DON'T SHED
ACCOUNTING,
REENGINEER IT —

Forward-thinking organizations should consider utilizing a management by
means approach that incorporates strategy management to redefine

accounting and give themselves a competitive advantage.

WITH STRATEGY

MANAGEMENT AND
A3 THINKING

THOMAS L. JACKSON

n a landmark article in this journal,

noted accounting expert H. Thomas

Johnson declared that “to become

lean” organizations must “shed

accounting.” Johnson contrasted
two models of management control, man-
agement by results (MBR) and manage-
ment by means (MBM)." MBR is a
Newtonian or mechanical model of exter-
nal control, focused almost exclusively on
financial results.? MBM is a biologically
inspired, cybernetic model of internal or
self-control, focused on the means by
which financial results are achieved. John-
son seems hesitant to explain how exactly
MBM might be operationalized. Lean orga-
nizations such as Toyota or the Danish firm
Scania, he says, simply do not permit exter-
nal accounting controls inside their facto-
ries; what is required is a new way of

thinking. While I generally agree with
Johnson, MBM requires more than think-
ing. As we will see, even the thinking
required is not necessarily free; it is regu-
lated — by the scientific method. Like most
advanced control systems, MBM requires
engineering.

In accounting, we automatically think
of control in terms of budgets, internal
audits, and compliance. According to
Johnson, however, the so-called internal
audits of management accounting constitute
a primary example of MBR’s mechanical
or external control. To understand how to
engineer a system of self-control, we
obviously need a new way to look at the
control problem that does not take audits
for granted. In their article, “Who Needs
Budgets?” for the Harvard Business Review,
Jeremy Hope and Robin Fraser suggest that
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EXHIBIT 1 Strategy Management: A Framework for MBM
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we think instead of contracts. Management
accounting is characterized, they say, by a
set of fixed performance contracts, the
result of the traditional annual budgeting
process. These are contracts offered to man-
agers on a take-it-or-leave-it basis that tie
personal compensation to compliance with
a set of financial targets. Financial targets
are set with “a little back and forth” at the
top of the organization and remain fixed
for the fiscal year. In contrast, MBM is char-
acterized by a set of relative improvement
contracts. Relative improvement contracts
task managers with process improvements
as well as financial results; improvements
are related in a cause-and-effect way to
financial outcomes, and compensation
depends on progress, as measured by process
improvements as well as outcomes. A key
feature of relative improvement is that
control is not exercised externally in per-
formance reviews or audits but internally
in the course of daily work by managers
themselves. Managers are trusted to exercise
self-control (see the sidebar entitled “Why
Shed Accounting?”).?

In this article, I will explain how to oper-
ationalize or engineer cybernetic manage-
ment control using a relative improvement
contract known as the A3, which is the core
document in a strategy management system.
Strategy management is the application of
the Deming cycle of plan, do, check, and
adjust (PDCA) to strategic planning, deploy-
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ment, and execution (see Exhibit 1). First
developed in Japan in the 1950s, strategy
management is a system for articulating,
deploying, and enforcing relative improve-
ment contracts companywide. It easily meets
standard engineering criteria for cybernetic
control. Strategy management gathers,
processes,and transmits all the information
of traditional management accounting,
including its annual budgeting process. It
performs the work of feedback and control
normally done by performance reviews and
internal audits. It also encourages the
thinking — sometimes referred to as A3
thinking — that Johnson demands. Exhibit
2 presents the major differences between
MBR and MBM.* After a short discussion
of the A3 process, this article explores the
nature of the new management contract,
communication, feedback, and management
control.

Strategy management and the relative
improvement contract

In contrast to the fixed performance contract
of MBR, the relative improvement contract
of MBM is not a set of marching orders
offered on a take-it-or-leave-it basis; it is
negotiable. During negotiations, many prac-
titioners of strategy management utilize a
contract template known as an A3. (A3
refers to the size of paper on which the
contractis printed.) The template explicitly
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incorporates the scientific process that is
used to encourage PDCA thinking (see
Exhibit 3).°

The A3 is a license not only to think
but to experiment. Because strategy man-
agement is explicitly based on PDCA, it
treats results and means not as commands,
asin the case of MBR, but rather as hypothe-
ses to be tested empirically through exper-
imentation. Failed hypotheses are not cause
for disincentive, discipline, or dismissal,
but are instead treated as opportunities
for organizational learning. In Exhibit 3,
we see how the plan phase of PDCA is doc-
umented in Sections 1-4. In Section 1,
problems are first factored in a problem
condition statement, so that managers may

STRATEGY MANAGEMENT

practically contribute to problem-solving
within their respective spans of control.
In Section 2, the target condition statement

or future state is described in terms of -

process improvements and financial out-
comes. Section 3, the analysis section,
investigates root causes around the gap
between problem condition and target con-
dition. The proposed actions or counter-
measures are outlined in Section 4 at the
top of the next column. In Section 5, the
do phase of PDCA is outlined with a Gantt
or milestone chart. The check and adjust
phasesin Section 6 refer to the continuous
monitoring of improvements and sub-
sequent adjustments to the action plan.

Inscribed conveniently on one piece of -
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EXHIBIT 3 Toyota's A3: The New Relative Improvement Contract
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paper, hereisarecord of the thinking that
Johnson calls for.

While MBM and the A3 require thinking,
an MBM control system must be designed,
engineered, and installed to regulate that
thinking. Inits essence, cybernetic control
systems are all about the immediate
detection and correction — in other words,
the automatic regulation — of error. Norbert
Weiner describes three criteria for a cyber-
netic system: communication, feedback, and
automatic or self-control.® Applied to man-
agement control, these three criteria can
be described as follows:

+ Communication consists of messaging
— to all decision-makers — of a target
condition or strategic position to be
achieved (or maintained homeostati-
cally).

* Feedback consists of information pro-
vided to decision-makers about per-
formance deviations from the target
condition or strategic position.

* Automatic control consists of adjust-
ments made by decision-makers, trig-
gered by feedback, to bring the
management system closer to the tar-
get condition or strategic position.
The PDCA cycle (and the scientific

process itself) is an obvious example of
cybernetic regulation. The practice of
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strategy management gives us a rich pattern
for engineering new, cybernetic systems
for management control, systems comprised
of relative improvement contracts that
empower managers to think as well as do.
Please refer again to Exhibits 1 and 3. In
the sections that follow, we explore how
strategy management satisfies Weiner’s
criteria of communication, feedback, and
automatic control.

Communication

The first criterion of cybernetic control is
communication. In normally decentralized
(i.e., divisionalized) organizations like GM,
it may have been enough to tell the people
what to do (through the budgeting process)
and then to hold them accountable (through
performance reviews and internal audits).
In the radically decentralized organization
of today, leaders must communicate what
to think about as well — and trust managers
to regulate themselves. There are two dis-
tinctive features of communication in the
system of strategy management: systematic
or companywide deployment and a balanced
scorecard of results and means. Through
companywide deployment, all decision-
makers are aligned in solving the organi-
zation’s strategic problems.
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The first feature of communication is
the systematic or companywide deployment
of results and means to middle managers
and supervisors, as well as to divisional
and other senior leaders. In Exhibit 4, we
see a fully articulated deployment tree for
amedium-size energy company in the Euro-
zone. Deployment has progressed from Tier
1, the organization, through its divisions
at Tier 2, to value streams and major projects
at Tier 3, and finally to processes, operations,
and individual tasks at Tiers 4 and 5. At

STRATEGY MANAGEMENT

each tier of management control, we see an
A3 document that represents a formal agree-

ment between managers at each node of

this radically decentralized information-
processing structure. In this case, roughly
50 A3s were drafted, including A3s for sup-
porting operations and special projects.
A3swere then connected to specific quality
and costimprovements in processes at Tier
4 and operations at Tier 5."

The second feature of communication
is the so-called balanced scorecard of results
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and means. The Balanced Scorecard of
Robert Kaplan and David Norton isin fact
the result of an encounter with strategy
management, which they observed in the
late 1980s at Analog Devices. What they
saw was a method that very consciously
combined the refined financial targeting
derived from Peter Drucker’s management
by objectives (MBO) and the equally refined
targeting of process improvement derived
from total quality management (TQM).
Taken together, MBO and TQM gave rise
to the four focal areas of their Balanced
Scorecard, which include customer, process,
growth (of people and technology), and,
of course, finance. Each A3 in a deployment
of strategy management contains this infor-
mation. In effect, each manager in the system
has a balanced scorecard of results and
means. In each A3, a balanced scorecard
expresses the strategic intent of the orga-
nization in increasingly stratified terms
that are under the span of control of their
respective process owners."™

Feedback

The second criterion of cybernetic control
is feedback, or information about deviations
from the targets for either results or means
(see the sidebar entitled “Results Still
Matter”). In a cybernetic management
control system, all decision-makers must
be informed by feedback. Strategy man-
agement provides mechanisms to process
internal and external feedback by using the
very same channels of communication estab-
lished to deploy targets for both results and
means (see Exhibit 4). These channels are
used as a system for escalating deviations,
defects, gaps, and other problems that cannot
be solved readily within a manager’s span
of control. Within the system of strategy
management, feedback has two distinctive
features: the frequency of feedback cycles
and the confirmation of messages through
a process known as catchball.™

The first feature of strategy management’s
feedback system is the remarkable frequency
of feedback cycles. In mechanical manage-
ment control systems, such as MBR,
managers must often wait for feedback until
the annual performance review. In contrast,
at each tier in the radically decentralized
organization,ina process known asleader
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standard work, managers physically visit
the workplace to give feedback on the

processes under their respective spans of :
control (see Exhibit 5). At Tier 1, chief :

executives of very large organizations,
such as Toyota, may visit each of their
facilities once a year."” At Tier 2, vice pres-
idents visit more frequently, perhaps
monthly. At Tier 3, value stream managers
and agile team leaders are scheduled to
visit the production area weekly or even
daily. At Tier 4, process owners who have
multiple operations under their control
may revisit the work daily. At Tier 5, super-
visors revisit the work every hour or so.

Also relevant at Tier 5, the final level of

PDCA is the adherence to and continuous
improvement of standard work by frontline
workers on the one hand and the adherence
to the project schedule by agile team
members on the other hand. Operators
and team members naturally revisit their
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work with the completion of each work
cycle.™

The second feature of feedback is the
confirmation of messages concerning the
negotiation and review of results and means.
Under MBR, targets are communicated in
a top-down fashion with little or no feedback
from the recipients of this information. In
contrast, strategy management requires
that all communications be two way. The
process of communication is a method of
negotiation and dialogue commonly known
as catchball. Catchball follows a distinctive
pattern that requires significantly more
give and take than traditional budgeting.
The pattern is known as the improvement
kata.Kata, a term drawn from Asian martial
arts, refers to a defensive or offensive pattern
of response, often drawn from nature. In
the context of strategy management, the
pattern or kata ensures messages about
results and their means are sent, received,
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and confirmed in a way that puts organi-
zational learning ahead of short-term
financial results. In Exhibit 6, the kata is
broken down into open-ended coaching
questions posed by managers to their direct
reports at each tier of decision-making.
The kata is used in both the plan phase of
PDCA, to negotiate relative improvement
contracts, and in the check phase, to inves-
tigate reasons why the means agreed upon
in initial negotiations have failed to produce
the expected results.™

Smart contracts and
automatic/autonomatic control

The third criterion of cybernetic control
isautomatic control, adjustment triggered
instantly by detecting deviations from the
target condition. Under the terms of MBR’s
tixed performance contracts, the adjustment
process is mechanical and painfully slow;
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depending on the size and complexity of
an organization, some processes may not
be audited more frequently than once every
five years (see the sidebar entitled “Trust
but Verify”). Under the terms of MBM’s
relative improvement contracts, each deci-
sion-maker has the responsibility to check
for or sense defects as they occur and the
authority, based upon scientific evidence,
torespond by adjusting the means without
further management intervention. In this
sense, control becomes automatic or self-
control (more accurately termed “autono-
matic” control in this instance — see the
sidebar entitled “Automatic vs. Autonomatic
Control”).

As demonstrated in Exhibit 5, there are
several mechanisms involved in “autono-
matic” control. At Tiers 4 and 5, the most
granular levels of management control, visual
and audial cues, checklists, and fail-safe or
“mistake-proofing” devices are embedded
in processes and specific tasks and installed
directly on machines where failures are likely
to occur. Flashing lights and musical tunes
alert operators to defects. Automatic
detection can be coupled with automatic
responses to quarantine defects. Automatic
detection and correction of abnormal con-
ditions can reduce the probability (even to
zero) of defects occurringin the first place.
Visual cues and fail-safe routines can also
be installed in computer programs to help
project managers, service providers, and
administrators prevent and preclude defects
in knowledge work. When problems cannot
be resolved without assistance, production
is paused or stopped, and problems are esca-
lated tier-by-tier up the chain of command
until the resources and expertise required
to solve the problem can be organized. At
Tiers 1-4, control systems become
increasingly less mechanical or electrical
— less automated and more automatic —
but the improvement kata, which focuses
on science and learning and eliminates blame
from the process of investigation, can always
be repeated.

Conclusion

In a quest for greater competitive advantage,
firstlean and now agile organizations have
adopted radically decentralized decision-
making structures. Radical decentralization
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promises faster organizational learning by
effectively putting frontline managers and
employees in charge and asking them to
think. Butlegions of new decision-makers
create new agency problems — that is,
opportunities for self-dealing by managers,
the agents of the organization, and its share-
holders. As an effective system of manage-
ment control, MBR — including the annual
budgeting process, the fixed performance
contract, and even the internal audit — is
essentially obsolete. Not only are the com-
mand and the control of MBR slow to respec-
tively detect and process feedback, but they
severely limit the organization’s adaptive
responses. In place of MBR, lean and agile
organizations adopt cybernetic systems of
MBM. Those systems — at least those based
on strategy management — are designed
to guide and support as well as regulate
management self-control. MBM replaces
the machine of MBR’s fixed performance
contracts with a living network of relative
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improvement contracts. In the A3, we find
aperfect template for those contracts. The
companywide deployment process of
catchball ensures that MBM’s communi-
cation — the negotiation and confirmation
— of balanced scorecards of financial targets
and process improvements to decision-
makers is clear. In improvement kata, we
find the means of feedback and autonomatic
control — that is, automation with a human
touch. That touch is the scientific method,
PDCA, and alicense to think inscribed on
every A3.So, while organizations may “shed
accounting” to become lean — or agile —
they should seriously consider strategy
management as an alternative. It provides
a blueprint for the control system of the
future, a system of cybernetic self-control
and carefully regulated, scientific think-
ing. M
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