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The contingency approach is a recent and important development in ABC research. It is suggested
that ABC system adoption and success will depend upon specific organisational factors such as
strategy, structure, technology, and environment. However, less contingency-based research has
been done on ABC systems in the UK. Therefore, a contingency model of ABC systems has been
developed in order to empirically examine the relationship between ABC systems, competitive
strategy, advanced manufacturing technology (AMT), management accounting practices, and the
performance of the UK’s manufacturing business units.

Precisely speaking, this study examines one major question: How does the fit between ABC
systems, competitive strategy, AMT, and management accounting practices affect the performance
of the UK’s manufacturing business units? To investigate this question, a reliable and valid
instrument was developed. Extensive efforts were made to ensure content validity during instrument
development by carefully designing processes for item generation, pre-testing, and pilot study
testing. A cross-sectional mail survey of a sample of 112 UK’s manufacturing business units has

been conducted.

The empirical findings of the study show that the use of ABC systems is associated with the
performance of the UK’s manufacturing business units. In addition, structural equation modeling
(SEM), AMOS 5.0 analysis, offers statistical evidence that the patterns of ABC use by the adopters
would influence business units’ performance. The results also indicate empirical support for the
study major premise that the fit between competitive strategy, AMT, and management accounting
practices will be associated with the adoption of the different patterns of ABC systems.

This study contributes to the knowledge and management accounting literature by providing some
explanations on the contextual factors that influence the adoption and success of ABC systems. The
study concluded that it is not necessarily true that business units that have not adopted ABC systems

could improve their performance by simply introducing ABC as stand alone techniques. While ABC
systems may provide information that contributes to accurate decisions, leading to performance
enhancement, according to the study sample, it can be stated that the decisions that led to a higher
performance in the ABC business units were due to the application of particular patterns of ABC
systems and other contingent factors. This finding has significant implications for designing and
implementing ABC systems and other types of management accounting techniques. Moreover, the
use of SEM to test the study hypotheses can be viewed as an important methodological contribution.
Finally, the study suggests several avenues for further research.
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Chapter 1: Introduction

The management accounting literature has provided four genres of ABC research: consulting,
basic, critical and contingency research. It can be claimed that the genre of contingency
research is the most recent and important development in the ABC literature. It is suggested

that ABC adoption and success will depend upon specific organisational factors. However,

contingency-based research has been given less attention particularly in the UK. Therefore,
this study develops a new and complex contingency model of ABC in order to examine the
relationship between ABC systems, competitive strategy, AMT, management accounting

practices, and the performance of the UK’s manufacturing business units.

1.1 Theoretical Background

Management accounting does not exist for its own sake; organisations have it because they
need the information it could provide. The purpose of management accounting 1s to
contribute to four major activities (Shillinglaw, 1982, p. 3): (1) managerial planning and
control, (2) preparation of financial statements, (3) preparation of business income tax

returns, and (4) determination of the reimbursable amounts under cost-based contracts or

similar pricing or funding arrangements.

Strategic planning is specifically mentioned as a major type of managerial planning activity.
However, careful examination of the management accounting literature reveals little
discussion of how management accounting data can be used for strategic planning. All
organisations make decisions that affect their long-run competitive position and profitability.
Some, perhaps many, of these decisions turn out to be mistaken. Strategic planning is an
attempt to formalize the process of making these important decisions and so reduce the
incidence of costly mistakes. The purpose is to help the organisation position itself against its

competitors in the pursuit of competitive advantage (Hergert and Morris, 1989).

The general irrelevance of traditional costing systems for strategic decision-making has been
commented on by a number of academics (e.g., Kaplan, 1984; Hergert and Morris, 1989;
Berliner and Brimson, 1988). Kaplan (1984) said about traditional cost accounting and

management control systems (MCS):



[...] Virtually all of the practices employed by firms today and explicated in leading cost accounting
textbooks had been developed by 1925. During the last 60 years there has been little innovation in the design
and implementation of cost accounting and management control systems.

Hergert and Morris (1989) pointed out that traditional costing systems initially developed to
measure true costs, have been bereft of significant innovation for the last 60 years, are not

able to furnish the data required by the modem strategic planning frameworks of the 70s and
80s.

Berliner and Brimson (1988, p. vi1) argued that with such traditional costing systems many
organisations are struggling with important economic issues, such as how to cost-justify
capital investments, how to improve product cost information, how to change decision-
support tools like product-abandonment models and make/buy decisions, and to revise

performance measures that currently encourage only short-term productivity.

In the years since Woodward’s (1965) seminal work, new developments have occurred in
manufacturing technology. Advanced manufacturing technologies (AMT), such as robotics,
computer-aided design (CAD), and flexible manufacturing systems (FMS), have
revolutionized the manufacturing shop floor. They have dramatically changed manufacturing
cost-behaviour patterns. Overhead costs have risen dramatically and now exceed direct costs.
It is not surprising to find that direct labour accounts for only 8-12 percent of total cost at
many factories. This trend is predicted to be even more pronounced in the factory of the

future (Berliner and Brimson, 1988; Brimson, 1991; Kerremans et al., 1991).

Traditional costing systems do not adequately support the objectives of international

competition and the AMT environment for several reasons (Berliner and Brimson, 1988;
Brimson, 1991): first, the philosophy of absorbing overhead costs by allocating them on the
basis of production volume-related has caused distortions of overhead costs allocation. With
distorted costing, some products are overcharged while others are subsidized. Thus,
profitable organisations are lost through overpricing, and unprofitable organisations win
through underpricing. Second, they are plagued by high overhead rates resulting from
inadequately traced costs, and they do not pinpoint the activities that generate unnecessary
costs rather than customer-perceived value. Third, information obtained from traditional
costing systems is usually inadequate for strategic cost analysis because it does not help the

organisation understand the behaviour of costs from a strategic perspective.



In the light of the above, it can be stated that the progressive use of AMT has made the
traditional costing systems obsolete by creating an overhead-intensive environment
(Brimson, 1991). Such systems are inadequate to allow organisations to compete successfully
in the current business environment (Cunningham, 1992). Although recognizing the problem
1s a good beginning, the pressing need now is for a solution. It is an illusion that changing the
basis of overhead costs allocation would solve all cost management problems (Berliner and
Brimson, 1988). Therefore, ABC has emerged as the key alternative to traditional costing
systems. ABC recognizes that many overhead costs vary in proportion to changes other than
production volume. By identifying the cost drivers that cause costs to change and assigning
costs to products on the basis of cost driver usage, ABC can more accurately measure the
resources consumed by products. This cause and effect relationship provides a superior way
of determining relevant costs. Moreover, ABC can be used for a range of cost management
applications such as value chain analysis, customer profitability analysis, and business

process management (Drury, 2001, p. 179).

1.2 Overview of Methodology
1.2.1 A Contingency-Based Research Methodology

The ABC literature has devoted limited attention to methodological issues in empirical
research (Foster and Swenson, 1997). The majority of the research to date has comprised
descriptive case studies, which have indicated that ABC helps to reduce the cost of products,
and provides more accurate information for estimating product profitability and for making
product pricing and production decisions. However, the conditions under which ABC

systems would provide relevant information for such decisions were given less attention

(Noreen, 1991).

Therefore, the use of a contingency approach has developed in the ABC literature. It is
suggested that ABC adoption and success will depend upon the specific organisational
circumstances. The major feature and intention in the contingency approach to ABC research
is to provide possible integrations between ABC systems and other contingent variables. It

can be argued that the contingency approach is an important development in ABC research.

The idea of a contingency theory of organisations was first presented in an explicit way by
Lawrence and Lorsch in their book “Organization and Environment” (Lawrence and Lorsch,

1967, pp. 7/186). They pointed out that as systems have become large they have been divided



into parts, the functioning of which has to be integrated if the system as a whole is to be
viable. Thus, they have argued that modern, complex organisations need to be examined as
multivariate systems. Then, the contingency approach to the study of organisations as open
systems came 1nto increasing prominence during the 1970s. This approach asserts that the
effective operation of an enterprise is dependent upon there being an appropriate match
between its internal organisation and the nature of the demands placed upon it by its tasks, its

environment, and the needs of its members (Burrell and Morgan, 1979, p. 164).

Accordingly, a wide range of effective organisations could be observed, but their differences
are not random. The form of the organisation makes a difference, all of which suggests a new
set of questions. On what factors does the choice of organisation form depend? What are the

characteristics of organisational contexts which appear to make a difference? (Galbraith,
1973, p. 2).

The contingency approach has a long tradition in the study of MCS. It attempts to explain the
effectiveness of MCS by examining designs that best suit the nature of the organisation
strategy, technology, size, and other organisational variables. In recent years, the new stream
of contingency-based studies has been related to the role of an organisation’s strategy to
MCS design (e.g., Chenhall and Langfield-Smith, 1998b). Competitive strategy is somewhat
different from other contingency variables. It is not an element of context, rather it is the

means whereby it can influence the organisation’s external environment, AMT level, MCS

design, and performance (Chenhall, 2003).

Contingency-based research is just starting to be published, identifying contingencies

surrounding the adoption of ABC systems. Luft and Shields (2003) indicated that ABC

adoption has larger positive effects on performance in organisations facing higher
competition. They also stated that ABC uses activity cost and performance information to

guide the formulation of strategic plans and operational decisions, and identify improvement
opportunities. Consequently, evidence suggests links between competitive strategy and ABC
systems and to the formality of performance evaluation (Gosselin, 1997; Chenhall and

Langfield-Smith, 1998b; Frey and Gordon, 1999).

The importance of technology to MCS design has been discussed by research drawing on the

manufacturing literature (Hayes et. al.,, 1988; Tushman and Anderson, 1997). Different

aspects of AMT are investigated in several contingency-based studies (Woodward, 1965;

4



Perrow, 1967; Mia and Chenhall, 1994; Chong, 1996). Thus, Young and Selto (1991) and
Chenhall (2003) suggest that the arca of AMT has provided many opportunities for
contingency-based research. More specifically, Bruggeman and Slagmulder (1995) point out
that more research is recommended to design a contingency framework of how AMT affects
costing systems in different environments. Porter (1980, 1985) indicated that AMT 1s among

the most prominent factors that affect the business unit competitive strategy.

Management accounting practices need to become strategy-driven; that is they should be
designed to provide feedback on those dimensions of value which are central to an
organisation overall competitiveness, whether those dimensions are cost or non-cost factors
(Samson et al., 1991). Khandwalla’s (1972) seminal work examined the different types of
competitive strategies, such as price, market, and quality strategies, and the use of
management accounting practices. He found a positive relationship between the type of
competition and the use of management accounting practices. Nevertheless, Cunningham
(1992) pointed out that significant gaps in the knowledge base remain to be filled if

management accounting practices are to be designed to support a competitive strategy.

Functionalist/contingency-based research assumes that MCS is adopted to achieve some
desired organisational outcomes or organisational goals. Thus, contingency-based studies
should include organisational performance as the dependent variable. If performance i1s the
dependent variable, then contingency theory is required to show how the combination of
MCS and context could enhance organisational performance. Linkages between MCS and
organisational performance are quite explicit, as a primary function of MCS is to measure

progress towards achieving desired organisational performance (Chenhall, 2003).

Up to this point no relationship has been investigated between ABC systems, competitive
strategy, AMT, management accounting practices, and performance. Therefore, this study
focuses on ABC, but emphasizes its link with a business unit’s competitive strategy, AMT,
management accounting practices, and performance. Precisely speaking, this study hopes to
make a contribution by examining the contingency relationship between ABC systems and
the selected variables. It will attempt to find out whether the research variables can be fitted
together into a sensible consistent contingency model that meshes with the present
contingency studies. Can this model provide a needed direction for future research and

contribute to the emerging new studies of contingency-based research?



It can be argued that the contingency approach of ABC research has been a prominent topic
of investigation in recent US, Australian, and Canadian survey-based studies (Gosselin, 1997;
Chenhall and Langfield-Smith, 1998b; Frey and Gordon, 1999). However, less contingency-
based research has been done on ABC systems in the UK. Therefore, this study is one of the

few contingency-based studies to ABC research in the UK.

This study adopts Porter’s (1980; 1985) strategic typology. Business units’ competitive
strategies were classified into two main types: cost leadership and differentiation.
Consequently, this study investigates the influence of each type of competitive strategy (cost
leadership and differentiation) on the use of management accounting practices in terms of
traditional practices (e.g., standard costing and budgets) and strategic practices (e.g., ABC,

life cycle costing, target costing, and value chain analysis).

Contingency means that one factor depends upon other factors, and for organisations to be
effective, there must be a “goodness-of-fit” between both their internal conditions and
external environment (Daft, 1995). Since a number of relationships between ABC systems,
competitive strategy, AMT, management accounting practices, and business unit

performance would be hypothesised, such relationships can only be understood if they are
analysed “simultaneously” (Drazin and Van de Van, 1985). However, the normal regression
approaches (e.g., multiple regression models) do not depict the expected relationships

between the study variables simultaneously (Gerdin and Greve, 2004). Therefore, another

statistical model should be used.

1.2.2 A Cross-Sectional Mail Survey Method

It is argued that management accounting research over the past years has been largely
exploratory and somewhat fragmented. Therefore, the task now 1s to move forward to
develop and test theories relating to changes in management accounting. It appears that

researchers will have to make more ingenious use of modeling techniques, existing data

bases, and survey-based research methods (Young and Selto, 1991).

In fact, there is a place for both case and survey-based research, and both forms of research
should continue to play a role in contingency-based research. However, survey-based
research may reflect a greater maturity in the structure of the contingency-based research
design and could draw on the insights and perspectives provided by innovative case studies

(Langfield-Smith, 1997). Early research on ABC was conducted in a case study setting.
6



Studies focused on innovative firms and used these cases to articulate a conceptual
framework of resource consumption in the firm. As ABC entered the mainstream, it became
possible to move out of the case study setting to investigate widespread and contingency
phenomena associated with the adoption of ABC, employing data collection methods such as

mail surveys (Anderson and Young, 2001).

The mail questionnaire survey is a well established research method, and, in recent years, has
been used in 2 management accounting context to provide both specific and general evidence
on the nature of practice. It also provides a means of collecting information on the extent and
rate of adoption of new techniques (e.g., ABC systems) (Innes and Mitchell, 1997).
Moreover, it has been recommended that further survey-based research could target more

focused combinations of competitive strategy and management accounting practices
(Chenhall and Langfield-Smith, 1998b).

Consequently, the data for this study were drawn from a cross-sectional mail survey
conducted to investigate the contingency relationships between the research variables. Using

data collected through cross-sectional mail survey methodology is appropriate, because the

research question posed in this study lends itself to investigation of the relationships between
multiple variables. Therefore, a large sample size is required to obtain reliable and valid

research results. It is relatively inexpensive and has the greatest potential for reaching a large

number of widely dispersed respondents (Alreck and Settle, 1985).

1.2.3 A Structural Equation Modeling (SEM) Statistical Method

The new stream of contingency-based studies attempts to identify the antecedents to MCS, or
they demonstrate how the relationship between MCS and the organisation performance is
explained by intervening variables (Chenhall, 2003). Until recently, accounting researchers
did not have access to a statistical technique powerful enough to allow for an effective
interplay between theory and data in systems of relations incorporating such intervening
variables (Rodgers, 1991). They used a combination of linear regression and simple

correlations to identify causal paths between contingent variables (Chenhall, 2003).

More recently, powerful structure equation modeling (SEM), using computer programs such
as LISREL, EQS, and AMOS, has been developed, which enables latent variables to be
constructed from multi-item questionnaires and to identify, simultaneously, statistical

significance with multiple dependent variables. SEM provides the researcher with a

1



systematic methodology for testing alternative theoretical structures (Rodgers, 1991; Hunton
et al., 2000). Using SEM, it is possible to combine mediating variables within an intervening

model by examining the extent to which a variable mediates the effects on one or more paths
(Anderson and Young, 1999; Scott and Tiessen, 1999; Shields et al., 2000; Chenhall, 2002;
Chenhall, 2003; Baines and Langfield-Smith, 2003).

Moreover, SEM has the capability to analyse: (1) multiple criterion variables,
(2) unobservable theoretical variables, (3) errors in measurement, and (4) confirmatory
applications. Although, other statistical techniques (e.g., multiple regression models,
ANOVA, ANCOVA, MANOVA, and exploratory factor analysis) can address one to three of
the four aspects, none 1s well equipped to cope with all of them. For example, exploratory
factor analysis handles unobservable variables but is not confirmatory; multiple regression
can be applied in a (weak) confirmatory sense by testing the significance of estimated

parameters and regression equations, but it is limited to a single observable criterion variable
(Rodgers, 1991).

Therefore, SEM has been employed as a statistical technique to “simultaneously” test the
contingency relationships between the variables of interest in this research. The SEM
approach attempts to map the research contingent variables and demonstrate potential
relationships between these variables, and indicate potential links with business units’

performance.

1.3 Contribution and Principal Research Findings

The central and indeed ultimate function of management accounting research should be to
develop and improve practice (Mitchell, 2002). Analysis of the literature has illuminated four
genres of ABC: consulting research, basic research, critical research and contingency
research. This research project concentrated on the genre of contingency research as a recent
development in the ABC literature. It has contributed to knowledge by offering an insight
into the understanding of how organisational contexts affect the adoption and success of

ABC systems. Such an understanding has important implications for effective management

accounting systems design.

This study extends the ABC literature in two ways. First, it examines the contingency

relationship between ABC systems, competitive strategy, AMT, management accounting



practices, and the performance of the UK’s manufacturing business units. Competitive
strategy and AMT are novel variables that the theory suggests interact with management
accounting practices in general and ABC systems in particular. Second, this is the first study

in the UK, to the best of the researcher’s knowledge, to examine such a relationship using

SEM.

In contrast to the previous studies, this study examines the degree of ABC adoption by
classifying the sample business units into four sequential levels: activity analysis (AA),
activity cost analysis (ACA), ABC and activity-based cost management (ABCM). The
empirical findings of the study show that business units’ performance would be associated
with the patterns of ABC use by the adopters. Precisely speaking, higher performance was
associated with the adoption of AA and ACA, than with the adoption of ABC and ABCM.

The study provides empirical evidence that the use of strategic management accounting
(SMA) practices is related to the adoption of ABC and ABCM. Moreover, the results support
the expectation that there is a significant relationship between differentiation strategy and
AMT and the use of SMA practices. Therefore, it appears that the effect of a differentiation
strategy and AMT on the adoption of ABC and ABCM is an indirect one via the use of SMA

practices as a “mediating” variable.

In the light of the above, this study contributes to the management accounting literature by
providing some explanations on the contingent factors that influence the adoption and
success of ABC systems. These include competitive strategy, AMT, and management
accounting practices. Using the study sample, it has been concluded that it 1s not necessarily
true that business units that have not adopted ABC systems could improve their performance
by simply introducing ABC as a stand-alone technique. This finding has significant
implications for designing and implementing ABC systems and other types of management

accounting techniques. Moreover, the use of SEM as a statistical technique can be viewed as

an important methodological contribution.

1.4 Organisation of the Research

This research includes ten substantive chapters in addition to this introduction. The next three
chapters, 2, 3, and 4, review the relevant literature. Chapter 2 explains how ABC is

introduced as a paradigm to overcome many of the limitations of traditional costing systems



and, thereby, provide more relevant information for resource-allocation decisions. It also
discusses further applications of ABC information in terms of cost objects and activity-
related applications. Finally, it demonstrates four genres for the ABC literature published to
date: consulting, basic, critical and contingency research. It has been argued that the genre of

contingency research is the most recent and important development in ABC literature.

Chapter 3 addresses the relationship between contingency theory and MCS. It begins by
defining the concept of MCS in general. The concept of systems theory and the distinction
between closed-system and open-system approaches are highlighted. Then, the theme of
contingency theory is discussed. This includes three approaches to contingency theory, based
on the concept of fit (selecting, interaction, and systems approaches), and the situational
factors of contingency theory. Moreover, the contingency-based research in MCS has been
classified into four categories, according to the complexity of analysis. Finally, the

contemporary developments of contingency theory in management accounting are explored.

In Chapter 4, the relationship between strategy and management accounting is manipulated.
It defines the concept of strategy and identifies three levels of organisational strategy

(corporate, business, and functional strategy). Then, three strategic typologies are
distinguished: Miles and Snow (1978), Porter (1980; 1985), and Gupta and Govindarajan
(1984a, b) and Govindarajan and Gupta (1985). The chapter also explains AMT strategy and
its impact on cost, quality, and profitability. Finally, strategic management accounting is

discussed in terms of its concept, themes, and practices.

Chapter 5 points out the differences between the four research paradigms in social science
and accounting research: functionalist, interpretivist, radical humanist, and radical
structuralist. It presents the case for the contingency/functionalist (positivistic) paradigm, as
the study attempts to test existing theory. Then, the research dependent and independent
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