal competition can have unintended side
effects, The most common result is 2 decroase in
information sharing. After ali, if you know some-
thing important about customers or processes that
your rival doesn’t, why give away your advantage?

To compound the problem, employces fecling
the pressures of internal competition may gamble

. with business assets, potential credit losses, and the

company's reputation in their attempts to énhance
short-term performance. In such instances, risks
and rewards are not evenly distributed. If the gamnble
succeeds, there is an upside for both the employec
and the company. But if the gamble fails, the em-
ployee may—at worst~lose his or her job. The orga-

" nization can also be left with catastrophic losses,

That’s exactly what happened at Barings Bank in
1995. Nick Leeson executed transactions that at
first appeared to create exceptional levels of profit.
Towin respect and yewards, he was in fact gambling

HOW RISEY IS YOUR COMPANT?

company assets in-an-attempt to coverever-mount. |

ing losses, When the dust settled, Leeson was in cus-
tody on fraud charges. His actions destroyed 2 200-
year-old institution. i

To calculate their score on the internal competi- )
tion pressure point, managers might simply ask

themselves, Do we manage and motivate by horse
races here? They could also consider how perfor-
mance reviews are conducted at their company. Are
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employees ranked and compared with one another,
| or are they evaluated on their own merits? i the
i answeris the former, then the score should be high.
Managers might also think about what happens

when star performers are promoted. Do otherpeople

get fired—or quickly leave~at the same time? Com-
panies with sich up-or-out environments have h.lgh
levels of internal competition and should rcceive
a high score on this poiat,

Pressure Points Due to Information Management.

lator relates to the How of information within a

posure mounts. -

i Success in the marketplace is often accompanied
by increasingly sophisticated products, by innova-

tions in the way that customers ave served, and by

creativity in bundling new products or services, All

actions, When that bappens, fewer people fully un-
derstand the nature of the risks that these transac-
tions create and how to control them. For example,
cross-border agreements in international operations,
creative Hnancing of customers’ purchascs, and
elaborate consortium arrangements can ali produce
highty complex contracts, If only a handful of ex-
peris in the organization truly grasp the resulting
obligations and contingent cash flows, the risks
hidden on the balance sheet can become a mystery to

most. In calculating the pressure-on this peint, then,

ask yourself if you truly understand the complex

and sometimes arcane language of the deal-making

| experts in your company. If the answer is no, score
your risk exposure accordingly.

The increase in complexity due to highly lever-
aged derivative financial products- that is, finan.
cial instruments whose value fluctuates based on
changes in the values of other underlying assets—
has caused more than one well-managed company
to sustain substantial losses. A perfect example is
Metallgesellschaft Refining & Marketing [MGRM),

dustrial corporation Metallgesellschaft, In the carly
19505, MGRM began selling long-tcrm fixed-price
fuel oil contracts. At the same time, as a hedge
against price volatility, MGRM bought short-term
I oil futures on the New York Mercantile Exchange,

When oil prices began their precipitous decline in

1993, the business was forced to pay more than $50
I million per month to cover margin calls. Managers
¢ of the parcat company became alarmed and,
against the advice of MGRM executives, liquidated
the futures positions at a significant loss. The par-

20

The final set of pressures in the risk exposure calou.

. company. In shott, when systems to manage infor- | ]
mation are inadequate, havoe ensues—and risk ex- | actions to cnsure that they adhere to preapproved
policies, Overloaded or inadequate computer sya-

tems may not be able to captore the information

these changes can increase the complexity of trans-

the senior managers who need to understand them

an American subsidiary of the large German in- -

e ~Gopyrght-@-4898:-All-rights-reserved. -

ent board blamed subsidiary managers for lax op-
erational control; subordinate managers claimed

that the parent did not fully understand the nature . |
i of the futures positions and had ovcrestimated the |
potential risks, Who was right? Because of the com-

plexity of the transactions, it ig hard to say, but
losses on the Hquidated positions exceeded $x bil-
lion and brought Metallgesellachaft to the edge of

« bankrmptey.

Success can also mean an increase in the volume
and velocity of transactions, which often overloads
information systems. The dangers here are obvious.
Managers have less opportunity to scrutinize trans-

essential to support growth. That's what happened
at People Express— the now defunct low-coat, no-
frills airline. As the business tock off, it quickly
reached a point where its rudimentary information

. systemas lacked the ability to accurately analyze

-.Poundlng the Calculator
”_Keys at One.Company.

" To demonstrate how thé risk exposure calculator
works, let’s show how it might have revealed thefisk
A bremngatlﬁdder?cahodybeforc its disssmmous fallin | .

. 199a, when over $350 million-of false profits vere
" uncovered and ita parent, Geheral Blectric; declded ta
- dispoee of Kidder Peabiody’s aseets.

: In. hindsight, it is caxy to see that nnn:.rof the pres- -

sute paints-on the risk sxposure calculator weresat

dangerously high levels. Indeed, the company’s score
_ would have been close to straight fives in all categories

fora t.otnlofa,g-—atthevcxytcy ofthcdangcrzone.

PFirst, consider the growth dimension. Even before
o Genual Electric purchased Kidder Pesbody, pressure .-
for ‘purformiance at £he ¢ company was extumely <
high - not wiilike the pressure at other Wall Stiees: -
' flrms; From all scedunts, the dcquisition hughtmed N
- "thi démand- fox ‘results. The rdte of expiénsioft was .-
.- Hkewise intense.” Aftér all, GE Capital wds potiring *--.
i ~money-ito Kidder s that the business could exgiand
‘aggressively. At the saine tirae; the number of inexped; . |
. nmcedpeop]eatmdduwummﬁng GE managers: ;- -
: cgent in to oversee the compdny.after theacqmuuan-—. .
i wlule expert, ot yupning an industrisl company —did.

_not fully understand the operations.or the nature of

* “fnancial seivice prod\m Moregver, Ioseph Jett, thd - .-
trader hired for the fixed-thcortie desk, was younyg s and o

-Had o tdining or epericuce in buying'and selling

“cmlized cypesefbonds Pashmgthzssco:eupwm w
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available seat niles so that managers'could set the
.. right prices to maximize profit. Six years after its
successful launch, the company went bankrupt,
More recently, America Online suffered the conse-
quences of inadequate information-processing ca-
pacity in the face of increased transaction volume:
service shutdowns and blackouts reverberated
throughout its system just as many new customers
were trying to come on board.

To determine the score on this point, managers
should do a rough calenlation in their heads, What
were the complexity, volume, and velocity of infor-
mation a year ago? Have they risen, and by how
* much? The answers to those questions are not pre-
cise, but they can give a strong indication of whether
the score should be high or low.

Success also puts pressure on the internal report-

ing systerns that measure eritical performante vari-
ahles, such as return on capital employed, same-
store sales, order backlogs, and product or service
quality, In had times, managers vsually pore over

.. -fuirther was the fact that there were few shared values
' between managers at GE, a caréfully managed industri-
> * al company, and those at Kidder, a freewheeling finm.
" cial tradinig business:
.- Asfor cultnre, GE'sand Kuidet’svsenior managers had
’ cf:cmh:ly créated an environment thit Tewarded entre-
prenenrial risk taking. Those whao could And ways to
exploit market imperfectiona or wha could create new
fnancial praducts were well compensated. Thus, Jett,
who was ultimately discovered to be beoking false prof-
. its, bad previously beea feted by top management as
-Kidder's “man of the year.” His 1994 annuol bonus was )
$5 million. Notwithstanding his gntward siccess,

**. however, several people close to his operation ques-

.- tioned the natuze of the profits that he was génerating.

But there was such executivé fesistance to bad news—

especizlly given the rewards and accolades that were

being showered on the trader— that thoss with suspi-

clons were quickly quieted. Therewas also intense in-

* ‘formal competition as traders and managers vied for
prometion, recognition, and large bonuses,

Pmall}r, consider the quality of information IMARAge-
ment at Kidder. Transaction complexity and veluc.u:y
were both increasing rapidly as Jett placed orders to buy
and seli billions of dollars worth of bonds, Tilogical ex-
plenations fof complicated trades were not questioned
By mianagers who later claimed ignorance of the real
“natare of these transactions. Dlagnosuc performanne

HARVARD BUSINESS REVIEW M:l.y-.-]'m:\: 1999

such facts and figures as they try to divine the
source of their problems. In good times, however,
managers will frequently let this process slide,
There are two reasons. First, rapid growth often
renders these systems outdated and inadequate to
the new demands of the business. And second, it’s
human nature, If everything is going well and prof-
its are high, there's little reason to plow through
mounds of data inn order to find anomalies or ways
of making small improvements.
How can 2 manager calculate z score on this pres-
sure point! One signal that a high score is called for
" is, simply, a feeling of frustration~a sensc that it's
hard to get the right data at the right time, When
there are gaps in diagnostic performance measures,
managers end up getting the information they need
by.making phone calls and walking around. In
short, they spend a lot of time doing the work 2
computer system-should be doing.
Another way to calculate the score on this point

Cupyright ©-1999. Al rights rewerved— st

' is to ask, How often do I fight fives? If the answer is

Mmeastres wete fanlty and mcomplcte Jetthad atumﬁled
ona ghtch iri the firm’s computer program that allowed
binx o' record buge unredlizable profits. Diagnostic ea:ly-
watning systems that should have slerted semiof than: .
agers to rhedmgers of fhese outstanding positions were -
either nonexistentor ignored. Because of a lack.of dys-
tematic early-warning systems; senior managers at Kid- -
der and GE.were never provided with the critical signals.
that would have' alerted them to sexious problema.: .

Finally, Kidder scores high on decentralized decision
making. Not only is GE 4 highty decentralized organi-
zation, but Kidder, too, allowed major decisioiis to'be- |
made by employees at the tading desks without direct
management oversight. th.n Jert’s supervisor waé
asked why he didn’t watch his people closely, be said " :
that it was not part of his job and that he rehcd on
others to alert him #f anything was amiss. -

‘Who wiis to blame for Kidder’s ignorance of its-enor- - -
mous risk exposure? Jett'claimed that he was.not-
culpable because he had never hidden his actions from.-
superiors. In turp, his bosses claimed thar they were - -
not responsible because-they had relied on the com-
pany’s, dngnosdc control systems and internal auditors,..
to alert them if anything was wrong. In hmd:ught

" blame must be placed on the shoulders of those man-

agers who faﬂed ‘to appreciate the risk pressures due {o,
growth, ciltere, and-information management thar.
were mmmd.ng vnthm the company.
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often, then it’s likely that your information systems
are not providing the right information in a timely
fashion. And finally, give yourself a high scorc if the
last time you Iooked at data on performance was
more than a month ago, or if you're unlikely to
complain if monthly performance reports are late
or missing. This invariably means that you are not
using diagnostic controls effectively.

The final information-management pressure
point in the risk exposure calculator is decentral-
ized decision making. When companies expand
quickly, local managers are often given 2 great deal
of autonomy to make decisions, Indeed, top-level
corporate managers are typically involved only in
matters of resource allocation, goal setting, and per-

* formance reviews. Of course, decentralizavion yields

many advantages. It enables local business units to
respond quickly to market demands, allows more
creativity and innovation, and it can enharice the
motivation and carecr satisfaction of managers.

_ But again, these positive cffects also have their
downsides. First, local managers acting without a
Jarger sense of their organization’s corporate strategy
may unknowingly take on too much rsk. Second,
decentralized organizations do not have well-defined
information chanuels for sharing information cither
sideways or upward. If sconior executives are not
hearing important information untl it's too late,
then they need to give themselves a high score on
this pressure point. {To sec how the risk exposure
calculator is actually applied, sce the insert “Pound-
ing the Calenlator Keys at One Company.”)

Now that we've identified all the pressure points
that contribute to risk exposure, let’s take a look
at what managers can do after they've calculated
their score.

Five Questions About Risk

Most managers understand the relationship be-
tween risk and reward. Bat a second relationship is
cqually important: the relationship between risk
and awareness. Taking risks is not in itself a prob-
lem - but ignorance of the potential consequences
is an entirely different matter, Even for the most
technical categories of external risk — sovereign
risk, counterparty risk, credit risk, market risk-if
managers are aware of their nature and magnitude,
they can take appropriate steps to avoid the hidden
dangers.

The same is true of internal risk exposure, Onece
managers know where it exists in the organization,
and at what levels, they can act. In many cases,
however, that’s easier said thar done. Over the years,
I have spoken with many managers who work for
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companics that fall into the calculator's danger
zone. They often say that they have donc every-
thing possible within their organizations to control
risk. “What actions are left?” they ask.

The answers can be found in 2 series of questions.
Thesc questions correlate with the four “levers of

control” that I developed from intensive research-

over a ten-year period. {For a model of the levers
of control, see the exhibit “The Levers of Contzol.)
The levers, simply stated, are the mechanisms

managers can adjust to control risk 2s a company

pursnes its strategy. There is one question for each
of the four levers: belief systems, boundary sys-
tems, diagnostic control systems, and interactive
control systems, Working together, these four levers
give managers the tools to balance profit, growth,
and control. Each of them must be carefully aligned
with a business’s strategy. A fifth and final guestion
rclates to what are commonly known as internal
controls —the checks and balances designed to safe-

guard assets and ensure reliable information. Inter- !

nal controls do not vary with strategy; they are,
howcver, an essential foundation for controlling
risk in all organizations,

The managers of many successful companies
have implemented the levers-of-control model and
in doing so have found 2 way to drive maximum
performance while ensuring adequate safegnards
against risk. The following questions are designed
tohelp you do the same.

Question #1: Have senior managers communi-
cated the core values of the business in a way that
people nnderstand and embrace? Many of the criti-
¢al pressure points in the risk calculator measure

the likelikiood that employees are misconsiruing the -

intentions of senior managers or are taking on un-
acceptable levels of risk for personal gain. Belicf
systems - communicated throngh mission state-
ments, credos, and staternents of values—can go a
long way toward creating a culture that rewards in-
tegrity and makes clear the types of choices that

should be'made when confronted with temnptation

or unfamiliar situations. Effcctive belief systems

are an cssential safeguard in rapidly growing, high-
pressure businesses,

But to effectively commumicate core values and
heliefs, managers roust do more than go through
the motions of writing a2 mission statement. They
must reinforce their stated beliefs throngh visible
actions. That is, they mmust demonstrate that a mis-
sion statemecnt or credo is more than a plaque for
the wall - they must prove it is a living document.
At Johnson & Johnson, top managers pericdically
meet with all business unit managers to debate
and reaffirm the importance of their long-standing
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credo, Indeed, members of the company’s senior
team will even meet with small groups of employ-
ees and vet the credo word-hy-word, Such extzaor-

dinary practices demand a great investment of

tirne, but they are worth it for the enormous clarity
they bring to questons of policy and practices and
for the clear 1mderstanding they convey about what
* isrightand wrong.

Question #2: Have managers in your organiza.

tion clearly identified the specific actions and be-

haviers that are off-limits? Every busincss faces the
possibility that some cmployees may step outside
the bounds of normally accepted busincss prac-
tices. They may promise customers too much, for
instance, or accept a client who has a poor record of
paying his hills. Some rmisstcps, however, are more
serious than others— they may actually harm the
franchise of the business. Therefore, for any given
business strategy, managers must determing what
behaviors or actions could damage the business’s

Boundary Systems

Have managers in your
omanization clearly

Belief Systems

Have seniar managers
" communicated the core

values of the business in Identified the specific
a way that people under- actions-and behaviors
stand and embrace? that are off-limits?

reputation and declare those actions catcgorically !
off-limits, '

Consultants and anditors, for exarmple, depend
on their reputation for crustworthincss as an essen-
tial asset for cffective competition. Ask yourself
how long McKinsey & Company could stay in busi-
ness if clients suspected that client data were being
leaked to competitors. Because of such clear fran.
chise risks, McKinsey and firms like it have explic~ !
it codes of conduct that forbid any behavior that
could be perceived as compromising the confiden-
tiality of client data. At PricewatcrhouseCoopers,
the accounting firm rosponsible for tallying the
votes for the Academy Awards, boundaries for busi-
ness conduct are made clear to anyone assaciated
with the awards: Tell anyone other than your super-
visor about the cutcome of the votes, and yoi'Hl he
fired. Establishing unambiguous boundaries is a
quick but effective way of reining in risk and pro-
tecting a firm’s most valuablc asset.
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Interactive Control

Diagnostic Contral
Systems Systems
Are diagnostc control . Are your control systems
systems adequate at’ interactive and designed
menitoring critical to stimulate leaming?
performance variables? )
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Internal Controls Are you paying enough for traditional intemal controls?

ARTWORK 8Y DOUGLAS JONES

— - m— = GupytightO-1595—Alirightareserved,

93




""HOW RISEY IS YOUR COMPANY!?

Question #3: Are diagnostic control systems ade- !

quate at monitoring critical performance variables?
Because success ma.kcs it so easy to neglect or dis-

miss diagnostic control systerns, managers have to
be sure to invest in these systems in boom times
and ensure that averyone is forusing on the right
critical performance variables, Sometimes existing
systcms and measures are adequate. In other cases,
success calls for new variables. Managers need to
determine which performance varighles matter
most in present circumstances and then design
ways to ensure that key managers are regularly in-

. formed of those figures. Managers may choose to

focus diagnostic measures on operations {such as

quality and throughput], on critical balance sheet

assets (such as credit loss exposurc), or on the corn-
petitive environment [such as customer complaints

or bids lost to competition). Watching the right :

numbers can be an important way to find out if the
future doesn't look so bright.

Question #4: Are your control systems interac-
tive and designed to stimulate learning? Managers
can stay abreast of many critical performance vaxi-
ables by relying on exception-based diagnostic re-
ports, but such documents represent 2 one-way
flow of information. An additional and important
way to momnitor risk exposure is through certain
interactive control systems— that is,.systems that
force managers to engage in conversations ahout
strategic uncertainties. If used properly, the debate
that these control systems trigger can raise im-
portant questions zbout custoiners, technology,
competitors, rcgulation, markets— anything that
might change a company’a way of doing uisiness,
Any number of aystems can be used interactively:
profit plans, performance scorecards, technology-
monitoring systems, or brand revenue systems.
The only zequirement is that interactive meetings
for discussing the data become routine cnough

that they don't fall by the wayside. Used as mecha-
nisms to gather information, interactive control
systems open information channels from the bot-

tom of the organization to the top, an essential way

to combat risk. ‘

Again, Johnson & Johnson provides an illustration
of a company that uses an effectve risk-controlling
device. Jts managers usc their profit-planning and
long-range-planning system in a highly interactive
way to continually assess opportumtles and threats,
As they constantly revise projections, managers
are forced to confront three questions: What has

. changed? Why? and What are we going to do about

it? Through such an interactive process, fohnson &
Johnson’s managers have successfully navigated
the shoals of the changing health care industry and |
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have managed to stay, year afrer year, on the short-

list of America’s most admired companies,

Question #5: Are you paying enough for tradi.
tional intefnal conirols? In this age of balanced
scorecards and enterprisewide information sys-
tems, many organizations have relegated internal
controls to the dustbin. ['m reforring here to time-
tested practices such as segregating duties, limiting
access to cxitieal information, and adeguately staff-
ing key control and risk management positions,
such as controllers and internal auditors.

Why have some companies let those controls go? |

One of the main reasons is the wave of reengineer-
ing and downsizing that has occurred over the past
decade, On the one hand, these initiatives have suc-
cessfully refocused and streamlined businesscs,
making them healthicr and more competitive. On
the other hand, they have also removed much of the
redundancy and middle management oversight
that were the traditional backhone of internal con-
trol systems.

There is no fixed amount or percentage that a
company should be paying for the checks and
balances that are the mainstay of internal controls.
But there is one rule of thumb. As a company
grows, the money invested in such systems should
be growing commensurately. It may feel wasteful
at the time-— especially sincc success makes risk
scem so remote—but it is money well spent, That's
a fact, unfortunately, that many managers don't
learn until it's too late.

A Calculator and a Magnifying Glass

Attaining success is the reason that many people
enter businéss in the first place. It feels greac. And
perhaps that's why once you achieve it, the last
thing you want to hear is: Watch out-risk looms!
But exccutives running successful enterprises can't
let the brightness of the day - or the future- blind
them. ‘They need to shed their sunglasscs and find
2 magnifying glass to search their organizations
for the risks that may be multiplying within. A pair
of binoculars might be called for as well. Some-
tiznes risk crecps into the organization at quite a
distance from the top.

The risk cxposure caleulator won't, in and of itself,
decreasc an organization’s risk. But it will suggest
where risk is growing and how fast. With that in-
sight, managers can take the steps they need to pro-
tect their success. Not all risk is bad. It's up to you,
then, to decide if your business’s level of risk calls
for merc watchfulness or for strong 2ction, ¥}
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Control

How can managers promote innovation while avoiding

A fundamental problem facing managers in the
1990s is how to exercise adequate control in organi-
zations that demand flexibility, innovation, and
creativity. Competitive businesses with demand-
ing and informed customers must rely on employee
initiative to seek out opportunities and respond to
customers’ needs. But pursuing some opportunities
can expose businesses to excessive risk or invite be-
haviors that can damage a company’s integrity.

Consider the spate of management control fail-

ures that have made headlines in the past several

years: Kidder, Peabody & Company lost $350 mil-
lion when a trader allegedly booked fictitious prof-
its; Sears, Roebuck and Company tock a $60 mil-
lion charge against earnings after admitting that
it recommended unnecessary repairs to customers
in its automobile service business; Standard Char-
tered Bank was banned from trading on the Hong
Kong stock market after being implicated in an im-
proper share support scheme. The list goes on. In
each case, employees broke through existing con-
trol mechanisms and jeopardized the franchise of
the business. The cost to the companies - in dam-
aged reputations, fines, business losses, missed op-
portunities, and diversion of management atten-
tion to deal with the crises—was enormous.

How do senior managers protect their companies
from control failures when empowered employees
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are encouraged to redefine how they go about doing
their jobs? How do managers ensure that subord;.
nates with an entrepreneurial flair do not put the
well-being of the business at risk? One solution is
to go back to the fundamentals of control developed
in the 1950s and 1960s for machinelike bureaucra-
cies. In that era, managers exercised contro} by
telling people how to do their jobs and monitoring
them with constant surveillance to guard against

_ surprises. Although this approach sounds anachro-

nistic for modern businesses, it is still effective
when standardization is critical for efficiency and
yield, such as on an assembly line; when the risk of
theft of valuable assets is high, such as in a casino;
or when quality and safety are essential to product
performance, such as at 2 nuclear power plant.
However, in most organizations operating in dy-
namic and highly competitive markets, managers
cannot spend all their time and effort making sure
that everyone is doing what is expected. Nor is it
realistic to think that managers can achieve control
by simply hiring good people, aligning incentives,
and hoping for the best. Instead, today’s managers
must encourage employees to initiate process im-
provements and new ways of responding to cus-
tomers’ needs-but in a controlled way.
Fortunately, the tools to recancile the conflict

. between creativity and control are at hand. Most
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managers tend to define control narrowly —as mea-
suring progress against plans to guarantee the pre-
dictable achievement of goals. Such diagnostic con-
trol systems are, however, only one ingredient of
control. Three other levers are equally important in
today’s business environment: beliefs systems,
boundary systems, and interactive control systems.

Each of the four control levers has a distinct pur-
pose for managers attempting to harness the cre-
ativity of employees. Diagnostic control systems
allow managers to ensure that important goals are
being achieved efficiently and effectively. Beliefs
systems empower individuals and encourage them
to search for new opportunities. They communi-
cate core values and inspire all participants to com-
mit to the organization’s purpose. Boundary sys-
tems establish the rules of the game and identify
actions and pitfalls that employees must avoid.
Interactive control systems enable top-level man-
agers to focus on strategic uncertainties, to learn
about threats and opportunities as competitive con-
ditions change, and to respond proactively.,

Diagnostic Control Systems

Diagnostic control systems work like the dials
on the control panel of an airplane cockpit, en-
abling the pilot to scan for signs of abnormal func-

HARVARD BUSINESS REVIEW March-April 1995

' tioning and to keep critical performance variables

within preset limits. Most businesses have come to
rely on diagnostic control systems to help man-
agers track the progress of individuals, depart-
ments, or production facilities toward strategically
important goals, Managers use these systems to
monitor goals and profitability, and to measure
progress toward targets such as revenue growth and
market share. Periodically, managers measure the
outputs and compare them with preset standards of
performance. Feedback allows management to ad-
just and fine-tune inputs and processes so that fu-
ture outputs will more closely match goals.

But diagnostic control systems are not adequate
to ensure effective control. In fact, they create pres-
sures that can lead to control failures —even crises.
Whether managers realize it or not, there are built-
in dangers when empowered employees are held ac-
countable for performance goals—especially for dif-
ficult ones — and then left to their own devices to
achieve them. For example, Nordstrom, the upscale
fashion retailer known for extraordinary customer

Robert Simons is the Charles M. Williams Professor of
Business Administration at Harvard Business School in
Boston, Massachusetts. His book Levers of Control: How
Managers Use Innovative Control Systems to Drive Stra-
tegic Renewal was published in December 1994 by the
Harvard Business School Press.
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service, recently found itself em-
broiled in a series of lawsuits and
investigative reports related to its
sales-per-hour performance-mea-
surement system. Used to track
the performance of its entrepre-
neurial salespeople, the system
was designed to support the ser-
vice orientation for which Nord-
strom is famous. But without
counterbalancing controls, the
systemn created the potentizl for
both exemplary customer service
and abuse. Some employees
claimed that first-line supervisors
were pressuring them to under-
report hours on the job in an at-
tempt to boost sales per hour. Set-
tling those claims cost Nordstrom
more than $15 million.

I recently conducted a study of
ten newly appointed chief exccu-
tive officers to understand better
how they used measurement and
control systems to implement
their agendas. Wichin the first
months of taking charge, many of
the new CEOs established demand-
ing performance goals for divi-
sion managers and increased the
rewards and punishments associ-
ated with success and failure in
achieving those goals. In response
to the pressures, several division
managers manipulated financial
data by creating false accounting
entries to enhance their reported

Fach of the four
control levers has o e o civn i e s )

purpose for managers
atlempling o balance
creativity and control.

rewards will be based, many man-
agers believe they can move on to
other issues, knowing that em-
ployees will be working diligently
to meet the agreed-upon goals. Yet
the potential for control failures
as the performance bar is raised
and employees’ rewards are put at
risk underscores the need for man-
agers to think about the three oth-
er essential levers of control.

Beliefs Systems

Companies have used beliefs
systems for years in an effort to
articulate the values and direction
that senior managers want their
employees to embrace. Typically,
beliefs systems are concise, value-
laden, and inspirational. They
draw employees’ attention to key
tenets of the business: how the
organization creates value {“Best
Customer Service in the World”),
the level of performance the orga-
nization strives for {“Pursuit of
Excellence”); and how individuals
are expected to manage both in-
ternal and external relationships
{“"Respect for the Individual”},

Senior managers intentionally
design beliefs systems to be hroad
enough to appeal to many different
groups within an organization:
salespeople, managers, production
workers, and clerical personnel. Be-

performance. The managers were
tired, but not before they had inflicted damage on
their organizations. In one memorable case, a retail
company had been making inventory and mark-
down decisions based on the falsified data, a prac-
tice that resulted in significant losses. These are
not isolated incidents. The Big Six accounting firms
have observed a substantial increase in errors and
fraud over the past five years as organizations
downsize and reduce the resources devoted to inter-
nal controls. With the elimination of many middle
management jobs, basic internal controls, such as
segregation of duties and independent oversight,
have often been sacrificed.

One of the main purposes of diagnostic measure-
ment systems is to eliminate the manager’s burden
of constant monitoring. Once goals are established
and people have performance targets on which their
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cause they are broad, beliefs state-
ments are often ridiculed for lacking substance.
But this criticism overlooks the principal purpose
of the statements: to inspire and promote com-
mitment to an organization’s core values. Still, the
statements achieve their ends only if employees
believe, by watching the actions of senior manag-
ers, that the company’s stated beliefs represent
deeply rooted values. f employees suspect that man-
agers are going through the motions of the latest
fad, cynicism will set in,

Indeed, some managers adopt missions and cre-
dos not out of any real commitment but because
they seem fashjonable. However, managers who
use their missions as living documents - as part of
a system to guide patterns of acceptable behavior—
have discovered a powerful lever of control. At
Johnson & Johnson, for example, senior managers
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meet regularly with subordinates throughout the
company to review and reaffirm the beliefs record-
ed in J&J's long-standing credo, which articulates
clearly and passionately the company’s responsibil-
ities to customers, employees, local communities,
and stockholders. Managers throughout the organi-
zation recognize the value that senior managers
place on the exercise and respond accordingly.
When problems arise, such as when J&J faced the
Tylenol crisis, the strong beliefs system embedded
in its credo provided guidance regarding the types of
solutions to search for.

In the past, a company’s mission was usually
understood without reference to core values or for-
mal beliefs; employees knew that they worked for
a bank or a telephone company or a company that
made shock absorbers. However, businesses have
become much more complex in recent years, mak-
ing it more difficult for individuals to comprehend
organizational purpose and direction. Moreover, in
many businesses, downsizing and realignment
have shattered strongly held assumptions about the
values and foundations of businesses and their top-
level managers. Employees no longer know whom
to trust. At the same time, their expectations for

meaningful careers have risen as education levels | pants from all parts of an organization need to

HARVARD BUSINESS REVIEW  March-April 1995
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have increased. Without a formal beliefs system,
employees in large, decentralized organizations of-
ten do not have a clear and consistent understand-
ing of the core values of the business and their place
within the business, In the absence of clearly artic-
ulated core values, they are often forced to make
assumptions about what constitutes acceptable be-
havior in the many different, unpredictable circum-
stances they encounter,

Beliefs systems can also inspire employees to cre-
ate new opportunities: they ¢an motivate individu-
als to search for new ways of creating value. We all
have a deep-seated need to contribute - to devote
time and energy to worthwhile endeavors. But
campanies often make it difficult for employees to
understand the larger purpose of their efforts or to
see how they can add value in s way that can make
a difference. Individuals want to understand the or-
ganization’s purpose and how they can contribute,
but senior managers must unleash this potential.
Effective managers seek to inspire people through-
out their organizations by actively communicating
core values and missions. As top-level managers re-
ly increasingly on empowered employees to gener-
ate new ideas and competitive advantage, partici-
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understand as clearly as possible their company’s
purposcs and mission.

Beliefs systems can augment diagnostic control
systems to give today’s managers greater amounts
of control. But they are only part of the answer.
Think of them as the yang of Chinese philosophy -
the sumn, the warmth, and the light. Opposing them
are dark, cold boundaries-the yin~which represent
the next lever of control.

Boundary Systems

Boundary systems are based on a simple, yet pro-
found, management principle that can be called the
“power of negative thinking.”' Ask yourself the
question, If I want my employees to be creative and
entrepreneurial, am I better off telling thern what to
do or telling them what not to do?

CONTROL
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preted as giving subordinates 2 blank check to do
whatever they please. People generally want to do
the right thing-to act ethically in accordance with
established moral codes. But pressures to achieve
superior results sometimes collide with stricter
codes of behavior. Because of temptation or pres-
sure in the workplace, individuals sometimes
choose to bend the rules. As the recent problems at
Kidder, Peabady and Salomon Brothers show, entre-
preneurial individuals sometimes blur or misinter-
pree the line between acceptable and unacceptable
behavior. At Salomon Brothers, a creative trader at-
tempting to increase investment returns violated
U.S. Treasury bidding rules and short-circuited ex-
isting controls; the aftermath of the scandal de-
stroyed careers and impaired Salomon’s franchise.
Similar problems at Kidder, Peabody involving fic-
titious securities trades resulted

The answer is the latter. Telling
people what to do by establishing
standard operating procedures and
rule books discourages the initia-
tive and creativity unleashed by
empowered, entrepreneurial em-
ployees. Telling them what not to
do allows innovation, but within
clearly defined limits.

Unlike diagnostic control sys-
tems (which monitor critical per-
formance outcomes} or beliefs
systems {which communicate
core values}, boundary systems
are stated in negative terms or as
minimum standards. The bound-
aries in modern organizarions,
embedded in standards of ethical
behavior and codes of conduct, are
invariably written in terms of ac-
tivities that are off-limits. They
are an organization's brakes.
Every business needs them, and,
like racing cars, the fastest and
most performance-oriented com-
panies need the best brakes,

Human beings are inventive,
and, when presented with new op-
portunities or challenging situa-
tions, they often search for ways
to create value or overcome obsta-
cles. But empowerment - fueled
by inspiration and performance
rewards - should never be inter-
L. My calleague, Professar Charles Christenson,

coined this rerm in a 1972 Harvard Business
School workiag paper.

Beliefs svstems can
be thonght of as the
vang lo the vin of
boundary systers.

in massive losses and ultimately
led to the sale of the business.
Clearly, the consequences of a mis-
step can be severe,

Boundary systems are especial-
ly critical in those businesses in
which a reputation built on trust
is a key competitive asset. A well-
respected bank with a global fran-
chise states as a part of its busi-
ness principles that its three main
assets are people, capital, and rep-
utation. Of all these, it notes, the
last is the most difficult to regain
it impaired. To guard against dam-
age to its reputation, the bank’s
code of conduct forbids individu-
als both from developing client
relationships in “undesirable” in-
dustries, such as gambling casinos,
and from acting as intermediaries
in unfriendly takeovers, which
senior managers believe could
undermine the perceived trust-
worthiness of the company.

Large consulting firms like
McKinsey & Company and the
Boston Consulting Group rou-
tinely work with clients to ana-
lyze highly proprietary strategic
data. To ensure that their reputa-
tions for integrity are never com-
promised, the firms enforce strice
boundaries that forbid consultants
t0 reveal information - even the
names of clients - to anyone not
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spouses. They also clearly state in their codes of

professional conduct that individuals must not mis-
represent themselves when attempting to gather
competitive information on behalf of clients.
Unfartunately, the benefits of establishing busi-
ness conduct boundaries are not always apparent
to senior managers. Too often, they
learn the hard way. Many codes of
conduct are instituted only after
a public scandal or an internal inves-
tigation of questionable behavior.
Over the years, General Electric has
instituted codes of business conduct
that prohibit activities relating to
improper payments, price fixing, and
improper cost allocation on govera-
ment contracts. Each of those codes
was instituted after a major crisis impaired the in-
tegrity of the business. For instance, when GE was
forced to suspend its $4.5 billion business as suppli-
er to the U.S. governmient in 1985, CEO Jack Welch
responded by strengthening internal controls and
issuing a clear policy statement that forbade the be-
haviors that had landed GE in trouble: improper
cost allocations on government contracts. Similar-
ly, senior managers at Wall Street investment firms
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did not pay much attention to business conduct
boundary systems until the disclosure of improper
behavior by a small number of employees at Salo-
mon Brothers nearly destroyed the business. Again,
senior managers at investment firms across the
country scrambled to install compliance systems

Boundary systems are an

organization’s brakes. And, like

racing cars, the fastest

companies need the best brakes.

to avoid a similar crisis in their own firms.
Effective managers anticipate the inevitable
temptations and pressures that exist within their
organizations. They spell out the rules of the game
based on the risks inherent in their strategy and en-
force them clearly and unambiguously, Some be-
haviors are never tolerated: the firing of the manag-
er who inflated his or her expense report by $50 is
a familiar story in many organizations. On the sur-

\

‘Boyndary Systems -
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face, the punishment may seem
too harsh for the crime, but the
purpose of such punishment is to
signal clearly to all managers and
employees that the consequences
of stepping over ethical bound-
aries are severe and nonnego-
tiable. As performance-oriented
organizations grow and become
more decentralized, the risks of
failure increase. Managers must
rely more and more on formal sys-
tems in order to ensure that the
boundaries are communicated
and understood.

Not all boundaries concern
standards of ethical conduct. Stra-

ing that people steer clear of op-
portunities that could diminish
the business’s competitive posi-
tion. A large computer company,
for example, uses its strategic
planning process to segregate its
product and market opportunities
into what managers call green
space and red space. Green space
is the acceptable domain for new
initiatives. Red space represents
products and markets in which se-
nior managers have decided they
do not want to pursue new op-
portunities, although the orga-
nization could compete in those
products and markets given its
competencies. A British relief or-
ganization uses a similar system

Interactive control
sttt nc s v miinan: | SYSEEINS track the
uncertainties that
keep senior managers
awake al night.

that employees and managers are
encouraged to exploit actively. In
combination, they establish direc-
tion, motivate and inspire, and
protect against potentially damag-
ing opportunistic behavior.

Interactive Conirol
Systems

When organizations are small,
key managers and employees can
sit around the same table and in-
formally explore the impact of
emerging threats and opportuni-
ties. But as organizations grow
larger and senior managers have
less and less personal contact with
people throughout the organiza-
tion, new formal systems must be
created to share emerging infor-
mation and to harness the creativ-
ity that often leads to new prod-
ucts, line extensions, processes,
and even markets. Unfortunately,
diagnostic control systems, which
highlight shortfalls against plans,
won't suffice. Instead, senior man-
agers need sensing systems more
like the ones used by the National
Weather Service, Ground stations
all over the country monitor tem-
perature, barometric pressure, rel-
ative humidity, cloud cover, wind
direction and velocity, and precip-
itation. Balloons and satellites
provide additional data. These

to monitor strategic boundaries; it
maintains a gray list of companies whose contribu-
tions it will neither solicit nor accept. Managers at
Automatic Data Processing (ADP] use a strategic
boundary list that delineates the types of business
opportunities that managers must avoid. The
guidelines provide ADP managers with clarity and
focus. This technique has contributed to 133 con-
secutive quarters of double-digit growth in earnings
per share-2 record unmatched by any other compa-
ny traded on the New York Stock Exchange.
Working together, boundary systems and beliefs
systems are the yin and yang that together create a
dynamic tension. The warm, positive, inspirational
beliefs are a foil to the dark, cold constraints. The
result is a dynamic tension between commitment
and punishment. Together, these systems trans-
form limitless opportunity into a focused domain
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data are monitored continuously
from a central location in an effort to identify pat-
terns of change.

Managers need similar scanning mechanisms.
Like weather-tracking systems, intexactive control
systems are the formal information systems that
managers use 10 involve themselves regularly and
personally in the decisions of subordinates. These
systems are generally simple to understand,
Through them, senior managers participate in the
decisions of subordinates and focus organizational
attention and learning on key strategic issues.

Making a control system interactive invariably
demands attention from participants throughout
the business. At Pepsico, for example, the weekly
release of new Nielsen market-share numbers cre-
ates a flurry of activity as 60 or 70 people through-
out the organization begin working on the data in
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anticipation of the inevitable scrutiny and queries
of senior management. Senior managers schedule
weekly meetings to discuss the new Nielsen infor-
mation, to challenge subordinates to explain the
meaning of changed circurnstances, and to review
action plans that subordinates have developed to
react to problems and opportunities,

Interactive control systems have four character-
istics that set them apart from diagnostic control
systems. First, they focus on constantly changing
information that top-level managers have identi-
fied as potentially strategic. Second, the informa-
tion is significant enough to demand frequent and
regular attention from operating managers at all
levels of the organization. Third, the data generated
by the interactive system are best interpreted and
discussed in face-to-face meetings of superiors, sub-
ordinates, and peers. Fourth, the interactive control
system is a catalyst for an ongoing
debate about underlying data, as-
sumptions, and action plans.

Interactive control systems track
the strategic uncertainties that keep
senior managers awake at night -the
shocks to the business that could
undermine their assumptions about
the future and the way they have
chosen to compete. Depending on the
business, these uncertainties might
relate to changes in technology, customers’ tastes,
government regulation, and industry competition.
Because interactive control systems are designed to
gather information that might challenge visions of
the future, they are, by definition, hot buttons for
senior managers.

A senior manager’s decision to use a specific con-
trol system interactively -in other words, to invest
time and attention in face-to-face meetings to re-
view new information - sends a clear signal to the
organization about what’s important. Through the
dialogue and debate that surround the interactive
process, new strategies often emerge. Consider the
case of a well-known hospital supply company. The
company is a low-cost producer, supplying dispos-
able hospital products for intravenous drug delivery
such as plasma containers, tubing, and syringes.
Even though efficiency, quality, and cost control
are important competencies, these concerns do not
keep managers awake at night. {They are well un-
derstood and can be managed effectively with diag-
nostic control systems.) Instead, senior managers
worry that technological breakthroughs will under-
mine their ability to deliver products valued by the
market. Accordingly, they use a project manage-
ment system interactively to focus organizational
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attention on a dozen or so emerging technological
issues. Senior managers meet monthly for several
days to debate the impact of technologies — intro-
duced by competitors or in related industries, or de-
veloped in-house — on their business. These meet-
ings become intense as the managers challenge one
another to assess the impact of new information
and develop responses. From this dialogue, new
strategies emerge.

Senior managers at USA Today, Gannett Compa-
ny’s daily newspaper, use a similar process to re-
view information contained in a simple package of
reports delivered each Friday, Three weekly reports
give senior managers a picture of how they have
done in the previous week and what conditions lie
ahead for the upcoming few weeks. The data in the
Friday packet range from year-to-date figures to
daily and account-specific information. These data

Interactive control systems focus

on constantly changing

information that senior managers
consider potentially strategic.

provide insight into changing industry conditions
and the advertising strategies of key customers.
They allow managers to look at the big picture and
provide enough detail to identify specific vulnera-
bilities, opportunities, and the source of any prob-
lems that require proactive responses.

Each week, senior managers at USA Today
schedule intensive face-to-face meetings with key
subordinates to analyze and interpret the report
data. Among the regular topics of discussion and
debate are advertising volume against plan, com-
mitted future volume by issue, and new business by
type of client. In addition to looking for unexpected
shortfalls, managers also look for vnexpected suc-
cesses. From these meetings, significant innova-
tions have been proposed to deal with unanticipat-
ed downturns and to capitalize on unanticipated
opportunities. Innovations have included launch-
ing a2 new market-survey service for automotive
clieats, introducing fractional-page color advertis-
ing, selling exclusive inserts dedicated to specific
customers and products, and using circulation
salespeople to sell ad space in regional locations.

Of course, managers in other businesses choose
different kinds of control systems to use interac-
tively depending on the strategic uncertainties as-
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sociated with their business strategies. For exam-
ple, Johnson & Johrison uses its profit-planning sys-
tem interactively to focus attention on the develop-
ment and protection of innovative products in its
various markets. Managers periodically reestimate
the predicted effects of competitive tactics and new
product rollouts on their profit plans for the current
and the following year. The recurring questions
posed by managers are: What has changed since our
last forecast? Why? What are we going to do about
it? The results are new ideas and action plans.

Balancing Empowerment and Control

Effective managers empower their organizations
because they believe in the innate potential of peo-
ple to innovate and add value. For instance, the rea-
son Nordstrom salespeople provide exceptional
customer service i{s that they are selected and
trained to act entrepreneurially. In turn, they have
the freedom and motivation to tailor their service
to each customer’s needs. To unleash this type of
potential, senior managers must give up control
over many kinds of decisions and allow employees
at lower levels of the organization to act indepen-
dently. Good managers work constantly to help
employees rise to their potential. Int simall organiza-
tions, managers do this informally. While eating or
traveling together, they communicate core values
and missions, the rules of the game, and current tar-
gets—and they learn about significant changes. As
companies become larger, more decentralized, and
geographically dispersed, senior managers are no
longer in constant contact with all the employees
who will identify and respond to emerging prob-
lems and opportunities. Nonetheless, the guiding
principles of communication and contro} are every
bit as impartant.

A large international construction company re-
spected for its quality and customer service pro-
vides a clear illustration of how the control levers
support one another. The company has more than
25 offices in the United States and abroad; as a re-
sult, project managers and employees make multi-
million-dollar decisions far from the company’s
top-level managers. The senior managers who set
the company’s overall direction and strategy ensure
that they have adequate control of their far-flung
operations by using all four levers of control.
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To communicate core values, they rely on a be-
liefs system. The company’s widely circulated credo
refers to the importance of responsibility, of col-
lective pride in engineering quality, of finarcial suc-
cess, and of integrity. It concludes with an over-
all objective handed down by the founder: “To be
the best.”

These inspirational beliefs are offset by clear
boundaries. Managers are forbidden, for example,
to work in certain countries where facilitating
payments and bribes are required to do business,
because these sorts of actions jeopardize the com-
pany’s belief in integrity. The company also main-
tains a turkey list to communicate to managers the
types of projects that the company has learned are
not profitable and should be avoided. (For example,
senior managers have learned from bitter experi-
ence to steer clear of sewage-disposal-plant con-
struction.} The list is adjusted from time to time as
managers learn where their competencies lie and
where they don't.

Managers gain still mare control by using a vari-
ety of diagnostic controls - among them profit
plans, budgets, and goals and objectives. These con-
trol systems do not require very much attention
from senior management other than the time spent
setting annual goals and monitoring exceptions to
see that events unfold according to plan. One con-
trol system, however, is used interactively. The
project management system focuses attention on
the strategic uncertainties that managers want
everyone to monitor: the company’s reputation in
the trade, the shifting perceptions of customers,
and the ideal skill mix required in various project
teams. The new data are used as a catalyst to force
regular face-to-face discussions in which managers
share information and attempt to develop better
ways to customize their services and adjust their
strategies in a changing market.

Collectively, these four levers of control set in
motion powerful forces that reinforce one another.
As organizations become more complex, managers
will inevitably deal with increasing opportunity
and competitive forces and decreasing time and at-
tention. By using the control levers effectively,
managers can be confident that the benefits of inno-
vation and creativity are not achieved at the ex-
pense of control. T
Reprnt 953i1 =~ =~ 77 '
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4.4 Securing Control

4.4.1 Risk and Control

Having established processes for managing risk exposures, the issue arises as to whether these
processes are functioning as intended - as the organisation seeks to realise its strategies while
experiencing dynamic change (see 4.2.5, 4.3.5 above). Is the organisation i control, as it pursues
“value at risk’ under these conditions (Competency 6.1.3)?

Viewed in this way, the focus of control in organisations is on “value at risk’.and its management,
as critical underpinnings of strategy realisation and the attainment of objectives (Delphi 2.6;
Perspectives 5.2,6). More specifically, the focus of control will be on the risk parameters accepted or
established for the range of exposures sustained by an organisation as it negotiates value creation
under dynamic conditions and in the face of uncertainty (see 4.3.4, 4.3.5 above; Competency 6,1.3;
Assessing Competency 3.9). An organisation will be ‘in control’ if:

. risk parameters appropriately reflect shifting exposures, and

* risk strategies and treatments meet the conditions established by the risk parameters relating
to particular exposures. :

Risk management and control are different types of organisational process, though they are
related. Risk management processes develop organisational understandings about, and treatment
systems for ‘value at risk’ (see 435 above). Comtrol processes establish, and develop
organisational understandings about the gfficacy of risk management processes under conditions
of change. Where ‘value at risk’ is not managed effectively, then an organisation has the
potential (at least) to become ‘out of control’, Arguably, control processes serve no organisational
purpose other than to-negate or highlight this possibility {Competency 6.1.3). Being ‘in control’
implies that an organisation’s changing risk exposures are understood and managed effectively.

In practice control processes are likely to be aligned with risk management processes in
organisations, and both are likely to be dimensions of larger governance and management
processes (Assessing Competency 3.9). The following diagram is ustrative:

DYNAMIC
‘ CHANGE
ENVIRONMENTS GOVERNANCE ORGANISATIONAL
OF - AND [P “rncnonne
ORGANISATIONS MANAGEMENT
RISK
MANAGEMENT

Control has been described as the exercise of ‘powers’, taken or given, within 'zones of
discretion’, where varying degrees and types of autonomy are made available (see 2.2.2 above);

accountability refers to forms of control that are operative when there is some possibility of
autonomy, '



Control and accountability engage both thought and (inter-) action in organisations; and different
forms of cenitrol and accountability invoke thought and action in different ways. For example,
different forms of control or accountability may utilise different types of knowledge or value
framework, and different types of information. Similarly, different dimensions of relationships,
different relationship structures, and different modes of action may be utilised (see 2.2.4 above).

Organisations are likely to utilise different forms of control/accountability, in varying
combinations. The forms of control /accountability used are likely to reflect the institutional and
cultural location of an organisation, as well as the distinctive environment it faces and the
" distinctive mode of functioning it adopis (see 2.2.5, 2.3.4 above). Thus, overily or otherwise, the
forms of control/accountability adopted are the result of a desigh process where they are suited to
an organisation and its contexts (see 2.2.1 above). The design achieved may be appropriate,
efficient and effective - or it may be otherwise {Compelency 6.1.3); in the latier case, the forms of
control used may inhibit the pursuit of “value at risk’ or fail to highlight failures in risk
management processes - thereby lowering the possibility of an erganisation being “in control’.

“The creation of control structures in an organisation is a delicate process involving trial
and error, fine-tuning, and the need to address constant change. The organisation might
be over-cortrolled in key risk areas, thus inhibiting its effectiveness in value creation; or
it might be under—controlled, thus leading to unexpected or unacceptable risk exposures.
Over- or under- control might be the result of inappropriate mixes of forms of contrel, or
the consequences of patterns of control that are diverced from considerations of
effectiveness of value creation within established risk parameters, or the result of using
contzrol structures that neither anticipate nor respond to dynamic shifis in risk exposures.

Maoreover, good intentions with respect to control tnay fail to be realised {Competency
6.1.3).

Simons (1995), for example, references some of the considerations and problems involved in the
design and use of effective conizol systems when he refers to a “balancing act”. “Control
systems” need to selectively “balance the inherent tensions between (1) unlimited opportunity
and limited attenition, (Z) intended and emergent strategy, and {3} self-interest and the desire to
confribute. Underlying these tensions is the desire to do right, to achieve, to contribute, to create”
{p:28). According to Simons, controls need to be designed so that they don’t create “blocks” in
effective organisational funclioning; instead they should be designed as an overall system, so as:
“e. To reduce the risk of tempiation or pressure, management conirol systems are used
selectively to specify and enforce the organisation’s rules of the game.
» To bring focus and resources to individuals seeking the opportunity to achieve,
. management control systems are used selectively to build and support clear siretch
targets.
+ To stimulate innovation, management control systems are used selectively to inspire
and motivate organisational participants to create and search for new opportunities.
» To reduce the fear of challenging the status quo, management control systems are used
selectively to open organisational debate and dialogue and thereby trigger
organisational learning” {pp.28, 29).

Simans (1995) draws on an appropriate “nesting” of four types of control system (he cails them
‘levers of control”), in managing the “inherent tension” between "“creative innovation” and
“predictable goal achievement”, so that both are “transformed into profitable growth” {p.29). He
labels the four types of control system as follows: belief systems {the expression and adoption of
certain core values across an organisation); boundary systems (which proscribe certain forms of
behaviour by arganisational members, whilst leaving open a domain for initiative and innovation);
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diagnostic control systems (fesdback systems focused on predictable control variables); and
interactive control systems (whereby the leadership of the organisation focuses attention and
dialogue throughout the organisation on what they see to be a recurring and important agenda).
Together the four levers can be used to espouse the core values to be used in decision making,
clearly avoid certain types of rigk, focus attention on critical performance variables, and stimulate
opportunity-seeking in the face of uncertainty. Thus, “belief systems and interactive systems
expand and define the opportunity space of the firm. Boundary systems and diagnostic systems
constrain and focus attention on strategic domains and opportunities” (p.29). Appropriately
designed and used, the four levers of control both focus strategy realisation and recreation. The
following diagram s illustrative (p.39):

BELIEF : BOUNDARY
SYSTEMS SYSTEMS

RISKSTQ BE
AVCIDED

INTERACTIVE ) DIAGNOSTIC
CONTROL . CONTROL
SYSTEMS SYSTEMS

Simons’ four levers of' control are illusirative versions of three of the types of
control/accountability associated with the archetypal forms of social order which are embodied
(in various ways) in the design of organisations and institutions (see 2.2.4 above}: clans, markets,
hierarchies, fiefs. More or less, belief systems are adaptations of comumunal control (see 2.2.3.1 |
above), boundary systems and diagnostic feedback systems are adaptations of administrative
control and accountability respectively (see 2.2.3.3 above), and interactive control systems are a
version of subsumptive control {see 2.2.3.4 above). Strangely, the systems described by Simons
do not seem to invoke or utilise contractual control (see 2.2.3.2 above), except perhaps as a
variant of diagnostic control systems. Mareover, they do not reference risk exposures and their
management overtly, except in the resiricted case of boundary systems. They are used to steer
organisational strategy development and implementation in environments replete with risk (high
in competition, volatility, uncertainty), without establishing risk as a point of articulation
between value creation and organisational control.

While the design of organisations to suit environments of dynamic change is likely to draw on
organisational models that are adapted to these environments in various ways (see 4.2.1 above), it
is also likely to embody archetypal forms of social order in various configurations (see 2.2.1
above). These archetypal forms of social order will be embodied in the organisation models
sampled, as well as in surrounding institutions and national cultures (see 2.3.4 above). Thus, the
characteristic types of control/accountability associated with each of the forms of social order are
likely fo be imported into organisations as they are designed. Clans, markets, hierarchies and
fiefs will be represented in organisational designs in characteristic patterns; and so will
communal control, contractual control, administrative control, and subsumptive control:



Moreover, these designs will be modified constantly, as an organisation experiences change and
finds a future {Delphi 2.6).

The design of organisations, under these conditions, is likely to cail on more sophisticated
understandings of the nature of control in organisations, and the ways in which contiol and risk
are woven together in organisational functioning and value creation {Competency 6.1.3; Delphi
2.6).

4,4.2 philosophlas on Control

As with risk exposure, organisations take general positions on their approach to control and
accountability, “knowingly” or otherwise. These positions can be referred o as philosophies on
control {Competency 6.1.3, 8 Element 2.1). More than likely there will be some form of alignment
between an organisation’s philosophies on control and its approach to value creation and change,
and its philosophies on 1isk {see 4.3.2 above). The following diagram is iHustrative:

PHILOSQPHIES PHILOSOPHIES
ON oA
RISK CONIROL

DYNAMIC

CHANGE

This alignment is likely to teflect the composition of the organisation, as it draws on distinctive
mixes of clans, markets, hierarchies and fiefs as forms of social order (see 2.2.6 and 2 3.4 above).
The following Table is illustrative:

FORMS OF SOCIAL ORDER UTILISED

CLANS MaRKErs HiERAGTHIES Fiers
POSITION ON VALUE CREATION Conservation Dissemination  Creation Proclamation
PHILOSOPHY ON RiSK Averse Seeker Avoider - Ignarer
PHILOSOPHY ON CONTROL Communat Contractual Administrative  Subsumptive

While the compoaosition of an organisation is likely to utilise all of the forms of social order and all
of the types of confrol identified with them, it might be possible to characterise the organisation’s
dominant approach to control. Thus, an organisations general philosophy on control might be
said to be bureaucratic (administrative), colleagial {communal), devolved (communal or
administrative}, imposed {(administrative or subsumph.ve) hard (administrative or contractual),

soft (communal or subsumptive), and so on.

Universities are said to use dominantly colleagial philosophies on control, though they do utilise
administrative controls (grudgingly), contractual controls (suspiciously), and do tolerate
leadership decrees as a form of subsumptive control (if it is built on respect, rathér than simple
authority). Government bureaucracies are said to use dominantly administrative philosophies on
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control, though they do utilise contractual controls (carefully), communal controls (reluctantly)
and authoritative decree (naturally). Political parties tend to vary between dominant
philosophies of communal control (‘democratic parties’} or subsumptive control {‘issue dnven
parties), whilst using contractual and administrative control (reluctantly).

At this general leve], there is likely to be cousistency between an organisation’s philosophies on
risk and its philosophies on control. Thus, an organisation which is risk averse would not be
expected to embrace subsumptive control as its dominant philosophy; or an organisation that
seeks or ignores risk is unlikely to be able to tolerate the processes associated with communal
control.

Lying behind an orgamsatxon s characteristic philosophies on control, is the nature of the powers
it invokes in securing control (see 2.2.2, 4.4.1 above). Within ‘zones of discretion’, where doss it
stand between the parameters of personal domination and personal autonomy? How does it mix
control and accountability in using contractual and administrative forms of control? Does it
favour hierarchical, mediated, peer, or adaptive approaches to control? Does it utilise physical,
material, or syinbolic powers?

Cne way of identifying the powers invokes is as a reflection of the reactions or receptiveness of
those whe are controlled. Are the orientations (either as predispositions or reactions) of those
controlled - alienation (distrust, disaffiliation), calculative (oriented to persenal gain), or moral
{oriented to the common good)? Are those coniwolled receptive to it and the form it takes? Is
their consent required, over-ruled or ignored? Are restrictions on autonomy understood and
accepted?

An organisation’s philosophies on conirol, then, can be determined from a number of different
directions:

*  in terms of alignment.é that might be expected from observations of approaches to change and
value exeation, and philosophies on risk;

* in terms of the forms of social order drawn on in composing the organisation, or the institutions
and cultures within which it is located;

*  in terms of consistencies that might be expected with identified phﬂosophies on risk;
*  in terms of the nature of the powers invoked in securing control; and
*  in terms of the reflections cast by the reactions or receptiveness of those controlled.

An organisation’s {dominant) philosophies on control might be uncovered through various types
of investigation {Campeiency 7, § Element 2.1). External or internal assessments of an
arganisation’s philosophies on control and their effects on organisational functioning might be
utilised, along with the espoused views of key stakeholders. The degree of penetration of
philosophies on control within the consciousness of employees (or others) might be probed,
along with their manifestation in organisational work processes and everyday communications;
or their appearance may be sought, implicitly or explicitly, in communications between the
organisation and its various stakeholders. Again, organisations might simply state that they
fallow a particular philosophy on control {eg; COSQ, COCO), with investigations revealing this
to be so or otherwise (Competency 8 Element 2.1; Perspectives 5.2.6).

4.4.3 Conftrol Strategies



While philosophies on control are reflective of an organisation generally, control strategies are
established relative fo an' organisation’s patterns of risk exposure and its risk strategies
(Competency 6.1.3). Control sirategies are 'demgned’ to ensure that:

*  an organisation’s changing risk exposures are revealed, and are captured by the risk
_ parameters it uses to establish risk strategies; and

*  an organisation’s risk strategies meet the conditions established by the risk parameters in
relation to particular exposures (see 4.4.1 above}.

Control strategies focus on the 7isk parameters that are relative to particular exposures, because they

define the bases on which the risk exposures will be managed strategically. Risk parameters

establish the significance of an exposure, its underlying drivers or causes, and how the

cost/benefit of strategy alternatives for dealing with it are (to be) weighed? Moreover, risk

strategies are adapted to risk parameters in relation to particular exposures (see 4.3.3 above).

‘While control strategies focus on the strategic management of revealed risk exposures, they need
also to consider the process of revelation itself ~ exposures that are not understood or revealed
are unlikely to be managed strategically, and so the organisation is unlikely to be (or remain) ‘in
control’ in relation to them. The following diagram is illustzative:
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Against this background, the design or use of control strategies may be explored, by asking:

*  What is to be the object/focus of control — conduct, resource use, task performance/goal
attainment, prescribed behaviour (see 2.2.2 and 2.2.4 above)? .

How is information to be developed and used in the control process - unelaborated personal
answerability, elaborated verified information, directly monitored formal information,
unelaborated hierarchical review (see 2.2.4 above)?

*  How is judgement to be exercised in the control process, and by whom - by peers relative to
group norms, by resource ‘owners’ relative to risk and returns, by superiors relative to goals




and standards, or by ‘leaders’ relative to the implicit obligations they impose on ‘followers’
(see 2.2.4 above)?

- What ftypes of sanctionsfrewards are to be assigned, and Ey whom -~ collegial

exclusion/inclusion, monetary losses/ respurce withdrawal, hierarchical /negotiated telative
to task performance/goal attainment, summary exclusion from group (see 2.2.4 above)?

Is control to be invoked ex ante, or accountability ex post {see 2.2.2, 2.2.4 above)?
What types of restictions are to be placed on personal autonomy along a

control/accountability spectrum - negotiaticn/mediation, mutual/peer control, devolved
control, adaptive control, self-control (see 2.2.2 above)?

Answers to these questions overall are likely to point to:

»

control sivategy prototypes that are relevant to strategic management of a particular risk
exposure or type of risk eqosure - communal accountability, contrachual
cantrol/accountability, administrative control/accountability, or subsumptive control (see
2.2.3,2.2.4 above);

the way in which each control strategy prototype might be adapted to the risk expostire/type
of risk exposure being managed ~ in ferms of information use, judgement processes,
sanctions/rewards, or restrictions on autorierny;

the way in which adapted control strategy prototypes might be mixed/combined in securing
control over a particular risk exposure or type of risk exposure (eg; communal accountability
plus administrative accountability) ~ this mix/combination is likely to be necessary as more
than one risk strategy may be drawn on in managing a risk exposure (see 4.3.5 above).

Further, it might be expected that revealed control strategies in use or those recommended for
use would be consistent with an organisation’s philosophies on control {(see 4.4.2 above).' Indeed
conirol strategies in use might be an indicator of an organisation’s philosophies on control.

The control strategies of an organisation, then, consist of the adaptations and combinations of
archetypal forms of control (here called, ‘control strategy prototypes’) that are seen as relevant to
particular (types of) risk exposures, consistent with its philosophies on control. The following
diagram is illustrative;
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4.4.4 Control Systems

The conirol systems of an organisation are an extension of its control strategies, and involve a
substantive alignment with the treatment ophnns selected for particular (types of} risk exposures
(see 4.3.4, 4.4.3 above).

Conixol systems engage with the risk paramelers relevant to a particular exposure by reference to .

the expected outcomes of selecting risk treatments, and with risk freatment systems in terms of
planned implementation. Control systems are designed to ensure either that the implementation
of risk treatments secures the outcomes expected, or to reveal progressively any failures in regard
to outcomes and /or implementation. Control systems are most likely to be effective if they are
aligned with, or embedded in risk treatment systems. The following diagram is illustrative:

| s /o4 -1 BEd Ll

1

L

r—/ C3 3




| mscovoswss |

RISK PARAMETERS
) 4 k4
RISK Quicomes Desi CONTROL
Implementation Embeddment SYSTEMS
Selection + . ‘ fE:leasinn
ook RELATIVITY ‘ CONROL |
> smATEGES [ ———————% staAGIEs [*

Caontrol systems are unlikely to be effective if they do not engage with the specifics of risk
treatment outcomes sought or specific implementation plans and activities. Such ineffectiveness
is likely to result in a ‘loss of control’, with the organisation potentially becoming ‘out of control’
in relation to particular (types of) risk éxposures (see 4.4.1 above).

In ‘designing’ control systems, care néeds to be taken that

*  the variables involved in the selection of eatment options are recognised (the significance of
the “value at risk’, the risk drivers associated with the exposure, and the costs/benefits of the
treatment);

*  the planned process of ireatment implementation is not inkibited;

= the costs associated Wwith their design or implementation either do not negate the benefits
expected from selected treaiments, or are incorporated in the treatment selection process
(Competency 6.1.3). .

4.4.5 Conirol Struchures

The control strategies and systems aligned with specxﬁc {types of) risk exposures can be
‘aggregated’ as an overall framework or structure of control for an organisation (Competency 6.1.3);
these control structures elaborate and represent an organisation’s philosophy on conirol, and so
should be consistent with it (Competency 7 Element 2.3).

The control structures of an organisation are likely to emerge through a consistent pattern of
selecting, adapting and combining a limited number of control strategy prototypes (see 4.4.3
above) - and through the progressive design of control systems that are consistent with control
strategies (see 4.4.4 above). Thus, an organisation will develop its own distinctive forms of
communal accountability, contractual control/accountability, administrative control/
accountability, and subsumptive control. When risk exposures arise or change, these distinctive
forms will be uséd as a ‘ready-made’ resource, being deployed strategically and as systems of
control.

The structures of control of an organisation are likely to be reviewed and revised only if there is a
significant change in the pattern of risk exposures faced by an organisation. For control
structures represent a prior investment by an organisation, and will be embedded in its belief
structures and its functioning,.



The control structures of an organisation are structured along a number of dimensions:

+ Al the most general level they are aligned with the risk parameters established to treat 'value

at risk’ under conditions of dynamic change; -

There is likely to be consistency devehpéd or sustained between an organisation’s philosophy

on control, its conirol strategies and its contrel systems;

There will be particular, and different forms of alignment sustained vespectively between
philosophies on control and philosophies on risk (general, organisation level alignment),
control strategies and risk strategies (alignments relative to the risk exposure (types)
considered or at issue), and control systems and risk treatment systems {alignments governed
by the substantive treatments implemented and outcomes sought).

The-.foﬂowiz;g diagram is llustrative:
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Control structures may be established as a result of an explicit, deliberative organisational
process, o they may simply emerge as a pattern over time as risk exposures are recognised and
treated. In either case, an organisation will embody some type of control structure in its
functioning, simply because it will face risk of one type or another. These control structures
might be assessed for their suitability or effectiveness (Campefency 7 Element 2.3). Such
assessments might consider whether control structures:

»

are holistic in their coverage of organisational risk exposures and risk parameters;

sustain appropriate types of alignmen! with organisational philosophies on risk, risk
strategies and risk treatment systems;

sustain appropriate and consistent relationships between an organisation’s philosophy on
contral, its control strategies, and its control systems respectively;
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*  penetrate sufficiently in terms of organisational understanding, adherence and functioning;
*  adequately cope with shifts in contextual conditions or circumstances;

* align with best praciice, relative to the overarching institutions or cultures within which an
organisation is located.

These assessments may uncover strengths and weaknesses in control structures, areas where
control is not working or not working appropriately, and areas or Situations where the
organisation appears to be ‘not-in-control’ (Competency 8 Element 2.3). Suggestions or
recommendation for revisions or improvements may flow from such assessments {Competency 7
Element 2.4, § Element 2.4).

An organisation’s risk management processes and its associated control structures are
particularly vulnerable at four points, First, in recognising risk exposures or shifts in risk
exposures; if risk exposures are not recognised, they are unlikely to be effectively treated or
controlled. Second, in comprehending the risk exposures and control structures of an organisation
holistically; such a failure in comprehension is likely to lead to piecemeal risk treatments and
controls, without a determination that the organisation is ‘in control’. Third, in assigning
significance to risk exposures relatively, so that appropriate risk treatments and controls can be
mobilised; inappropriate risk treatments and controls may result in significant value losses
and/or urnecessary costs. Fourth, in anticipating shifts in risk exposures, so they can be treated
and controlled proactively; many (potential) risk exposures need to be managed and controlled
prior to their occurrence or organisational action that will engage them - otherwise it will be too
late (Dembo and Freeman 1998).

Recognition, comprehension, assigning significance, and anticipation are all dimensions of an
organisation’s sense-making structures (see 2.1.3 above). Hence, a critical aspect of risk
management and control structures in organisations involves the negotiation of understending
across an organisation - about values at risk, the realities of organisational engagements, and
expectations about the future. That which is not understood is unlikely to be managed or
centrolled effectively.

However, as with risk management (see 4.3.5 above), organisations may experience difficuity in
creating understanding about the nature and purpose of control amongst its participants. This
difficulty may arise partly from a failure to adopt a rich eriough language for talking about
control, and partly from deficiencies in the processes used to draw the language into everyday
use so that appropriate frameworks of meaning are created within the organisation. Thus, the
selection of a conceptual framework as a language for struchuring thinking and communication
about control becomes critical, as a basis for developing understanding about control within an
organisation {Competency 6.1.3, 7, 8 Element 2.1 and 2.4).

11
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Maytag: Leaving a Foreign
Subsidiary Free as a Bird

In on unbelievable blunder, Maytag's foreign subsidiary in the United Kingdom
accomplished a horror story of decentralized management. This might also be called
abdication of authority, and the consequences of such shdication.

The atmosphere at the annual meeting in the littls Towa fown of Newton had
tumed contentious. As Leonard Hadley faced increasingly angry questions from dis-
gruntled shaveholders, a thought crossed his mind: “I don't deserve this!” After all, he
had been CEO of Maytag Corporation for only a few months, and this was his first
chairlng of an annual meeting. But the earnings of the compeny had been declining
every year since 1988, and in 1602 Maytag had had a $315.4 million loss. No wonder
the stockholders in the packed Newton High Schoo! auditorium were bitter and erit-
ical of their management. But there was more. Just the manth before, the company
had suffered the public embarrassment and gostly atonement resulting from a man-
umental blunder in the promotional planning of its United Kingdom substdiary.

Hadley doggedly saw the meeting to Its close and limply concluded, “Hopefully,
both sales and earning will improve this year™!

THE FIASCO

In August 1882, Hoover Limited, Maytag’s British subsidiary, had launched this travel
promotion: Anyone in the United Kingdom buying more than 2100 (UK pounds)
worth of Hoover products {about $150) before the end of January 1883 would get two
free round-trip tickets to selected European destinations. For £250 worth of Hoover
products, buyers could get two free round-trip tickets to New York or Orlando,

A buying frenzy resuited. Consumers had quickly igured out that the value of
the tickets easily exceeded the cost of the appliances necessary to be eligible for
them, By the tens of thousands, Britons rushed out to buy just enough Hoover prod-

! Richurd Gibson, "Muytug’s CEO Goes Tlrough Wringar ot Annunl Meeting.” The Wall Stroet Journal
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“uets to qualify. Appliance stares were emptied of vacuum cleaners, The Hoover fac-

tory in Cambuslang, Scotland, that had been meking vacuum cleaners only 3 days a
week was suddenly placed on o 24-hour, T-days-a-week production schedule—an
overtime honanza for the workers. What & resounding success for 2 promotion!
Hoover managers, however, were unhappy. ‘ '

Hoaver had never expected more than 50,000 people to respond. And of those
responding, it expected far fewer would go through all the steps necessary to qualify
for the free trip and really take it. But more than 200,000 not only responded but
qualified for the free tickets, The company was averwhelmed, The volume of paper-
work created such a bottleneck that by the middle of April only 6,000 people had
flown. Thousands of others either never got their tickets, were unsble to get the dates
requested, or waited for months without hearing the results of their applications.
Hoover established a special hotline to process customer complaints, and these were
coming in at 2,000 calls 2 day. But the complaints quickly spread, and the ensning
publicity braught charges of fraud and demands for restitution,

Maytag dispatched a tusk force to try to resolve the situation without jeopardiz-
ing customer relations any further. But it scknowledged that it was “not 100% clear”
that all eligible buyers would receive their free flights.2 The fli-fated promotion was
a staggering blow to Maytag financially. It took a $30 million charge in the Brst quar-
ter of 1993 to cover unexpected edditional costs linked to the pramotion. Final costs
were expected ta exceed §50 million, which would be 10 percent of UK Hoover's
total revenues. This was especially damuging for o subsidiary acquired only 4 years
before, that had yet to produce a profit, _

Adding to the costs were problams with the two travel agencies involved. The

. agencies were to obtain low-cost space-available tickets and would eam commission

selling “packnges,” including hotels, rental cars, and insurance. If consumers bought
a package, Hoover would gef a cut. However, despite the overwhelming demand for
tickats, most consumers declined to purchase the package, thus greatly reducing sup-
port money for the promotional venture, So Hoover had greatly underestimated the
likely response and overestimated the amount it would earn from commission pay-
ments. This rulses the issue of loss lenders. How much should we use loss leaders as
u promotional device? This topic is discussed in the following box.

If these cost overruns had added grently to Maytag and Hoover's customer
relations and public image, the expenditures would have seemed more palatable.
But with all the problems the best that could be expected would be to lessen the
worst of the agitation and charges of deception. And this was proving to be impos-
sible. The medin, of course, salivated at the problems and were quick ta sensation-
alize them:

One disgruntled customer, who took aggressivs action on his own, recelved the widest
press covemge, and even became g folk hero, Dave Diton, claiming he was cheated out
of u free vacation by Hoover, seized one of the company's repnir vans In retalistion.

1James B Milicr, “Maytug UK. Unit Finds a Prometion )2 Too Suc‘oessful," The Wall Strest Jourual
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ISSUE BOX
SHOULD WE USE LOSS LEADERS?

Feader pricing is o type of promotion with certein Items advertised ot a very low price—
sometimes even below cost—in which case they are known as loss leaders—in order to
attract more customers. The mtionsle isthat such customers are likely to purchuse other
regulor-price items os well, increosing totel seles and profits, If eustomers do not pur-
chase enough other goods at regular prices to more than cover the losses incurred from
the attractively priced bargatns, then the loss leader promaotion is Il advised, Soms erit-
ies maintain that the whole idea of using loss lendars Is absurd: The firm is just “buying
sales” with no regerd for profits, . .

While UK Hoover did not think of its promation-as & loss Jeader, In reality it was: The
company atood to lose money on every salo if the promotional offer was-takpn advantoge
.of. Unfortunately for its effectiveness as a loss leader, the likelihood of customers pur-
chesing other Hoover products at regrular prices was yemote, and tha level-of ascepiunce
was not capped, 5o lostes were permitted to multiply, The conclusion has to be that this
was an {ll-conceived idea from the beginning, It violated these.two.conditions of loss lead-
eru: They should stimulate sales of other products, and theirlosses' should be limitad:

Do you think joss leaders renlly are desimble under eartaln elnimstances? Why or why
not?

Police were sympathetic: they took him home, and did not charge him, clalining it was
u civil matter?

- Hends rolled. Initially, Maytag fired three UK Hoover executives involved,
Including the president of Hoover Eurcpe. At the aunual meeting Mr. Hadley also
indicated that others might lose their jobs before the cleanup wns complete. He
likened the promation to “a bad aceident ... and you can't determine what was in the
driver’s mind.™ :

Receiving samewhat less publicity was the fact that corporate headquarters
ellowed executives of a subsidiary such wide latitudo that they could saddle parent
Maytag with tens of millions of dollars in unexpected costs, Did not top corporate
executives have to approve ambitious plans? A company spokesman said that operat-
ing divisions were “primarily responsible” for planning promotional expenses,
Althaugh the parent may review such outlays, “If they're within parameters, It goes
through."S This ralses the issue, discussed in the following box, of how loose & rein
foreign subsidiuries should be allowed.

A “Unhappy Brit Holds Hoover Van Hostage,” Cleveland Plaln Dealer (Juns 1, 1093): D1; and Stmon
Reeve and John Harlow, “Hoover Is Sued Over Flights Deal,” Lantlon Sunday Times (June 6, 1993).

4 Gibsen, "CEO Goes Through Whinges,” A5,
 Miller, "Maytog UK Unit,”" AB.
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ISSUE BOX .
HOW LOOSE A REIN FOR A FOREIGN SUBSIDIARY?P

In » decentralized orgentzation, top manogement delogites considerble decision-mink-
Ing anthority to subordinates. Sueh decentralization—often colled o lonse neln"—tends
to be more rmurked with foreign subsidiuries, such us UK Hoover. Corporats manage-
ment in the United Stutes understandably feels less fumilior with the-foreign environment
and more willing to let the nutive executives aperate with fewer constralnts than u domes.
tie subsidtary has. In the Maytag/Hoover situntion, decision-moking antharity by Britich
executives was evidently extensive, and carporate Maytog exsrelsed littls opersttonel con-
trol, being content to judge performance by ultimate results achleved. Major deviations
from expected performance goals, or widespread traumatic huppeninge—bath of which
hoppened ta UK Hoover—finally gained corporate management atiention,

Extenslve dscentralization has many ndvantages: First, top manegement effective-
ness can be improved beenuse time and-attention is freed for presumably mora impar-
tant matters; secend, subordinates nre permitted more self-managament, which ahould
improva their competence and motivation; and third, in foreign enviranments, native
munogers presumuebly understand their unique problems and oppartusities hetter than
corporate munagement, located thousands of miles away, pasaibly con. But the draw-
bogks wre a3 we have seen: parameters withis which subardinete managers eperts can
be 30 wide that serious miscalculations may uot be stopped in time, Becanse top man-
agement Is uitimately responsible for all performence, including actions of subordinates,
it faves grenter risks with extensive decentralization,

“Since the manager Is ultimately sccountuble for whatever is deleguted to subordinates,
then u free rein reflects great confidence In subordinates.” Discuss,

BACKGROUND ON MAYTAG

- Maytag s & century-old campany. The original business, formed in 1803, manufactured

feeder attnchments for threshing machines. In 1807 the company moved to Newton,
Towe, u small town 30 miles east of Des Moines, the cepital eity. Manufucturing empha-
sls tumed to home laundry equipment and wringer-type washets.

A natural expansion of this emphasis occurred with the commercial laundromat
business in the 1830s, when coln meters were attached to Maytag washers, Rapid
grawth of these coin-operated lnundries took place in the United States during the
lute 1950s and early 1860s. The increased competition und soaring enexgy costs of the
1870s hurt laundromats. In 1875 Muytag introduced new energy-efficlent machines
and “home style” stores that rejuvenated the business.

The Lonely Maytag Repairman

For years Maytag veveled in u murketing coup, with its washers and dryers enjoying
a top-quality image, thanks to ads in which o repairman liments his Joneliness
because of Maytag’s trouble-free products. The result'of this dependshility and qual-
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ity image was that Maytag could command a price premium: “Thelr machines cost
the same to make, break down as much as ours—but they get $100 more because of
the reputation,” grumbled a competitor.s :

During the 18705 and into the 1980s, Maytag continued to capture 15 percent of
the washing machine market and enjoyed profit margins about twice that of com-
petitors. Table 16.1 shows operating results for the pericd 1874 to 1881, Whirlpool

was the largest factor in the laundry equipment market, with a 45 percent share, but

this was largely because of sales to Sears under the Sears brand.
Acquisitions
For many years, until his retirement December 31, 1682, Daniel J. Krumm had influ-
enced Maytag’s destinies. He hed been CEO for 18 years and chairman since 1086,
and his tenure with the company encompnssed 40 years. In thut ime the home-appli-
ance business hnd encountered some drastic changes, The most omisions ocourred in
the lats 1680s with the merger manie, in which the threat of takeovers by hostlle
raiders often motivated heretofore conservative executives to greatly increase corpo-
rate indebtedness, thereby decreasing the atiractiveness of their fyms. Danlel
Krumm was one of these running-scared executives, as rumors persisted that the
company was a takeover candidate.

Largely as a defensive move, Krumm pushed through a deal for a $1 billian buy-
out of Chicago Pacific Corpomtion (CPC), & maker of vacuum cleaners and other
appliances with $1.4 billion in sales. As a result, Maytag was burdened with $500 mil-

TABLE 16.1 Maying Operating Nesults, 1874-1981

(in $ millions)
Net Soles NetIncome  Percent of Salex

1974 - $200 $21.1 22%

1875 233 25.9 © 108

1076 275 33.1 12,0

1977 269 345 115

1978 325 36.7 113

1979 350 45.3 123

10980 346 35.6 10.2

1981 408 374 6.1

Average net income percent of sales: 10.8%

Sonree: Company opertting statstics,

Commentany: These years show a steady, though not spectaculay,
growth in revenues and » generally rising net Income, except for 1880,
Of pasticular interest ix the high net income perceatage of sales, avomg-
Ing 10.8% aver the 8-yoor pariod, with a high of 12.3%.

¢ Brion Bremmer, “Con Maytag Clean Up Around the World? Business Week (Jnun. 30, 1058}, p. 86.
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lion in new debt! Krumm defended the acquisition as giving Maytag a strang foothold
in & growing oversens market. CPC was best known for the Hoover vacuums it sold
in the United States and Europe. Indeed, so domiant was the Hoover brand in
England that many people did not vacuum their earpets, but “haovered the carpet.”
CPC also made washers, dryers, and other appliances under the Hoaver brand, sell-
ing them exclusively in Burape and Australia. In addition; it had six furniture com-
pantes, but Maytag sold these shortly after the acquisitian,
Krumm had been instrumental in transforming Maytag, the number four U.5.
applionce manufachurer—behind General Electrie, Whirlpool, and Electrolux—from
@ niche laundry-equipment maker into a full-line menufacturer, He had led an ear-
lier acquisition spree in which Maytag had expanded inta microwave ovens, electric
ranges, refrigerators, and freezers. Its brands now included Magic Chef, Jenn-Aix,
Norge, and Admiral. The last years of Krumm’s reign, however, were not marked by
great operating results. As shown in Table 18.2, revenues showed no gain in the
18861962 pariod, while income stendily declined. ' :

- Trouble

Although the rationale for internationalizing seemed inescapable, especially in view
of & recent wave of joint ventures between U.S, and European appliance makers,
the Hoover acquisition was troublesome. It was a mujor brand in England ond in
Australia, but Hoover had only a small presence in Continental Europe. Yet this
was where the bulk of the markat was, with same 320 million patential appliance
buyers.

yThe probabilities of the Hoover subsidiary eapturing much of the European
market were hardly promising, Whirlpool was strong, having 10 plents there in con-

trast to Hoover’s two plants. Furthermore, Maytag faced entrenched Europesn

competitors such as Swaden’s Electrolux, the world's largest applisnce maker;
Germany’s Bosch-Siemens; and Ttaly's Merloni Group. And General Electric had
also entered the market with joint ventures. Europeans’ fierce loyalty to domestic
brands refsed further questions as to the ability of Maytag's Hoover to penstrate the

TARLE 16.2 Maying Operating Results, 1989-1992

Revenue Nat Income % of Revenue
{000,000) -
1880 $3,689 1310 ‘ 4.3%
1800 3,057 08.8 3.2
1681 297 70.0 2.7
1662 3041 (315.4) (104)
Source; Company annual reports.

Commentary: Note the steddy evaslon of profitubility, while sules remuined vista-
ally staie. For a compasisan with proflt performance of enclier years, see Tible
16.1 and the net-income-to-seles percentages of this inore “golden” pariad.
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European market without massive promotional expenditures, and maybe not even
then.

Australia was something else. Hoover had a good competitive position there, and
its refrigerator plant in Melbourne could easlly be expanded to include Muytag's
washers and dryers. Unfortunately, the small population of Australia limited the mar-
ket to only about $250 million for major appliances.

Britain accounted for one-half of Hoover's Euvopean sales. But at the time of the
acquisition, its major appliance business was only marginally profitable. This was to
change: After the acquisition it became dawnright unprofitable, as shown in Table
16.3 for the years 1690 through 1862, as it struggled to expand in a recession-plagued
Europe. The results for 1093, of course, will reflect the huge loss for the promotional
debacle. Hardly an acquisition made in heaven,

Maytag’s earlier acquisitions also were becoming soured. Its acquisitions of
Magic Chef and Admiral were diversifications into lowerpriced appliances, and
these acquisitions did not mest expectations. But they left Maytag's balance sheet
and its cash flow weakened (see Table 16.4). Perhaps more serlous, Maytag's repu-
tation as the nation’s premier appliance maker became tarnished. Meanwhile,

General Electric and Whirlpoo! were attacking the top end of its product line. Asa h

" result, Mayteg found itself in the number three or number four position in most of
its brand lines.

TasLe 16.3 Operating Results of Maytag’s Principal Business

Components, 1980-1982
' Revenue Income*
{000,000) (000}
1660 )
Nosth American Appliances $2,212 $921,165
Vending 111 25,018
Europexn Sales T4 (22,869)
oar -
North Amerfcan Appliances 2,183 186,322
Vending 150 4,408
Europesn Sales 485 (865)
1602
Naorth American Appliances 2.242 129,680
Vending 165 16,311
Europeun Snles 502 {67,061)

= This is openuting income, thut Iz, incame before deprechution sud ather sdjustments.
Souroe: Company wnnual reports,
Conmuentery: While these veuars hnd net been particolurly goot for Muytug in growth

of sevenues aud ieone, the continuing, i even intewsifyivg, losses in the Hoover
Eurapean operution hud to lie troublesume, And this was e even before the ill-lnted .
+ tarly 1893 promotionn results. ' ‘2
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TasLE 164 Long-Term Debt as a Percent
of Capital from Maytagh Balance Sheats,

18861801

“Year Long-Term Debt/Capital
1086 71.2%

1687 234

lp88 © 483

1988 468

1680 44.1

1687 42.7

Source: Company annual reports, - '
Commentary: The effect of nequisitiony, in particular that of
the Chivago Pacific Corporation, can be clearly sean In the
bulldup of long-tarm dobt, In 1066 Maytag was virtually fres
of such commitmenty; £ years later its long-arm debt ratia
hiad increased slmost sevenfold. .

ANALYSIS
Flawed Acquisition Decisions

'The lang declirie In profits after 1989 should have triggered strong concem and correc-
tive action, And perhaps it did, but the action was not effective because the decline con-
tinued, culminating in a large deficit in 1652 and serious problems in 1983, As shown in
Table 162, the acquisitions brought neither revenue guins nor profitability, One sus- -
pects that in the rush to fend off potential raiders in the late 1880s, the company bought
businesses it might never have bought under more sober times and that it also paid too
much for these businesses. Further, they cheapened Maytag's proud quality image.

‘Whi Can We Blamé in the UK Promotional Debacle?

Corporate Maytag management was guilty of a common fault in its acquisitions. It
gave newly acquired divisions a loose rein, letting them continue to operate inde-
pendently with few constraints: “After all, these executives should be more knowl-
edgeable about thelr operations than corporate headquarters would be.” Such confi-
dence is sometimes misguided. In the UK promotion, Maytag mansgement would
seem as derelict es management in England. Planning guidelines or parameters were
far too loose and under-controlled. That subsidiary management could burden the
parent with 350 million of unexpected charges, and to have such o problem erupt

" with no warning, borders on the absurd.

Finally, the UK executives’ planning for this ill-conesived travel promotion defies
all logic, They vastly underestimated the demand for the promations offer and greatly
overestimated paybacks from travel agencies on the package deals, Yet it took no bril-
liant insight to realize that the value of the travel offer exceeded the price of the
appliance—indeed, 200,000 customers rapidly arrived at this donclusion—and that

onh a aoanibhacwt wf o Jant a2
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should have seen that the prometion could prove to he extremely costly to the com-

pany. Was it a miscalculation or complete naivete on the part of i
staffs, who should have known b_ettef? partof executves nd thel

How Could the Promotion Have Avoided the Problems?

T{le great problem resulting from an offer that was too good could have been avoided
without scrapping the whole idea. A cost-benefit analysis would have provided ot least
a perspective a5 to how much the company should spend to uchieve certain benefits
such as increased sales, Ereater consumer interest, and favorable publicity. See tlu;

following information box for 2 more detailed discusst
tool of a cost-benefit analysis. ed diseussion of the important planning

. COSTBENIEFIT ANALYSIS . - -
- oot Soifkasalinla ' et ragisiof the i g BB sbphindd
+acHia, Only If 6 bensfis excond the Mwﬁﬁﬁjﬁb@ﬁ&@gifﬁidpéﬁgﬁ}ne;
- nommal.vay (o make'sych-an-analysis is th-assign dollar values 1" all costs:andbenshts,
thur providing.a.common basls for-compadson. © ", e S ioe ot

"Gl baneltsnalyses v oot il sed by O Do o

. sl e v s widelysed b8 Dot of Bl il
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In the.eyes of multiple stakeholders? . : T

What numbers would'you assign to a cost-benefit analysis for. May;gg:iibopefs Plaz to
offer’ the- freq. didine tickets, under an assumption-of 5,000 takarsk 26,000’ takers?

100,000 takers? 500,000 taksraP (Make any nssumptions needed s to costs.) What
would be your conclusions for these various ucceptunce rates?

? joha A Schormerhorn, Jr., Managaomant, 8ih ed: {Naw York: Wiley, 1008), p. 61.

Update—Lsonard Hadlsy » usy

A cost-henefit analysis should certainly have alerted managoment to the possible
consequences of various acceptance levels and to the significant risks of high nceep-
tance. However, the company conld have set limits on the number of eligibles: per-
haps the first 1,000, or the first £,000. Doing this would have held or capped the costs
to reasonubly defined levels and avoided the greater risks. Or the company could
heve made the offer less generous, perhaps by upping the requirements or by less-
ening the premiums, Such more moderate altematives would still have made 2n
attractive promotion but not the major uncantrolled catastrophe that happened.

UPDATE—LEONARD HADLEY

In the summer of 1888, Leonurd Hadley could look forward and backward with some
satisfaction, He would retire the next summer when he turned 65, and he had already
plcked his successor. Sincs assuming the top position in Maytag in January 1863, and
confronting the mess with the UK subsidiary his first few monthis on the job, he had
tumed Maytag completely around. '

He knew no ane expscted much change from him, an sccountant who had joined
Maying tight out of collage, He was known as & loyal but unimaginative lieutenant of
his bass, Daniel Krumm, who died of cancer shortly after naming Hadley his successor:
After all, he reflected, no one thaught that major change could come to an organization
fram someone who had spent his whole life there, who was a clone so to speak, and an
eceountant to boot, Everyone thought that changemakers had to come from cutside,
like Al Dunlap of Scott Paper and Sunbenm. Well, he had shown them, and given hape
to all No. 2 executives who resented Wall Street’s love affair with outsiders.

Within a few weeks of taking over, he'd fired a bunch of managers, especially

. those rascals in the UK who'd masterminded the preat Hoover promotion that cost

the company dearly. He dstermined to get rid of foreign operations, most of them
newly acquired and unprofitable. He just did not see that appliances could be prof-
itably made for every comer of the world, because of the variety of regional customs.
still, he knew that many disagreed with him shout this, including some of the board
members who thought globalization was the only way to go. Siill, over the next 18
months he had pravailed. :

He chuckled to himself as he reminisced, He had also overturned the decades-
long corporate mindset not to be first to market with new technology because they
would “rather be right than be first.” His “Galaxy Initiative” of nine top-secret new
products was o repuliation of this old mindset. One of them, the Neptune, a front-
loading washer retailing ut $1,100, certainly proved him right. Maytag had increased
its production three times and rulsed its suggested retail price twice, and still it was
selling like gangbusters. Perhaps the thing he wos proudest of was getting Maytag
products in Sears stores, the seller of one-third of all appliances in the United States.
Sears' desire to have the Neptune is what swung the deal,

As on accountant, he probably should be focusing first on the numbers, Well,
1887 was certainly @ banner year with sales up 10.9 percent over the previous year,
while profitebility as mensured by refum on cupital was 16.7 peicent, hoth sales and
profit gains leading the industry. And 1988 so far was proving to be even better, with

antan fumnine 91 namant anrd pamines 88 percent. .
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He remembered the remarks of Lester Crown, a Maytag director: “Len Hadley
has—quietly, softly—done a spectacular job. Obviausly, we just lacked the ability to
evaluate him {at the beginning].". . :

He knéw he had surprised everybody in the orgenization by going outside
Maytag for his heir apparent. He is Lloyd Ward, 48, Maytags first black executive, a
marketing expért from PepsiCo, and before that Practer & Gamble

| murket share-overseas, Maytag paid $1 billion for Chicago Facific in 1980, As it

turnad out, this was far too much, and the debt burden was an albatross, Chief
Executive Leonard Hadley conceded as much: “In the long view, it was correct to
invest in these businesses. But the timing of the deal, and the price of the deal,
made the debt a heavy load to carry? o

Zeal to expand, and/or the desire to reduce the attractiveness of a firm’s bal-
ance sheet and thus fend off potential raiders, do not excuse foolhardy manage-
ment. The consequences of such bad decisions remain to haunt & company, and
the ill-advised purchases often have to be eventually sald off at substantial losses.
The analysis of potential acquisition candidates must be soberly and tharoughly
done, and rosy projections questioned, even if this means the deal may be soured.

Beware giving too loose a rein, thus sacrificing controls, especlally of
unproven foreign subsidiaries. Although decentralizing authority down to lower
ranks is often desirable and results in better motivation and management devel-
opment than centralization, it can be overdone. At the extreme, where divisional
and subsididry executives have virtually unlimited decision-making authority and
can run their operations as virtual dynasties, then corporate management essen-
Hally abdicates Its authority. Such looseness in an organization endangers cohe-
sivensss; it tends to ohscure common standards and objectives; and it can even

| dilute unified ethical practices. .

Such extreme looseness of controls is not uncommon with acquisitions, espe-
clally forelgn anes, It is easy to make the sssumption that these executives were
operating successfully before the acquisttion and have more firsthand knowledge
of the environment than the corporate executives.

5till, there should be limits on how much freedom these executives should be
permitted—especially when their operations have nat been natably successful. In
Maytag’s case, the UK subsidiury had lost money every year since it was acquired.
Accordingly, one wauld expect prudent corporate management to have condoned
less decentralization and insisted on tighter controls than it might otherwise.

% Sources Include Moytag annual reports, and Curl Quintunilla, “Maytag’s Top Officer, Expected to Do
Little, Surprises His Board,” The \all Street Journal (June 23, 1988}, pp. Al snd 48,

P 8 Kell‘llll:lll Labich, “Whut Companics Fall,” Fartune (November 14, 1804), p. 60,
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In decision planning, consider a worst-case scenario. There are those who '
preach the desirebility of positive thinking, confidence, and optimism, whether it ;
be in personal lives, athletics, or business practices. But expecting and preparing -
for the worst has much to cominend it, since a person or a firm is then better able .
to cope with adversity, avoid being overwhelmed, and more likely fo make prudent
rather than rash decisions, - .

Appurently the avid acceptunce of the promotional offer was a complete sur-
prise; no one dreamed of such demand. Yet, was it so unreasonable to think that a
very attractive offer would meet wild acceptance?

In using loss leaders, put a cap on potential losses. Loss leaders, s we noted
earller, are items promated at such nttractive prices that the firm loses money on |
every sale. The expectation, of course, is that the customer traffic generated by
such attractive pramotions will increase sales of regular profit items so that total |
profits will e increased. !

The risks of uncontrolled or uncapped loss lender prometions is vividly shown
in this case, For o retailer who uses loss leaders, the lass is ultimately capped as |
the inventory is sold off. With UK Hoover there was no cap. The moral is clear: !
Attractive Joss leader promations should be capped, such as the first 100 or the :
first 1,000 or for one week only. Otherwise, the promation should be made less ;
attractve. i

The power of a cosi-benefit analysis, For major decisions, executives have much
to gain from a cost-benefit analysis. It forces them to systematically tabulate and ana- ©
lyze the costs and benefits of prticular courses of action. They may find that likely |

. benefits are 50 uncertain as to not be worth the risk. I so, now is the time to realize 1

this, rather than after substantial commitments have already been made, ‘

Without doubt, regular use of cost-benefit unalyses for major decisions |
improves executives batting averages for good decisions. Even though some num- ,
bers may have to be judgmental, especially as to probable benefits, the procass of :
making this analysls forces a careful look at alternatives and most likely conse-
quences. For more important decistons, input from diverse staff people and exec- -
utives will bring greater power to the analysis.

L]

CONSIDER
What additional leaming insights can you add?

QUESTIONS

1. How could the promotioi of UK Hoover have been better designed? Be
as specific as you ean. -

2, Given the fiasco that did occur, how do you think Maytag should have -
responded? ,

3. “Firing the three top executives of UK Hoover is unconscionable. It
smacks of & vendettu against European inanagers by an Americun parent.
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