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Abstract

This paper aims to understand whether traditional management accounting tools
(e.g. financial statement, reclassification and contribution margin analysis)
contribute to foster dialogue and innovation in business networks composed of
SMEs (small and medium-sized enterprises). Through the analysis of a case study,
the paper focuses on a contractual network operating in the paper&print sector in
Italy. Framing the analysis in the Simons’ construct (1990 and 1995), who
distinguishes between diagnostic and interactive controls, the paper provides
insights on the use of management control in inter-organizational settings, arguing
that the traditional accounting tools can play an innovative role in network success.
The contribution of the paper is on the ongoing debate on which functions,
accounting information and MCSs (management control systems) may play in
networks. In particular, findings shed light on the need to adapt the distinction
between “diagnostic” and “interactive” in the network setting, given the horizontal
and non-hierarchical relationships between the units involved.
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1. Introduction

Business networks are created to share information, co-produce, co-mar-
ket and/or co-purchase with the strategic purpose to generate innovation and
market development (Hékansson et al., 2009; Cantele et al., 2016). When
small and medium-sized enterprises (SMEs) group are directed to create a
network altogether, they usually aim to reach the critical dimension to accu-
mulate know-how and bear innovative business development processes
(Verschoore et al., 2015; Lin and Lin, 2016) and/or foster internationaliza-
tion (Lu and Beamish, 2001; Fernhaber and Li, 2013; Aureli and Del Baldo,
2016a). Coherently, networks composed by SMEs need appropriate manage-
ment control systems (MCSs) to foster knowledge sharing and generation of
innovation.

Early studies on management accounting and control considered manage-
ment control systems (MCSs) as diagnostic controls that formalize routines
and aim to stabilize company’s processes and control employees, thus limit-
ing the creativity necessary to develop new products (Amabile, 1998; Davila,
2000; Cardinal et al., 2004). On the contrary, recent studies (Davila, 2005;
Davila et al., 2009; Chiesa et al., 2009) argued that MCSs can actually en-
hance innovation thanks to a different — interactive — use of performance
measures (Davila et al., 2004). The concept of interactive controls, used in
contrast to diagnostic control, was originally developed by Simons (1990 and
1995)!, while observing management control systems in large corporations.
Interactive controls were employed to emphasize the peculiarities of ad-
vanced MCSs like target costing and total cost of ownership as tools for in-
formation sharing and increased coordination in networks (Baiman and Ra-
jan, 2002; Cooper and Slagmulder, 2004; Lombardi, 2015; Wouters et al.,
2005).

Considering that SMEs often group into horizontal networks and may not
be willing or prepared to adopt complex tools, the present paper aims to un-
derstand whether traditional management accounting tools — such as finan-

! Diagnostic Control Systems (DCSs) are “the formal information systems that managers
use to monitor organizational outcomes and correct deviations from pre-set standards of per-
formance” (Simons, 1995, p. 59). The key strategic variable underlying a DCS is represented
by the critical success factors that have to be monitored. Interactive Control Systems (ICSs)
have been defined as “the formal information systems that managers use to personally involve
themselves in the decision activities of subordinates” (Simons, 2000, p. 216). In this regard,
the underlying strategic variable is strategic uncertainties, since information is used by supe-
riors to challenge the thinking and action plans of subordinates.
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cial statements, reclassification and contribution margin analysis — can con-
tribute to foster dialogue and innovation in networks characterized by equal
distribution of coordination roles and resources among partners. Therefore,
the research question is:

RQ1: Do traditional management accounting tools contribute to foster
partner dialogue and business innovation in networks?

Since traditional management control tools might be used as either diag-
nostic controls or interactive controls as the distinction relates to how the
information is used rather than the technical design feature of the control
system (Martyn et al., 2016), the final goal of this paper is to understand
which MCSs may help to achieve objectives of innovation in a network com-
posed by SMEs and how they could be leveraged by the network governance.

Accordingly, the present paper focuses on the case study of a contractual
network operating in the paper&print sector, which recorded a continuous
growth during the last 10 years and launched some innovative projects but
has not implemented any advanced formal strategic management control
tools so far. Thanks to document analysis, interviews and direct participation
in company meetings, the authors collected information on which manage-
ment tools have been introduced by the network manager through the years
and how he uses them.

The work aims to contribute to the ongoing debate on which functions,
accounting information and MCSs may play in interfirm relationships (e.g.,
Coad and Cullen, 2006; Cuganesan and Lee, 2006; Mahama, 2006; Chua and
Mahama, 2007; Thrane, 2007; Caglio and Ditillo, 2012).

With this paper we provide original insights on the use of management
control in inter-organizational settings, arguing that the traditional account-
ing tools can play an innovative role in network success. Moreover, framing
the analysis in the Simons’ construct, we highlight that the distinction be-
tween “diagnostic” and “interactive” in network setting has to be readopted
with different characteristics, given the horizontal and non-hierarchical rela-
tionships between the units involved.

The remainder of the paper is structured as follows. Section 2 introduces
the theoretical framework, while section 3 describes the methodological ap-
proach and section 4 illustrates the case study. Finally, sections 5 and 6 re-
spectively discuss the findings and sum up the main insights and conclusive
remarks.
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2. Literature framework: the role and the diagnostic/interactive usage
of accounting information and management control systems in net-
works

Early studies on management accounting and control have considered
MCSs as systems mainly adopted by managers to formalize routines and pro-
cedures, define rules and stabilize company’s processes, thus limiting the
creativity necessary to develop new products (Amabile, 1998; Davila, 2000).
Managers introduce an MCS when they needed formal tools and accounting
procedures to control employees in large organizations, where information,
communication is not sufficient to guide and control people (Cardinal et al.,
2004).

However, recent studies (Davila et al., 2009) highlighted that MCSs can
actually enhance innovation and help product development processes in
achieving better performance. Even traditional instruments like budgets may
contribute to innovation by fostering dialogue, learning and idea creation
(Abernathy and Brownell, 1999).

According to Simons’ (1995) definition, MCSs are formal, information-
based routines and procedures that managers use to maintain or alter patterns
in organizational activities. Thus, whatever information system based on for-
malized procedures, storing information that influences decision-making and
managerial action can be labelled as an MCS. Informal systems such as cul-
tural controls and socialization are excluded from this definition. MCSs do
not necessarily have to provide managers with financial data, as qualitative
information can be used to maintain or alter organizational activities too (Si-
mons, 2000). However, most studies on management control focus on ac-
counting-based information systems and how managers can use accounting
data (Dekker, 2016; Broadbent and Laughlin, 2009; Lukka, 2007; Busco et
al., 2007; Burns and Vaivio, 2001).

From the early work of the organization theorist Herbert Simons, account-
ing information has gained three main functions: to monitor processes and
results, to drive attention on specific issues and to facilitate discussion as a
mean for solving problems. These roles recur in almost every study on the
use of accounting data by company managers (Hall, 2010) and when we look
at inter-firm relationships (Caglio and Ditillo, 2012). However, in the case
of buyer-supplier networks, the exchange of accounting information can
have additional functions. As suggested by Caglio and Ditillo (2012), ac-
counting information contributes to align partners’ behaviours to common
objectives and consider individual differences that might constrain a part-
ner's involvement to a common project or production process. In other terms,
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accounting information is used to plan a collaborative future with the part-
ners, playing an integrative role across boundaries (Thrane and Hald, 2006)
and helping to set reciprocal goal expectations and achievements. In cases of
mutual dependence, partners use MCSs to foster optimization of the whole
network (Caglio and Ditillo, 2012).

Specific studies concentrate on the usage of cost accounting tools like
target costing and total cost of ownership, suggesting that these instruments
can be used in networks for additional reasons as to build commitment
(Wouters et al., 2005) and increase coordination by creating a trustworthy
environment thanks to transparent information sharing (Baiman and Rajan,
2002; Cooper and Slagmulder, 2004). Most of these studies focus on dyadic
relationships and conceive MCSs as instruments to control partners and ne-
gotiate contract terms, especially in a situation of unilateral dependence.
MCSs collect information not to merely report the job done and possible var-
iances from what expected (i.e. the traditional MCS’s informative role). They
are used by the focal firm to influence partners’ behaviour and decisions be-
fore acting. In this situation, MCSs are designed to influence the suppliers’
activities (Carr and Ng, 1995; Mouritsen et al., 2001) and used by the focal
firm to benchmark and select potential suppliers (Mouritsen, 1999).

Recently, two streams of research challenged this opportunistic and func-
tionalist view on MCS’s roles. One group of studies (Dekker, 2016; Caglio
and Ditillo, 2008) welcomes greater attention to horizontal networks and al-
liances where there is no focal firm. Focusing on one-side perspective (i.e.
those of the supplier or client with stronger decision power) has hindered the
understanding of practices used within the collaborative relationship and
how these influence the behaviour of managers or employees of all busi-
nesses involved in the collaboration. The other group of studies suggests
looking at wider functions for MCSs besides making goals explicit and con-
trolling the execution. MCSs may fulfil general purposes in collaborative
networks like contributing to knowledge sharing and innovation develop-
ment or even be used as symbols to legitimize network’s activities toward
external subjects or the network's board decisions toward the partners (Mas-
saro et al., 2014).

In the past, the authors proposed to use informal controls (i.e. social and
behavioral controls) in situations characterized by high uncertainty like inter-
firm alliances (Das and Teng, 2001) and especially in alliances created to
develop new products and processes, with outputs that are difficult to fore-
cast and evaluate (Davila et al., 2009). Nevertheless, since the work of Si-
mons (1995) on the four levers of control, an increasing amount of studies
(Meira et al., 2010; Kominis and Dudau, 2012; Massaro et al., 2014; Martyn
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et al., 2016) adopt his framework to highlight the benefits of using MCSs as
interactive controls, which means using them to help network partners to fo-
cus on strategic uncertainties and then contribute to the formulation of
emerging strategies. Simons posits that the use of MCSs in an interactive
manner supports managers’ capability to handle uncertainty, idea generation
and opportunity-seeking behaviour. Thus, his framework has attracted inter-
est from researchers focusing on innovation (Haustein, 2014), especially
when innovation is based on knowledge sharing. MCSs may act as tools for
knowledge integration (Ditillo, 2004), knowledge creation (Henri, 2006) and
also facilitates the generation or re-building of mental models (Hall, 2010).

Following the two critics found in recent contributions, the present paper
aims to investigate choices of management control instruments within net-
works of equal partners and if and how these instruments support the gener-
ation of innovative ideas and common projects.

3. Research Method and Case Study

We adopted a qualitative research approach, based on a case study re-
search (Yin, 2009) of a contractual network operating in the paper&print
sector (called anonymously the case “A”) in Italy. In this regard, single or
multiple case study relative to SMEs networks (Ghazali, 2005; Barnes et al.,
2012) and contractual networks (Cantele et al., 2016; Trequattrini et al.,
2012; Grippo et al., 2015) have been widely used in prior research aimed at
deepen issues and features of performance measuring in reticular contexts
(Cardoni, 2012; Aureli and Del Baldo, 2016b; Camarinha-Matos et al., 2009;
Pekkola, 2013).

To support this research, we used an inductive approach (Flick, 2009) as
opposite logic to deductive approach in interpreting reality. The inductive
approach is particularly useful to create structures or propositions from the
experiences and processes that are included in the data (Grafton et al., 2011).
However, inductive reasoning has a great weakness: it is limited. It begins
with a single observation or an inference drawn from very specific and alike
situations. Thus, generalizations are risky.

We selected the case study based on dimensional criteria, innovativeness
of its activities and stability of the network. The case study emerged for its
longevity and its structural characteristics, particularly useful for a study on
the use of management control systems. In fact, the network “A” was set up
in 2007 and currently includes 21 partners, more than 700 collaborators (ap-
proximately 8% of them dedicated to Research and Development) and 24
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production plants successfully operating for more than 10 years. The coordi-
nation of the network is facilitated by a limited company, acting as a market
development entity in the network. The capital of this limited company is
owned by the network partners. Partners’ commitment to the network is
therefore carried out on two levels: each partner both owns a stock of the
limited liability company (an equity-based relationship) and has entered into
in the network agreement (a contract-based relationship). One of the main
players in the network is an academic spin-off that expressed over time the
coordination management team, assuming a leadership role in the develop-
ment of the collaboration and the promotion of a managerial culture inside
the network.

We collected information about the network structure and existing MCSs,
focusing on the analysis of current management control systems and perfor-
mance measurement systems adopted by “A”. We used a mix (triangulation)
of primary and secondary sources, particularly represented by:

- a questionnaire (Q1) and two semi-structured interviews (IS1, IS2) ad-
dressed to the network manager. The network manager is appointed as
Chairman of the board of Directors of the coordinating limited company.
We focused on this role because it represents the central figure (the so-
called key informant person) in the network (Halinen and T6rnroos, 2005,
p. 1291), having all the information on the network strategic and opera-
tional activities and holding the vision of the “whole network™ (Provan et
al., 2007);

- internal documents including: network contract (ID1), company profile
(ID2), product and services catalogue (ID3), financial statements of the
coordinating limited company (ID4), network reporting package (IDS5),
presentations and supporting analysis for partners’ general meetings (ID
6), network organizational structure (ID7);

- website and media release: network official website (WM 1).

4. Findings

From the documents analysed (ID1, ID2, WM1) and interviews (IS1,
IS2), we found the existence of four main strategic goals: i) market develop-
ment; ii) product innovation; iii) intensification of inter-business activities;
iv) R&D activities. Each objective is monitored through a limited number of
performance measures (ID5). Some measures are quantitative (e.g. n. of new
products launch), while others are financial indicators (e.g. turnover from
foreign customers). In addition, the network manager calculates and reports
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some key financial values and ratios from network’s financial statements to
the annual assembly of network members (ID6).

Network members are not active participants in the strategic control pro-
cess (Q1). The network manager is the key responsible for the monitoring
process (ID7), having the need to clearly represent the key drivers for success
and the causal links between strategy, activity and impacts on performance
(ID5).

In order to continuously monitor the fulfilment of strategic goals and
share with the partners the advancement toward the results achievement, the
governance of the network is based on the elaboration of some traditional
management accounting tools (ID5, ID6). All management tools and models
found in this case were brought by the university spin-off, which has always
been an active partner and also acted as key advisor on the application of
managerial approaches (ID5).

The most important MCS adopted is the so-called "annual report" of the
network activities. This document is based on the mandatory annual report
(ID4) of the coordinating limited company (financial statements plus the
notes to the accounts, management report and audit report) integrated with
qualitative information on the advancement and results obtained in the four
strategic objectives (ID5). It is basically conceived as a management report
for internal use, presented in the form of PowerPoint slides and describing
some selected metrics of the income statement to show the impact of com-
mon activities on the net profit of the case “A”. This document is used to
report network activities to the assembly at the end of every year, compare
results with goals and disclose information to stakeholders, as reported in

Ql:

“The main purpose is to inform partners about what has been
done together with respect to common goals. In fact, its content
is organized according to the same four strategic objectives de-
clared in the network program™.

Moreover, it has been used as a learning tool as the network board utilizes
it to help network partners reflect on the organizational model of the network
itself and transfer some concepts, as the network manager reports (IS1):

“Communicating the results of the annual report is a way to
transfer conceptuality, to teach accounting — the language of
business — to the smaller partners and induce them reflect on
their own financial structure and performance ".
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At the same time, the network manager pointed out that it’s a motivator
too: it is intended as a stimulus for partners to imitate the behaviour of most
active and profitable nodes (IS2):

“By showing (in the report) that three partners succeeded in
making a good project and this project generated turnover and
profit for the company becomes a stimulus (we wish it) for other
partners to propose and share their own ideas and projects with
the network. Communicating this result in that way and in that
official moment is fundamental”’.

Another important control tool used some years ago is the financial state-
ment reclassification performed on the financial data of each network part-
ner. Reclassified statements were also integrated by the calculation of eight
key financial measures and indicators on the network’s profit and financial
structure (ID6). It was used to map the individual members’ financial situa-
tion and profitability and explain the different characteristics of each partner
in financial terms, as highlighted in 1S2:

“The reclassification was used to make the partners aware that
each company has its own peculiarities, probably with relevant
differences, thus we have to listen to each other and understand
what partners are able or not to do according to their financial
and economic situation. What impressed me is that the partners
were not used to interpret their performance in this structured
way and they understood very clearly how different their busi-
ness was in terms of profitability and financial structure™.

This accounting information was also used to analyse whether partners
were calculating their production costs properly and were able to generate
adequate contribution margins. Since it emerged that some partners were
miscalculating their margins, this tool became an instrument for partners’
strategic orientation when collecting and analysing the proper information to
participate to common tender and make their own offer, as reported in IS2:

““This tool was an accounting innovation that established new
procedures in data collection and calculation. It was a tool to
say that if you want to make a common project, you have to
speak like this”.
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Furthermore, traditional project management tools like project schedules
and project cards requested by funding entities (e.g. public authorities
providing funds for R&D activities) were used or adapted to coordinate com-
mon activities referring to both technical and marketing projects (Q1) aimed
to develop the network’s product and service catalogue (ID3). Schemes,
Gantt diagrams and other project management tools were used to formalize
the project activities that involve partners and enhance coordination (ID5).
When the network applies for a ban, it needs such tools, both in the applica-
tion phase and at the final stage for technical reasons, but the most valuable
aspect is its capability to teach partners some project management concepts
and push partners to develop new projects and ideas that can be easily tested
in terms of technical and financial feasibility. To this extent the network
manager stated (IS1):

“Project schedules are the instrument for innovation manage-
ment. Even if they might be considered as administrative bur-
dens required by public funding authorities, they bring a great
benefit for the network which can the schedule to understand
and eventually modify the pre-defined structure of costs, re-
sources and time dedicated to the project”.

Only in few cases, the above-mentioned instruments played a legitimiza-
tion role for the network manager, as his leadership role is already acknowl-
edged by all partners on the basis of the governance structure and good per-
formances achieved. Instruments were designed and implemented to create
a dialogue among partners with a top-down approach based on managerial
and professional concepts considered as the unique way to share objective
and strategic on a collaborative setting, as summarized by the network man-
ager (IS2):

"All cited managerial tools have been welcomed by company
entrepreneurs and managers, who have specific technical skills
but low managerialism propensity. Tools are used to show how
things are done in the network, especially when the network
members are the typical SMES that manage operations in a de-
structed manner. Instead, these tools suggest the proper way
that things have to be done. They allow you to lead and take
leadership of network management without being a technician
in R&D or production aspects™.
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5. Discussion and conclusions

Based on the network “A” case, we can state that networks composed by
SMEs can use traditional accounting tools in an interactive and innovative
way. The board of the network, mainly represented by the manager inter-
viewed, has carefully defined the strategic objectives since the creation of
the network following a structured approach, which is not usual for similar
networks of SMEs (Cardoni, 2012). This facilitated the planning and the se-
lection of proper financial and non-financial indicators that allowed the
alignment between the strategic decisions and the control of financial and
intangible performance. In addition, thanks to a clear definition of strategic
objectives, it has been possible to plan a collaborative future with the part-
ners, playing an integrative role across boundaries (Thrane and Hald, 2006)
and helping to set reciprocal goal expectations and achievements.

From a management control perspective, this integrated logic influenced
the whole set of reporting tools elaborated by the network manager to comply
with institutional and managerial needs like the annual meeting of the assem-
bly.

Performance control has been supported by the following traditional man-
agement control tools: the annual report, the reclassification of the partners’
financial statements and the analysis of profit and loss account according to
the contribution margin criteria. The annual report is not conceived as a mere
administrative duty. It is the starting point for creating dialogue and
knowledge sharing. Therefore, the creation of the limited liability company
participated by network partners helped to both coordinate the network and
push partners to take care and develop and expert understanding of financial
data. Considering the results achieved by the network in terms of market de-
velopment, economic and financial performance and innovative projects, the
case shows that the traditional accounting tools can play a fundamental role
on partner’s dialogue and innovation.

Even considering the risks associated with the adoption of frameworks
originally developed to describe management controls adopted by single or-
ganizations (Caglio and Ditillo, 2008), the case highlights that the traditional
accounting tools can be successfully implemented in the examined context.

In this context, the network manager has adopted the managerial control
tools to influence partners’ behaviour (Carr and Ng, 1995; Mouritsen et al.,
2001) as well as to handle uncertainty, idea generation and opportunity-seek-
ing behaviour (Haustein, 2014). In the network “A” case accounting data and
key performance indicators have been designed for fostering dialogue about
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strategic objectives and actions and used to both integrate and motivate part-
ners to launch new projects and ideas. While the scorekeeping or informative
role of MCS resulted to be weak, figures have been mostly used to develop
knowledge beyond specific problems to be solved.

Variance analysis focused on stimuli rather than trying to decipher why
things happened. Based on the report structure and contents an important
training function can be found, aimed at favouring learning and involvement
of the partners whose trust and commitment was perceived as a fundamental
asset by the network manager. This contributed to knowledge sharing and
innovation development among partners and, in some cases, legitimized net-
work’s board decisions toward the partners (Massaro et al., 2014).

According to the network manager, the most important instrument that
stimulates network nodes to pull out ideas was the annual report (ID4) and
the annual reporting package (IDS5). As clearly expressed by his words (IS2):

“It should be understood that network’s innovations originate
from one or few more dynamic companies (i.e. an entrepreneur
has an idea that shares with others). Thus, it is fundamental to
foster dialogue and share ideas with no fears of being stolen”.

The presentation of the annual report and its discussion with all partners
have been capable to foster dialogue and encourage firms to share their
knowledge. This did not happen before creating the network, even though
entrepreneurs knew each other directly. They did not find the time to meet
and share ideas, nor did they feel comfortable to do it without the network
agreement. For example, a couple of years ago an entrepreneur took part at
a conference and come back with the idea of making a compostable label.
However, this idea was out of business capabilities and technical knowledge.
Then, he shared the idea with the network manager who started to search for
the right partners within the network. The entrepreneur found the appropriate
partners to translate his idea into reality without fearing that intellectual prop-
erty could be stolen.

In the light of Simons” work (1990; 1995), the network “A” case suggests
the need to adapt the framework in the network settings. In the case of in-
trafirm management control, the diagnostic use implies a top-down, one-way
logic, and the performance measurement of the operational results serves as
a mechanism for monitoring the implementation of the strategy. Vice versa,
in the interactive use, performance measurement creates a moment of
knowledge sharing and dialectic between operational staff and management
as a fundamental step for the strategy formulation.
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Despite being an engineered and structured network, the network “A”
case shows that the distinction between “diagnostic” and “interactive” in net-
work setting has to be readopted with different characteristics. Given the hor-
izontal and non-hierarchical relationships between the units involved, the di-
agnostic use is reticular and more directed to legitimize the network's lead-
ership on demonstrating to the partners that the network results are fulfilled.
On the other hand, the interactive use is devoted to the stimulus of ideas and
knowledge sharing to form a professional and managerial culture of collab-
oration. According to this perspective, we can conclude that the use of tradi-
tional managerial tools in network “A” has been interactive, contributing sig-
nificantly to the development of the network and its strategic and operational
results.

As the present paper is the result of the application of a single case study
methodology, in some scholars’ point of view, the findings and the remarks
proposed in it have to be considered in the light of the limitation related to
the external validity and generalizability of a single case. Particularly, the
results of the study could have been influenced by the specific features of the
case selected, including the extension of the network in terms of partners
involved, the engineered organizational and contractual structure, and the
leading role played by the academic spin-off and the network manager.
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